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Letter 
from the

Editors
Dear Reader,

The Weil Bankruptcy Blog aims to publish a substantive piece on matters of interest in 

the bankruptcy, fi nance, and restructuring world every weekday, an ambitious target that 

is made possible only by the dedication of our partners, associates, and support staff to 

the Bankruptcy Blog, and their commitment to the restructuring community at large. 

With the number of bankruptcy fi lings in 2014 having declined approximately 12% compared 

to 2013, some might think that our daily publication target is no mean feat. Despite the 

paucity of large bankruptcy fi lings, 2014 was not a year to forget and still left us with plenty 

of topics to write about. In this Annual Review, we’ve pulled together the major themes in 

the restructu ring world in 2014, encapsulating them in one volume for your convenience. 

Our introductory 2014: Bankruptcy and Restructuring Annual Review piece over the 

page gives you a month-by-month snapshot of the major legal and fi nancial themes in 

the restructuring world in 2014, to help you frame the restructuring events of 2014. 

In case you missed them, the highlights of last year included major developments in credit 

bidding in Fisker Automotive in January, as well as an important decision on cramdown 

interest rates in Momentive Performance Materials in August. 

The end of 2014 heralded the start of what may be the next large trend in the restructuring 

world: oil and gas, and investors are seemingly preparing for a possible uptick in restructurings 

going forward. Considering that energy debt accounts for 16% of the $1.3 trillion U.S. high-yield 

market, and that 2014 saw approximately $465 billion in lending to oil and gas companies to 

fi nance exploration and new production, distressed investors and restructuring professionals 

are focused on a potential restructuring pipeline building. Look out for our 2015 First Quarter 

Review with our series Drilling Down: A Deeper Look into the Distressed Oil & Gas Industry. 

The ABI Commission to Study the Reform of Chapter 11 brought us an early holiday gift 

in December with the publication of their Final Report and Recommendations. We’ll bring 

you an extensive series of blog posts on the ABI report in our First Quarter Review, but if 

you want a preview, make sure to read them on the Bankruptcy Blog. 

A look back at 2014 wouldn’t be complete without remembering Judge Burton R. Lifl and, 

the senior judge for the United States Bankruptcy Court for the Southern District of New 

York. Judge Lifl and was appointed to the bench in March 1989 and oversaw some of the 

most high profi le cases in restructuring history, including Johns-Manville, Bethlehem Steel, 

and Eastern Airlines, as well as the ongoing wind down of assets related to the Bernard 

Madoff Ponzi scheme. Judge Lifl and passed away on January 12, 2014, and he will be 

fondly remembered by all members of the restructuring bar, particularly those who had 

the good fortune to appear before him. 

On behalf of all of the Weil Bankruptcy Blog team, thank you for supporting the blog. 

Debra Dandeneau

Stephen Youngman

Ronit Berkovich

March 31, 2015

Debra Dandeneau

Founding Editor

Stephen Youngman

Editor

Ronit Berkovich

Editor



bfr.weil.comWeil, Gotshal & Manges LLP

Weil Bankruptcy Blog Annual Review

In This Issue:
1
2014 Year In Review

7
In Memoriam for Judge Lifl and

11
Momentous Decision in 

Momentive Performance Materials

33
Credit Bidding: A Rocky Start in 2014

41
363 Sales

51
Valuation

61
Plans and Plan Releases

75
Debt Trading, Claims, Claims Trading

91
Executory Contracts

105
Avoidance Actions

115
Automatic Stay

125
Stern

131
Bitcoin

143
Chapter 15

151
Safe Harbors

163
Best of the Rest





Weil Bankruptcy Blog Annual Review 

Weil, Gotshal & Manges LLP bfr.weil.com 1 

 

2014 Year In Review 



Weil Bankruptcy Blog Annual Review 

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

2014:  Bankruptcy and 
Restructuring Annual Review 
David Griffiths and Doron Kenter 

2014 has been a tumultuous year, filled with tragedy and 

interstellar triumphs:  Ebola; Sochi; Ukraine; Flight 370; 

ISIS; Flight 17; Comet 67P.  Life in the corporate 

bankruptcy and restructuring world was considerably 

more sedate than in the world at large.  Now five and six 

years removed, some of the mega cases of the 2008 and 

2009 era linger on and continue to generate interesting 

legal developments. 

Despite the relative paucity of mega cases, 2014 was not 

a year to forget.  With every passing month, new and 

interesting special situations arose.  In case you missed 

them, here’s a look back at the bankruptcy and 

restructuring highlights of 2014, as well as a look ahead 

to what 2015 might have in store. 

January:  Credit Bidding 

We started 2014 with Judge Gross’s decision in the Fisker 

Automotive case, limiting the right to credit bid in 

bankruptcy asset sales.  Although Judge Gross’s decision 

surprised many in the restructuring community, with 

some observers questioning whether the court set a new 

standard for what constitutes cause sufficient to abrogate 

a lender’s right to credit bid, others argued that the Fisker 

decision was nothing more than an application of long-

established law to unfavorable facts.  In light of these 

unanswered questions, and despite several other 

decisions in the credit bidding arena, some predict that we 

may see another credit bidding decision make its way up 

to the Supreme Court in the near future. 

February:  Puerto Rico, Bitcoin, and Bongs 

February saw the downgrade of the Commonwealth of 

Puerto Rico’s debt due to, among other things, liquidity 

concerns and a lack of economic growth to support the 

Commonwealth’s heavy debt burden.  The 

Commonwealth’s financial problems continued to plague 

it throughout the year. 

The year’s shortest month also saw the world’s first 

bitcoin bankruptcy, followed soon thereafter by a related 

chapter 15 filing.  In early 2014, unidentified hackers may 

have broken into Mt. Gox and stolen approximately 

850,000 bitcoins from the Tokyo-based exchange that 

was once the world’s largest bitcoin exchange.  On 

February 28, 2014, Mt. Gox commenced a civil 

rehabilitation proceeding in Tokyo and shortly thereafter 

petitioned the United States Bankruptcy Court for the 

Northern District of Texas for chapter 15 relief, giving rise 

to a whole host of interesting issues about how modern 

technology interacts with the Bankruptcy Code. 

In certain sectors, some of the big news this year relates 

to the legalization of marijuana in Colorado, Oregon, and 

Washington (with legislation on the horizon in other 

states).  Notwithstanding the uptick in sales for pizza and 

other munchies, even marijuana dispensaries are prone to 

failure.  But it seems that bankruptcy is not one of the 

emerging markets in states that have legalized marijuana 

for recreational purposes.  Several potential chapter 11 

cases, including one filed in February, have gone to pot in 

light of the continued federal prohibition on the sale and 

distribution of marijuana.  As the tide of legalization 

continues to roll on, we may yet hit a new high for chapter 

11.  Currently, it appears that U.S. Trustees are taking the 

position that debtors that appear to be engaged in the 

marijuana industry should not receive the protections of 

the Bankruptcy Code to aid violations of the federal 

Controlled Substances Act. 

March:  Auctions 

Over the past several years, an important debate has 

continued to evolve regarding the finality of auctions in 

bankruptcy.  Even though bidding procedures generally 

contemplate some degree of finality at the end of the 

auction when a bidder is declared the winner, a number of 

courts have recognized that greater value can be realized 

when losing bidders (or new suitors) come along after the 

conclusion of the auction, but before the court gets a 

chance to approve the final bid and sale.  In March, the 

New Mexico Bankruptcy Court joined the debate in the 

Sunland case, serving as just one more example of some 

courts’ efforts to maximize value for the estate by 

rejecting a winning bid in favor of a new, better, and higher 

offer.  Other courts and professionals have argued that 

such new bids must be rejected if parties are ever to 

expect any certainty in the sale process and to ensure that 

auctions can actually elicit the highest and best offers at 
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the appropriate time.  Courts will continue to weigh in on 

this tension between the best interests of one estate and 

the best interests of the bankruptcy sale process.  Indeed, 

the ABI Commission to Study the Reform of chapter 11 

recently recommended that courts should not be 

permitted to reopen auctions absent “extraordinary 

circumstances or material procedural impediments … to 

the auction process.” 

April:  Low Battery:  10% of Assets Remaining 

April saw four of the ten largest bankruptcy filings of 

2014, reflecting some of the key industries currently 

facing distress:  coal, shipping, manufacturing, and energy. 

James River Coal Company was the first to go.  With 

reported assets of $1.07 billion and debts of $818.7 

million, the canary in its coal mine croaked as a result of 

the combination of a highly levered capital structure and 

the continued downturn in the U.S. coal market. 

Momentive Performance Materials, manufacturer of 

silicone and quartz products, was the next to wobble, with 

$2.9 billion in assets and $4.1 billion in debts.  Later in 

2014, Momentive’s bankruptcy roiled the restructuring 

market as Judge Drain handed down his decision on 

cramdown interest rates (see August). 

Genco Shipping & Trading, an operator of dry-bulk cargo 

ships, sunk shortly thereafter.  With $2.4 billion in assets 

and $1.5 billion in debt, the company filed for bankruptcy 

as a result of sustained weakness in charter rates that 

flow from the current glut of vessels in the shipping 

industry.  Later in 2014, Eagle Bulk Shipping, another 

operator of dry-bulk cargo ships and also in the top ten 

filings of 2014, filed for bankruptcy protection. 

In April, Energy Future Holdings ran out of juice.  Seven 

years after the largest leveraged buyout ever created the 

biggest power company in Texas, the company filed for 

bankruptcy protection.  Formerly known as TXU, Energy 

Future Holdings was the biggest bankruptcy of 2014 and 

the second largest energy company bankruptcy of all 

time, with $49.7 billion in liabilities at the time of its filing. 

May:  The End of Several Eras 

In May, Delaware Bankruptcy Judge Walsh announced his 

retirement from the bench, following hot on the heels of 

Bankruptcy Judges Peck and Gropper, who had, at the end 

of 2013, announced their retirement from the bench in 

Bankruptcy Court for the Southern District of New York.  

In November, Judge Gerber, also of the Bankruptcy Court 

for the Southern District of New York, announced his 

retirement from the bench and that he will assume recall 

status in 2015.  Only Judge Peck has formally stepped 

down thus far, but the impending changes to the New 

York and Delaware bankruptcy courts will certainly 

change the landscape for large chapter 11 cases in the 

coming years.  Last, and certainly not least, we note the 

passing of Judge Burton R. Lifland in January of this year.  

Judge Lifland was a titan of the bankruptcy bar, having 

served for 33 years on the bench, overseeing some of the 

most momentous bankruptcy cases since the enactment 

of the Bankruptcy Code and guiding much of the 

developments in bankruptcy law and practice throughout 

that time.  A tribute to Judge Lifland was posted on 

January 15, 2014 on Weil’s Bankruptcy Blog. 

June:  Stern :  Two Years Later, and It’s Still 
Causing Trouble 

In June, we were disappointed by the Supreme Court’s 

narrow decision in Executive Benefits Insurance Agency v. 

Arkison, in which the Court held that there is no “statutory 

gap” regarding core claims as to which the bankruptcy 

courts lack final constitutional authority and that 

bankruptcy courts may enter reports and 

recommendations to the district courts with respect to 

these so-called “Stern claims.”  Just a few weeks later, 

our prayers were answered when the Supreme Court 

granted certiorari in Wellness Int’l Network v. Sharif, 

promising to clarify some of the important open questions 

in the wake of Stern and its progeny, including the 

controversial issue of whether litigant consent can cure 

constitutional deficiencies and permit bankruptcy courts 

to enter final judgment on Stern claims.  Arguments were 

heard in January 2015, and a ruling is expected by the 

summer. 

July:  Argentina 

International special situations were in the headlines 

throughout the summer.  Challenges to Argentina’s 2005 

debt restructuring continued to rumble on, and in July, 

Argentina defaulted for the second time in 13 years on its 

sovereign debt, this time on a $539 million interest 

payment on its bonds.  This latest twist in the ongoing 
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legal dispute followed the Supreme Court’s denial of the 

troubled sovereign’s bid to hear its appeal of a Second 

Circuit ruling that it had to pay $1.4 billion to the so-called 

“holdout bondholders.”  Hopes are rapidly fading that 

Argentina will be able to resolve its current troubles and 

resume borrowing in international capital markets in 

2015, which it has been unable to do since its 2001 

default.  The country may be able to close a $3 billion 

issue of local law bonds by the end of 2014, thereby 

allowing it to avoid (or further delay) paying holdout 

bondholders as it is required to do by a U.S. court ruling.  

Have no doubt – Argentina will continue to be in the 

headlines in 2015. 

August:  Momentive 

At the end of August, Judge Drain issued several bench 

rulings in the Momentive Performance Materials chapter 

11 cases on cramdown interest rates, the availability of a 

make-whole premium, third party releases, and the extent 

of the subordination of senior subordinated noteholders.  

Judge Drain’s ruling on cramdown interest rates was 

particularly notable, suggesting that the allowed claim of 

a secured creditor may be satisfied by a long-dated 

replacement note with a below-market interest rate.  

Commentators are divided as to whether the Momentive 

rulings are as momentous as they first appeared and what 

the long-term effects will be on the dynamics of 

negotiating a chapter 11 plan.  Looking forward, the 

American Bankruptcy Institute Commission to Study the 

Reform of Chapter 11 recently suggested that any change 

to the Bankruptcy Code as it relates to cramdown interest 

rates should specifically reject the approach for 

calculating a cramdown interest rate as set by the 

Supreme Court and used in Momentive, in favor of 

adopting a general market approach to determining an 

appropriate discount rate. 

September:  Atlantic City 

Atlantic City, which famously served as the inspiration for 

the original board game Monopoly, did not exactly win 

second prize in a beauty contest this year.  In September, 

Trump Entertainment Resorts Inc.’s Taj Mahal Hotel and 

Casino, once feted (by its publicists) as “the Eighth 

Wonder of the World,” filed for bankruptcy with a potential 

shutdown in December.  This bankruptcy followed the 

earlier “chapter 22” bankruptcy of Revel Casino Hotel in 

June, as well as the closing of the Trump Plaza, the 

Showboat, and the Atlantic Club casinos.  With five 

casinos going out of business this year, the loss of 11,000 

jobs, and tax revenue folding like a house of cards, the 

State of New Jersey is currently considering a recent 

report from the Governor’s Advisory Commission on 

Gaming, which calls for the appointment of an emergency 

manager to oversee the troubled city. 

October:  Oil & Gas 

October heralded the start of what may be the next trend 

in the restructuring world, oil and gas.  Endeavour 

International Corporation, a U.S.-based oil and gas 

exploration firm with operations in the North Sea, filed for 

bankruptcy with $1.2 billion in debt, and soon thereafter 

oil prices started to nose-dive. 

November:  Detroit 

A number of chapter 9 cases were completed in 2014.  In 

November, Judge Steven Rhodes of the Bankruptcy Court 

for the Eastern District of Michigan confirmed the plan of 

adjustment of debts of the City of Detroit, resolving a 

variety of complex financial and operational issues faced 

by the city, including over $18 billion in accrued 

obligations, approximately $11.9 billion in unsecured 

obligations to lenders and retirees, and over $6.4 billion in 

revenue bonds.  Notably, at the outset of its chapter 9 

proceedings in July 2013, the city was paying more than 

38 cents of every tax dollar to servicing legacy and other 

obligations.  In December, Governor Rick Snyder approved 

ending emergency management in Detroit, Emergency 

Manager Kevyn Orr resigned his tenure, and Detroit 

emerged from bankruptcy. 

The previous month, Stockton’s chapter 9 plan of 

adjustment was approved by Judge Christopher Klein of 

the Bankruptcy Court for the Eastern District of California.  

Stockton, which filed for bankruptcy in July 2012, was, 

before Detroit, the largest city in U.S. history to file for 

bankruptcy protection. 

December:  Bankruptcy Reform 

On December 8, the American Bankruptcy Institute 

Commission to Study the Reform of Chapter 11 released 

its long-awaited, and much-anticipated, Final Report and 

Recommendations.  The ABI Commission was established 

in recognition of the “general consensus among 

restructuring professionals” that the time has come to 
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evaluate U.S. business reorganization laws as a result of 

numerous changes that have occurred since the 

Bankruptcy Code was enacted in 1978.  The Final Report 

and Recommendations will not, in and of itself, effect any 

specific changes to the Bankruptcy Code.  Only time will 

tell what, if any, actions will be taken by Congress in 

response to this carefully crafted report prepared by, and 

in consultation with, some of the most prominent 

bankruptcy practitioners and scholars of our generation. 

2015 and Beyond 

Looking forward, we anticipate the continued weakness in 

oil prices to have a profound effect on the oil and gas 

sector and related industries.  The holiday season is upon 

us, and big-name retailers (yes, you all know the list) are 

constant presences on distressed watch lists.  With the 

end of quantitative easing, and the potential for rising 

interest rates, default rates are likely to start to revert to 

the mean.  That being said, restructuring industry 

professionals have been saying that for a while.  If there’s 

one thing we can predict, it’s that we have no idea what’s 

coming.  Other than the annual fruitcake from Aunt Sally.  

Happy holidays! 

A version of this Weil Bankruptcy Blog post was originally 

published on Law360, on December 16, 2014. 
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Burton R. Lifland:  In 
Memoriam 
Matthew Goren 

Thoughts From a Former Law Clerk 

For many years, attorneys who were really “in the know” 

understood that the most frightening thing about heading 

to the Bankruptcy Court in lower Manhattan was not the 

possibility of leaving the courthouse with an unfavorable 

ruling for your client.  Rather, for the longest time, the 

most frightening thing about heading downtown was 

walking near Battery Park in the early afternoon and 

hearing a “ring ring ring” coming up from behind you.  The 

reason this seemingly innocuous sound was actually so 

terrifying was because it was the caution signal to would 

be pedestrians and park goers that Judge Burton R. 

Lifland was commencing his afternoon bike ride through 

Battery Park with his chambers.  And on more than one 

occasion you could witness a tourist or two diving for 

cover as the Judge and his entourage navigated their way 

up the West Side. 

Judge Lifland passed away this past Sunday, January 12, 

2014.  At the time of his passing, Judge Lifland was the 

senior judge for the United States Bankruptcy Court for 

the Southern District of New York.  He previously served 

as the Chief Judge for the S.D.N.Y. Bankruptcy Court as 

well as a former Chief Judge of the Bankruptcy Appellate 

Panel for the Second Circuit.  Since his appointment to the 

bench in March 1980 and over the course of his nearly 33 

year career on the bench, Judge Lifland oversaw some of 

the most high profile and high stakes bankruptcy cases in 

U.S. history, including the chapter 11 cases of Johns-

Manville, Bethlehem Steel, Eastern Airlines, Macy’s 

Department Stores, Dana Automotive Corp., Calpine Corp., 

and Blockbuster Entertainment.  Most recently, Judge 

Lifland had been overseeing the continuing wind-down of 

assets related to the Ponzi scheme orchestrated by 

Bernard Madoff. 

Judge Lifland was also actively involved in cross-border 

insolvency work.  He was a member of the United States’ 

delegation to the United Nations Commission on 

International Trade Law in the development of Chapter 15 

of the Bankruptcy Code.  He was a member of the Judicial 

Conference Subcommittee on Bankruptcy Case 

management and was a member of the American Bar 

Association’s SABRE (Select Advisory Committee on 

Business Reorganization) as well as a Founding Member 

of the International Insolvency Institute. 

I first met Judge Lifland when I was interviewing for an 

internship position at the beginning of my third year at 

New York Law School.  At the time, I was simultaneously 

working part-time as an intern for a bankruptcy boutique 

in midtown where I had spent the previous few months as 

a summer associate.  Always wary of even the 

appearance of impropriety, within the first three minutes 

of my interview, Judge Lifland questioned whether other 

attorneys may think I was perhaps a “mole” implanted in 

his chambers to report back on cases to the law firm 

where I was working part time.  This interview, I thought to 

myself, had gotten off to a truly spectacular start.  

Thankfully I was able to convince Judge Lifland that my 

intentions were above-board and I went on to have the 

privilege of serving as both his intern and later as one of 

his law clerks. 

A thoughtful and caring jurist, Judge Lifland was often 

described as “pro debtor,” but in reality it would be more 

accurate to describe him as “pro reorganization.”  Whether 

acting as a mediator or ruling from the bench, Judge 

Lifland always knew how to apply the precise amount of 

pressure to parties in interest in order to facilitate a 

consensual reorganization or settlement in furtherance of 

the true purpose of the Bankruptcy Code. 

Sitting in on hearings and chambers conferences was 

quite a thrill for a young attorney but what will always 

stand out the most to me were the afternoon bicycle rides.  

During those (sometimes lengthy) rides up the West Side 

Highway, Judge Lifland would discuss upcoming decisions 

or the next day’s calendar.  This was the time when the 

Judge welcomed young law clerks to add their two cents 

or play devil’s advocate if they dared while weaving in and 

out of traffic.  It was an amazing experience for a young 

attorney fresh out of law school and one I will not soon 

forget. 

My clerkship for Judge Lifland lasted but one year.  Many 

knew him better than I, including his long-time courtroom 

deputy, Monica Saenz De Viteri, and former permanent 

law clerk, now-Chief Deputy Clerk of the Court, Una 



Weil Bankruptcy Blog Annual Review 

Weil, Gotshal & Manges LLP bfr.weil.com 9 

O’Boyle.  They spent countless hours with the Judge on 

the sixth floor at One Bowling Green managing his 

calendar, researching legal opinions, and assisting in other 

matters of the day.  I was fortunate enough to be one of 

the privileged few who had the opportunity to share the 

bike path with him. 

He will be missed. 

Matthew Goren served as a law clerk for Judge Lifland 

from January through December of 2008, and as an Intern 

in Judge Lifland’s Chambers from January through June 

of 2006. 
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￭ Cramdown of Secured Creditors – 

Part I 

￭ Cramdown of Secured Creditors – 
Part II 

￭ Subordination Is as Subordination 
Does 

￭ Make-Wholes and Third Party 
Releases 

￭ Momentive Postscript – Bankruptcy 
Rule 3018: Vote Changing on 
Chapter 11 Plans: You Can’t Have 
Your Cake and Eat It, Too 

Momentous Decision in 
Momentive Performance 
Materials 
The bankruptcy world is never without its buzzworthy opinions, but perhaps 

none engendered more discussion in 2014 than the August 26 bench rulings 

handed down by Judge Drain in Momentive Performance Materials, or as it 

quickly became known, Momentive.  The confirmation ruling touched on a 

variety of hot-button issues – including cramdown of secured creditors, 

subordination, make-whole provisions, and third party releases – that had 

borrowers and lenders alike scrambling to re-read their existing credit 

agreements.  The Weil Bankruptcy Blog tackled this critical ruling out of the 

Bankruptcy Court for the Southern District of New York with a four-part 

series that endeavored to break down the decision in full – discussing 

everything from the Court’s use of Till v. SCS Credit Corp. to determine a 

cramdown interest rate, to its interpretation of a somewhat inexact 

subordination provision, to its far-reaching analysis of make-whole and 

acceleration provisions across debt documents.  The Momentive ruling 

currently is on appeal, meaning the case’s ultimate impact remains 

undecided, but its immediate impact in 2014 could not be questioned – it was 

positively momentous. 
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Momentous Decision in 
Momentive Performance 
Materials:  Cramdown of 
Secured Creditors – Part I 
David Griffiths 

On August 26, 2014, Judge Drain, of the Bankruptcy Court 

for the Southern District of New York, concluded the 

confirmation hearing in Momentive Performance Materials 

and issued several bench rulings on cramdown interest 

rates, the availability of a make-whole premium, third 

party releases, and the extent of the subordination of 

senior subordinated noteholders.  This four-part 

Bankruptcy Blog series will examine Judge Drain’s rulings 

in detail, with Part I of this series providing you with a 

primer on cramdown in the secured creditor context.  Part 

II of this series will examine Judge Drain’s cramdown 

decision in more detail.  Part III will focus on the extent of 

the subordination of senior subordinated noteholders, and 

Part IV will explore both the “make-whole” aspects of 

Judge Drain’s decision and third party releases. 

What You Need To Know: Cramdown 

One aspect of Judge Drain’s decision may give debtors 

additional negotiating leverage in attempting to set terms 

for payment of secured claims under a plan.  Judge 

Drain’s bench ruling suggests that the allowed claim of a 

secured creditor may be satisfied by a long-dated 

replacement note with a below-market interest rate.  This 

decision has the potential to positively affect exit financing 

needs for debtors and may even increase distributions to 

unsecured creditors in cases in which the allowed claims 

of secured creditors are deemed to have been fully 

satisfied. 

Judge Drain’s Momentive decision is unambiguous when it 

comes to its support for the “formula” approach in 

determining a cramdown interest rate for a secured 

creditor and in elucidating the guiding first principles that 

dictate how to calculate the applicable cramdown interest 

rate for a secured creditor’s allowed claim in a chapter 11 

case: 

 First, a cramdown interest rate should not contain 

any profit or cost element, both being inconsistent 

with the present value approach for cramdown. 

 Second, market testimony or evidence is only 

relevant when considering the proper risk premium 

to use in the formula approach. 

 Third, the risk premium should not be used by 

creditors as a means of obtaining a market rate on 

their replacement notes. 

The appropriate cramdown interest rate, therefore, is one 

that eliminates profit, eliminates fees, and compensates a 

secured creditor at an essentially riskless base rate, to be 

supplemented by a risk premium of between 1-3%, to 

account for a debtor’s unique risks emerging from chapter 

11. 

Cram Session on Cramdown 

Part II will delve into the details of what Judge Drain 

decided.  Here, we will provide a quick primer on 

cramdown as it relates to secured creditors.  Feel free to 

skip this part if you’re already a restructuring demon. 

A cramdown is the involuntary imposition by a bankruptcy 

court of a plan of reorganization on a class of creditors 

following a vote to reject a proposed plan or 

reorganization by that class. 

The Bankruptcy Code differentiates between secured 

claims, unsecured claims, and equity interests when 

guiding a bankruptcy court to determine whether it can 

confirm a plan of reorganization despite the rejection of 

the plan by a class of claims or equity interests. 

If one or more classes of secured claims or equity 

interests reject a proposed plan, and the plan satisfies the 

other applicable provisions of section 1129(a), section 

1129(b) of the Bankruptcy Code permits confirmation of 

the plan so long as it does not “discriminate unfairly” and 

is “fair and equitable” with respect to each rejecting class. 

A plan discriminates unfairly against a class of claims or 

equity interests where another class of equal or junior 

rank in priority receives greater value under the plan of 

reorganization than the class that has rejected the plan, 

without reasonable justification for the disparate 

treatment. 

The test for determining whether a plan is “fair and 

equitable” to a rejecting class depends upon whether the 

class contains secured claims, unsecured claims, or 

equity interests.  In this Bankruptcy Blog post, we will only 

look at the provisions that address what is fair and 
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equitable to secured claims, as Judge Drain’s decision in 

Momentive involved the claims of secured creditors.  To 

put this in context, part of the cramdown controversy in 

Momentive revolved around whether the plan of 

reorganization that was proposed by the debtors provided 

secured noteholders with the full amount of their allowed 

claim.  (The secured noteholders argued it didn’t, and so 

was not fair and equitable.) 

Section 1129(b)(2)(A) of the Bankruptcy Code provides 

three ways for treatment afforded to a class of secured 

creditors to be considered fair and equitable: 

 First, if the debtor plans to retain the collateral 

securing the allowed claims, the plan may provide 

that a secured creditor (1) retains its liens in the 

assets securing its allowed claim (to the extent of its 

allowed claim) and (2) receives deferred cash 

payments with a present value totaling at least the 

value of the collateral securing its allowed claims (or 

the allowed amount of its claims if there is sufficient 

collateral).  More about deferred cash payments 

shortly. 

 Second, if the debtor plans to sell the collateral free 

and clear of the secured creditor’s liens, the plan 

may provide for the secured creditor to credit bid its 

secured claim and (assuming the secured creditor is 

not the successful bidder), for the lien to attach to 

the proceeds of the sale up to the allowed amount of 

the secured claim. 

 Third, the plan may provide the secured creditor with 

the “indubitable equivalent” of its allowed secured 

claim.  This is the catch-all provision when the plan 

provides treatment that does not squarely comply 

with one of the first two options.  Although this term 

is not defined in the Bankruptcy Code, the Supreme 

Court in RadLAX1 made it clear that a plan proponent 

cannot use “indubitable equivalence” to do an end 

run around the other two tests. 

Because Momentive involves the first type of cramdown 

and that is (at least in the post-RadLAX era) the test most 

                                                             
1
 See RadLAX Gateway Hotel, LLC v. Amalgamated Bank, 132 S. 

Ct. 2065 (U.S. 2012); and our Bankruptcy Blog post RadLAX:  The 

Decision Is In — Supreme Court Rules That a Secured Lender 

Must Be Permitted To Credit Bid If Its Collateral Is Sold Pursuant 

To a Chapter 11 Plan dated May 29, 2012. 

subject to judicial interpretation, we will focus on the first 

test. 

Present Value Calculations 

The principle areas of dispute
2
 under the first test revolve 

around how long a debtor can stretch repayments to a 

secured creditor and how the present value of the secured 

claim is determined.  Because these were the two critical 

points in the cramdown discussion in Momentive, it is 

worth going into a more detailed explanation of these 

concepts. 

When it comes to the length of time a debtor may stretch 

repayments, the seven years that Momentive proposed for 

first lien creditors, and the 7.5 years that it proposed for 

1.5 lien creditors
3
 is common, although shorter repayment 

periods are also frequently proposed, and debtors have 

been known to propose longer periods. 

Section 1129(b)(2)(A)(i)(II) raises the issue of present value 

when it requires “deferred cash payments totaling at least 

the allowed amount of such claim, of a value, as of the 

effective date of the plan, of at least the value of such 

holder’s interest in the estate’s interest in such property.” 

It is an open question, though, whether that present value 

must be a calculation that determines the current market 

worth of a future sum of money or stream of cash flows 

given a specified rate of return, or whether the Bankruptcy 

Code permits something different. 

A Quick Example 

To explain how a present value calculation is performed, 

and why it is important, consider the following example:  

As a secured creditor, you have an allowed secured claim 

of $7 million, and more than enough collateral secures 

your claim.  A debtor has a few options when determining 

what treatment to give your allowed secured claim under 

its chapter 11 plan.  The first is to sell the collateral 

securing your claim, in which case you either would 

receive a replacement lien on the proceeds of the sale and 

then satisfy your claim in cash, or you would be entitled to 

credit bid and acquire your collateral.  In theory, you could 

                                                             
2
 Of course, we are conveniently assuming that there is no 

dispute about the value of the secured creditor’s collateral. 

3
 The term “1.5 lien notes” is often used to refer to notes with 

second priority liens, junior to first lien notes, but where 

additional secured debt with subordinated liens that rank junior 

to the 1.5 lien notes exist. 
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receive $7 million in cash or value from the debtor as soon 

as the debtor’s chapter 11 plan of reorganization becomes 

effective.  Alternatively, the debtor could decide to keep 

the collateral securing your claim because the debtor 

projects that, upon emergence from bankruptcy, its 

reorganized business will be able to handle paying you $1 

million per year over seven years (total: $7 million) to 

satisfy your claim, and it needs that collateral to run its 

business. 

As every aspiring lottery winner knows, if you have the 

choice between an equal sum of money now or later, the 

time value of money concept means that money is worth 

more today than in the future, so it’s best to take the 

money and run (and reinvest it). 

As a secured creditor, you are going to argue that, if you 

were given the money you are owed today, you could 

reinvest it at a market rate of, let’s say 5%.  In your view, if 

the debtor is going to pay you over seven years at a 5% 

interest rate, then it needs to pay you the equivalent of 

almost $10 million (well, $9,849,702.96 to be precise), so 

that the debtor has paid you in full on your allowed claim 

as required by the Bankruptcy Code. 

Looking at it from the reverse angle, if you add up the 

payments the debtor will make each year to you over 

seven years (adding up to the $10 million number above), 

the appropriate discount rate to get your $7 million 

allowed secured claim is 5%. 

From the debtor’s perspective, the value of the interest 

rate or discount rate that is applied is of great concern:  At 

5%, its total payments will be $9,849,702.96 on a $7 

million allowed secured claim over seven years.  At 3%, 

the debtor will pay $8,609,117.06 over seven years, 

almost $1.25 million less. 

You can see why, when the numbers are magnified to the 

levels of secured debt at issue in Momentive 

(approximately $1.25 billion), both debtors and secured 

creditors really care what the applicable cramdown 

interest rate will be on an allowed secured claim that is 

paid out over time. 

Courts Weigh In 

So how have courts determined what interest rate to 

apply?  Unfortunately, the Bankruptcy Code does not 

provide guidance on the appropriate method to use to 

calculate a cramdown interest rate in the context of a 

secured creditor cramdown.  Courts have therefore 

diverged on the appropriate method to use.  In Momentive, 

Judge Drain considered the two main alternatives that 

have emerged over the years: 

(1) the “formula” or “prime plus” approach, which 

takes a risk free rate then adjusts upwards for risk, 

and 

(2) the coerced loan approach, which calculates the 

appropriate interest rate for the cramdown of a 

secured creditor by determining the interest rate 

that a secured creditor could obtain if it foreclosed 

on the collateral securing its claim and 

subsequently reinvested the proceeds into assets 

substantially similar to those of the debtor, and for 

a similar period, as proposed by the debtor’s plan. 

Other approaches also exist, such as the cost of funds 

approach
4
 and the presumptive contract rate approach.

5
  

We’ll focus more closely on the Supreme Court’s chapter 

13 Till approach because courts, Judge Drain included, 

have wrestled with how to apply Till’s holding on interest 

rates in the context of chapter 11. 

The Till Formula Approach 

One of the leading decisions in this area is a Supreme 

Court case, Till v. SCS Credit Corp.
6
  In Till, the Supreme 

Court determined — in the context of a chapter 13 case — 

that the “formula” approach was the most appropriate 

method to determine the discount (or interest) rate to 

apply to the cramdown of a secured creditor. 

Although it was a chapter 13 case, Till has been 

instrumental in the attempt to harmonize the various 

approaches chapter 11 debtors take in their present value 

calculations for secured creditor cramdowns, towards the 

“formula” approach favored by this case.  This is largely 

due to the close similarity of the cramdown provisions 

                                                             
4
 The cost of funds approach determines the cramdown interest 

rate based on the interest rate that a debtor would pay to borrow 

funds. 

5
 The presumptive contract rate approach is a variation on the 

coerced loan approach, whereby a court will use the prepetition 

interest rate payable on the secured debt at issue as the 

cramdown interest rate, a rebuttable presumption that a debtor 

or secured creditor can challenge by persuasive evidence that an 

alternative rate is most appropriate. 

6
 541 U.S. 465 (2004). 
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provided for in section 1325(a)(5)(B)(iii) of the Bankruptcy 

Code, as well as the Supreme Court’s statement in Till 

that Congress likely intended for the same approach to be 

taken when determining the appropriate interest rate 

under the various Bankruptcy Code provisions that require 

a net present value calculation.
7
 

In short, the following summarizes the formula approach: 

Prime Rate + Risk Factor = Cramdown Interest Rate 

Let’s look at this in more detail: 

(1) Start with the prime rate, the lowest rate of interest 

at which money is lent by a financial institution to a 

commercial borrower, typically available only to 

the strongest borrowers in the market, then 

(2) Add an additional amount to that prime rate 

number to account for the additional risk of lending 

to a debtor, usually 1%-3% but sometimes more, 

according to the Supreme Court in Till. 

And voilà!  You have your appropriate cramdown interest 

rate. 

In Till, two joint chapter 13 debtors who owed a little 

under $5,000 to a lender on a used vehicle they owned 

could not reach agreement with their lender on the 

appropriate interest rate to pay the lender on the deferred 

monthly payments they proposed to make on its secured 

claim.  The joint chapter 13 debtors proposed an interest 

rate of 9.5%.  They calculated this rate by taking the 

prevailing prime rate and adding a 1.5% risk premium to 

account for the risk of them defaulting (as above, the 

“formula” approach).  Their secured lender, on the other 

hand, contended that it should receive an interest rate of 

21%.  That rate was based on the rate of return the lender 

could earn if allowed to foreclose on the collateral 

securing the loan and then reinvest the proceeds of the 

sale of the collateral to borrowers in a similar distressed 

situation (as above, the “coerced loan” approach).  The 

joint chapter 13 debtors sought to cram down their 

secured creditor using the 9.5% interest rate, and the 

$5,000 dispute made it all the way to the Supreme Court. 

In a plurality opinion, the Supreme Court adopted the 

“formula” approach for chapter 13 cases, after having 

considered and then rejected alternative approaches as 

being too complicated, imposing too significant evidentiary 

                                                             
7
 541 U.S. at 466. 

costs, and misguided insofar as they sought to make a 

creditor whole, rather than ensure that a debtor’s 

payments have the requisite present value to equal the 

secured creditor’s allowed claim, up to the value of its 

interest in the collateral that secures its claim. 

The Supreme Court left open the method for selecting the 

appropriate risk factor, though noted that the 

circumstances of the individual estate, the collateral and 

the nature of the security in the collateral and the 

duration and feasibility of the restructuring plan were all 

relevant inquiries.  The Supreme Court also noted that 

other courts applying this formula approach had approved 

adjustments ranging from 1%-3%, though this range was 

not set in stone. 

Of course, if the Supreme Court had fully and finally 

resolved the controversy in the chapter 11 context, then 

everyone would not be talking about Momentive.  In the 

now famous footnote 14 to the opinion, the Supreme 

Court seemingly left the door open for other approaches 

in the chapter 11 context: 

This fact helps to explain why there is no readily 

apparent Chapter 13 cram down market rate of 

interest.  Because every cram down loan is 

imposed by a court over the objection of the 

secured creditor, there is no free market of willing 

cram down lenders.  Interestingly, the same is not 

true in the Chapter 11 context, as numerous 

lenders advertise financing for Chapter 11 debtors 

in possession….  Thus, when picking a cram down 

rate in a Chapter 11 case, it might make sense to 

ask what rate an efficient market would produce.  

In the Chapter 13 context, by contrast, the 

absence of any such market obligates courts to 

look to first principles and ask only what rate will 

fairly compensate a creditor for its exposure. 

As you can see from this footnote, the Supreme Court 

drew a distinction between the lack of a free market for 

lenders to chapter 13 debtors in a cramdown context, to 

the general availability of financing in a chapter 11 case.  

Arguments have been raised, by debtors and 

commentators, that the reference to financing in a chapter 

11 case is to debtor in possession (or DIP) financing, which 

may not be analogous to the type of financing at issue in a 

secured creditor cramdown context.  Regardless, the 

footnote states that when choosing the appropriate 

cramdown interest rate in a chapter 11 context, it might 
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make sense to ask what interest rate an efficient market 

would produce.  This has subsequently led to courts in 

some chapter 11 cases to focus first on whether sufficient 

evidence is available to conclude that an efficient market 

exists, before moving to the formula approach, and has 

been seized upon as a basis for secured creditors to 

increase the yield on the deferred cash payments for their 

allowed secured claims. 

How will Judge Drain deal with Till and footnote 14?  In 

Part II, we look at the Momentive decision in more detail 

and find out. 

Momentous Decision in 
Momentive Performance 
Materials:  Cramdown of 
Secured Creditors – Part II 
David Griffiths 

On August 26, 2014, Judge Drain concluded the 

confirmation hearing in Momentive Performance Materials 

and issued several bench rulings on cramdown interest 

rates, the availability of a make-whole premium, third 

party releases, and the extent of the subordination of 

senior subordinated noteholders.  This four-part 

Bankruptcy Blog series examines Judge Drain’s rulings in 

detail, with Part I of this series having provided you with a 

primer on cramdown in the secured creditor context.  Part 

II of this series, will examine Judge Drain’s cramdown 

decision in more detail.  Part III will focus on the extent of 

the subordination of senior subordinated noteholders, and 

Part IV will explore both the “make-whole” aspects of 

Judge Drain’s decision and third party releases. 

Judge Drain’s Cramdown Holding:  Interest Rate 
on Secured Debt May Be Below Market Even When 
Market Rate Determinants Exist 

As we noted in Part I, one aspect of Judge Drain’s decision 

may give debtors additional negotiating leverage in 

attempting to set terms for payment of secured claims 

under a plan.  Judge Drain’s bench ruling suggests that 

the allowed claim of a secured creditor may be satisfied 

by a long-dated replacement note with a below-market 

interest rate.  This decision has the potential to positively 

affect exit financing needs for debtors and may even 

increase distributions to unsecured creditors in cases in 

which the allowed claims of secured creditors are deemed 

to have been fully satisfied. 

Judge Drain’s Momentive decision is unambiguous when it 

comes to its support for the “formula” approach in 

determining a cramdown interest rate for a secured 

creditor and in elucidating the guiding first principles that 

dictate how to calculate the applicable cramdown interest 

rate for a secured creditor’s allowed claim in a chapter 11 

case: 

 First, a cramdown interest rate should not contain 

any profit or cost element, both being inconsistent 

with the present value approach for cramdown. 

 Second, market testimony or evidence is only 

relevant when considering the proper risk premium 

to use in the formula approach. 

 Third, the risk premium should not be used by 

creditors as a means of obtaining a market rate on 

their replacement notes. 

The appropriate cramdown interest rate, therefore, is one 

that eliminates profit, eliminates fees, and compensates a 

secured creditor at an essentially riskless base rate, to be 

supplemented by a risk premium of between 1-3%, to 

account for a debtor’s unique risks emerging from chapter 

11. 

Background 

Momentive Performance Materials, a manufacturer of 

silicone and quartz products, filed for bankruptcy 

protection in the United States Bankruptcy Court for the 

Southern District of New York in April of 2014.  Momentive 

filed its chapter 11 plan in May and revised its plan a 

number of times before its hotly contested confirmation 

hearing in August 26.  As of December 31, 2013, 

Momentive had $4.1 billion of consolidated outstanding 

indebtedness.  Momentive’s primary classes of creditors 

under its plan are as follows: 

Description 

Estimated Amount of 

Claims in Class 

Estimated 

Recovery 

First Lien 

Notes
8
 

$1.1 billion (not including 

accrued interest) 

100%

                                                             
8
 $1.1 billion of 8.875% First-Priority Senior Secured Notes due 

2020. 
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Description 

Estimated Amount of 

Claims in Class 

Estimated 

Recovery 

1.5 Lien 

Notes
9
 

$250 million (not 

including accrued 

interest) 

100%

Second Lien 

Notes
10

 

$1.161 billion plus €133 

million (not including 

accrued interest) 

12.8% - 28.1%

Senior Sub 

Notes
11

 

$382 million (not 

including accrued 

interest) 

0%

PIK Notes
12

 $877 million Less than 1%

 

Momentive’s chapter 11 plan provided for its $1.1 billion 

first lien noteholders and $250 million 1.5 lien 

noteholders
13

 to be paid in full, in cash, without payment 

of any “make-whole” premiums or unpaid principal and 

accrued interest.  Consistent with the prepetition term 

sheet and restructuring support agreement that the 

debtors had negotiated with Apollo (Momentive’s 

controlling shareholder and post-emergence equity 

owner) and the Ad Hoc Committee of Second Lien 

Noteholders, the plan also included a “deathtrap” 

provision for these senior noteholders:  If the class of first 

lien notes or 1.5 lien notes voted to reject the plan, the 

rejecting class would receive replacement secured notes 

in a principal amount equal to its allowed secured claims, 

with an interest rate that Momentive considered sufficient 

on a present value basis to satisfy the cramdown 

requirements of the Bankruptcy Code.  Notably, all parties 

                                                             
9
 $250 million of 10% Senior Secured Notes due 2020. 

10
 Approximately $1.161 billion of 9% Second-Priority Springing 

Lien Notes due 2021 and €133 million 9.5% Second-Priority 

Springing Lien Notes due 2021. 

11
 $382 million in aggregate principal amount of unsecured 

11.5% Senior Subordinated Notes due 2016. 

12
 Pay-in-Kind unsecured 11% Senior Discount Note, due June 4, 

2017, with an original principal amount of $400 million.  As of 

December 31, 2013, the aggregate principal amount outstanding 

on the PIK Note was $854 million. 

13
 The term “1.5 lien notes” is often used to refer to notes with 

second priority liens, junior to first lien notes, but where 

additional secured debt with subordinated liens that rank junior 

to the 1.5 lien notes exist. 

agreed that the first lien and 1.5 lien notes were fully 

secured. 

Holders of the first lien and 1.5 lien notes each voted as a 

class to reject confirmation of Momentive’s proposed plan 

of reorganization.  Momentive sought to cram down the 

plan over the objection of these two secured classes, and 

the indenture trustees for the secured noteholders 

objected to confirmation of the plan.  Among other things, 

they argued that the plan was not fair and equitable 

because it did not satisfy the present value test required 

by section 1129(b)(2)(A)(i) of the Bankruptcy Code. 

Controversy 

Momentive argued that the rates proposed in the plan 

were sufficient to satisfy the cramdown requirements of 

section 1129(b)(2)(A)(ii) of the Bankruptcy Code, while the 

first and 1.5 lien noteholders argued for higher interest 

rates based on their view of what typical lenders would 

expect for new notes on a like for like basis.  Momentive 

had previously obtained the Bankruptcy Court’s authority 

to enter into a debtor in possession (DIP) financing facility, 

and the final DIP order authorized Momentive to enter into 

a commitment letter for a $1.0 billion exit financing facility 

with a term of seven years.  If the first and 1.5 lien 

noteholders voted in favor of the plan, this exit facility, 

along with an equity infusion from Apollo and other 

investors, would provide Momentive with the liquidity to 

pay the allowed secured claims in cash.  As Momentive 

had already obtained this binding assurance for exit 

financing, the senior secured creditors argued that 

evidence of what was a market rate was readily available 

and that the exit financing interest rate should be viewed 

as a proxy for the appropriate cramdown interest rate. 

This dispute required the Court to undertake a present 

value calculation as to stream of cash flows being paid 

out by Momentive over seven years to the first lien 

noteholders and seven and a half years for the 1.5 lien 

noteholders. 

As we saw in Part I of the Momentive Series, while this 

calculation is simple in practice, courts have developed 

varying ways of determining the appropriate cramdown 

interest rate, and Judge Drain’ decision in the cramdown 

context focused heavily on which method was most 

appropriate, and why. 
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Turning to Till 

Judge Drain’s analysis of the appropriate method of 

calculating a cramdown interest rate focused on two 

significant chapter 13 cases, the Supreme Court’s 

plurality opinion in Till v. SCS Credit Corp,
14 and the 

Second Circuit’s decision in In re Valenti.15  In Valenti, the 

Second Circuit adopted the “formula” approach in a 

chapter 13 case before the Supreme Court decided Till, 

and the Supreme Court cited favorably to Valenti  in its 

Till decision.  Even though they involved chapter 13 cases, 

Till and Valenti have been instrumental in leading courts 

in chapter 11 cases to move towards the “formula” 

approach applied in those cases.  In his decision, Judge 

Drain concluded that both Till and Valenti quite clearly 

rejected the “forced loan” or “coerced loan”
16

 alternatives 

that were proposed in those cases, and which were also 

proposed by the senior lenders in the Momentive case.  As 

a result, Judge Drain refused to consider a market-based 

analysis of interest rates for similar loans available in the 

open market to establish the appropriate cramdown 

interest rate.
17

 

Footnote Fencing:  The Thrust 

The indenture trustees for the first and 1.5 lien notes 

argued that section 1129(b)(2)(A)(ii) of the Bankruptcy 

Code requires the plan to provide for a rejecting class of 

secured creditors to receive a market interest rate on their 

replacement notes, particularly when the market rate is 

readily determinable.  This reasoning echoes the approach 

                                                             
14

 Till v. SCS Credit Corp., 541 U.S. 465 (2004). 

15
 In re Valenti, 105 F.3d 55 (2d Cir. 1997).  

16
 The “forced loan” or “coerced loan” approach calculates the 

appropriate interest rate for the cramdown of a secured creditor 

by determining the interest rate that a secured creditor could 

obtain if it foreclosed on the collateral securing its claim and 

subsequently reinvested the proceeds into assets substantially 

similar to those of the debtor, and for a similar period, as 

proposed by the debtor’s plan.   

17
 In re MPM Silicones, LLC, et al., Case No. 14-22503-RDD 

(Bankr. S.D.N.Y. Aug. 26, 2014) (Corrected and Modified Bench 

Ruling on Confirmation of Debtors’ Joint Chapter 11 Plan of 

Reorganization for Momentive Performance Materials Inc. and its 

Affiliated Debtors, ECF No. 949, dated September 9, 2014, the 

“Transcript”), 69:17-25. 

taken by some courts
18

 to determine a cramdown interest 

rate in a chapter 11 case and relies upon Footnote 14 from 

Till.19
 

In footnote 14 to the Till decision, the Supreme Court 

drew a distinction between the lack of a free market for 

lenders to chapter 13 debtors in a cramdown context and 

the general availability of financing in a chapter 11 case.  

The footnote states that when choosing the appropriate 

cramdown interest rate in a chapter 11 context, it might 

make sense to ask what interest rate an efficient market 

would produce.  This has led some courts, such as the 

Sixth Circuit in In re American Homepatient,20
 to focus 

first on whether sufficient evidence is available to 

conclude that an efficient market exists, before moving to 

the coerced loan approach or the formula approach if it 

does not. 

The indenture trustees supported their view that a market 

rate was the most appropriate cramdown interest rate for 

paying out their secured claims over time by referencing 

the loan commitment obtained by Momentive to support 

the cash-out option for the secured noteholders under 

Momentive’s plan.  This commitment provided for a higher 

interest rate than was being provided to the replacement 

secured notes, with the committed $1 billion first lien 

backup takeout facility being priced, for example, at 5%, 

and with a seven year term.
21

  Momentive’s chapter 11 

                                                             
18

 Such as the Sixth Circuit in In re American Homepatient, Inc., 

420 F.3d 569 (6
th

 Cir. 2005); other cases cited by Judge Drain 

that take this approach include Mercury Capital Corp. v. Milford 

Connecticut Associates, L.P., 354 B.R. 1, 11-2 (D. Conn. 2006); In 

re 20 Bayard Views LLC, 445 B.R. 83 (Bankr. E.D.N.Y. 2011); and 

In re Cantwell, 336 B.R. 688, 692-93 (Bankr. D. N.J. 2006).   

19
 Footnote 14 states:  “This fact helps to explain why there is no 

readily apparent Chapter 13 cram down market rate of interest.  

Because every cram down loan is imposed by a court over the 

objection of the secured creditor, there is no free market of 

willing cram down lenders.  Interestingly, the same is not true in 

the Chapter 11 context, as numerous lenders advertise financing 

for Chapter 11 debtors in possession….  Thus, when picking a 

cram down rate in a Chapter 11 case, it might make sense to ask 

what rate an efficient market would produce.  In the Chapter 13 

context, by contrast, the absence of any such market obligates 

courts to look to first principles and ask only what rate will fairly 

compensate a creditor for its exposure.”  541 U.S. at 477, n.14. 

20
 In re American Homepatient, Inc., 420 F.3d 569 (6

th
 Cir. 2005).  

21
 LIBOR plus 4% with a 1% floor, or higher if an alternative base 

rate was used. 
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plan also proposed to stretch payment on the 

replacement first lien notes out over seven years, with a 

3.60% interest rate as of August 26, 2014, based on a 

seven-year Treasury note rate plus 1.5 percent.  

Momentive planned a repayment schedule for the 1.5 lien 

notes of 7.5 years, with an interest rate of 4.09%. 

Footnote Fencing: The Parry 

Despite what Judge Drain referred to as “very clear 

guidance”
22

 from Till with respect to the appropriate 

method for calculating cramdown interest rates in a 

secured creditor context, and the obligation and duty for 

the Bankruptcy Court for the Southern District of New 

York to follow the Second Circuit in Valenti, Judge Drain 

nevertheless recognized that some courts (in particular 

the Sixth Circuit in In re American Homepatient)23
 felt that 

Till was “not directly on all fours”
24

 as a result of Footnote 

14, and had continued to apply the coerced-loan approach 

unless no efficient market existed.  Despite noting another 

court’s conclusion that the efficient market analysis is 

almost, if not always a dead end,
25

 this split led Judge 

Drain to engage in an extensive analysis of Footnote 14 

and its implications, before ruling against the secured 

noteholders on their Footnote 14 related arguments. 

Judge Drain noted that the Supreme Court in Till had 

expressly rejected market-based methodologies in favor 

of the “formula” approach for calculating a cramdown 

interest rate,
26

 and that both Till and Valenti stated similar 

                                                             
22

 Transcript at 74:5-6. 

23
 In re American Homepatient, Inc., 420 F.3d 569 (6

th
 Cir. 2005).  

24
 Transcript at 80:8. 

25
 Transcript 81:4-5. 

26
 The Supreme Court’s plurality opinion in Till reads:  “These 

considerations lead us to reject the coerced loan, presumptive 

contract rate, and cost of funds approaches.  Each of these 

approaches is complicated, imposes significant evidentiary 

costs, and aims to make each individual creditor whole rather 

than to ensure the debtor’s payments have the required present 

value.  For example, the coerced loan approach requires 

bankruptcy courts to consider evidence about the market for 

comparable loans to similar (though nonbankrupt) debtors — an 

inquiry far removed from such courts’ usual task of evaluating 

debtors’ financial circumstances and the feasibility of their debt 

adjustment plans.  In addition, the approach overcompensates 

creditors because the market lending rate must be high enough 

to cover factors, like lenders’ transaction costs and overall 

profits, that are no longer relevant in the context of court-

reasons for doing so: the objective of the cramdown 

interest rate is to put a creditor in the same economic 

position it would have been in had it received the value of 

its allowed claim immediately, and not in the same 

position that it would have been in had it arranged a new 

loan.
27

  As a secured creditor’s allowed claim does not 

include any degree of profit, the court in Valenti concluded 

that neither should a cramdown interest rate account for 

profit.
28

 

The Court’s decision points out that Till also distinguished 

cramdown interest rates from market rate loans, and that 

the Supreme Court in Till had ruled that a creditor who is 

paid on an allowed secured claim over time is not entitled 

to be put in to the same economic position than if that 

creditor had been allowed to foreclose on the collateral 

securing the allowed claim, and then loaned the proceeds 

in a new transaction.
29

 

Consistent with Till and Valenti, Judge Drain concluded 

that the appropriate cramdown interest rate is one that 

eliminates profit, eliminates fees, and compensates a 

secured creditor at an essentially riskless base rate, to be 

supplemented by a risk premium of between 1-3%, to 

account for a debtor’s unique risks emerging from chapter 

11. 

Judge Drain provided the following Till inspired guiding 

first principles that dictate how to calculate the applicable 

cramdown interest rate for a secured creditor’s allowed 

claim in a chapter 11 case: first, a cramdown interest rate 

should not contain any profit or cost element, both being 

inconsistent with the present value approach for 

cramdown; second, market testimony or evidence is only 

relevant when considering the proper risk premium to use 

in the formula approach; and third, the risk premium 

should not be used by creditors as a means of obtaining a 

market rate on their replacement notes. 

Footnote Fencing: The Riposte 

Judge Drain addressed in detail the Footnote 14-related 

arguments raised by the secured noteholders.  In his 

                                                                                                          
administered and court-supervised cram down loans.”  See 541 

U.S. at 477 and Transcript at 70:6-22.   

27
 See 105 F.3d at 63-4, Transcript at 71:9-16.   

28
 105 F.3d at 64, Transcript at 71:17-21.  

29
 541 U.S. at 476.  
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decision, Judge Drain stated that the only basis for a 

market cramdown interest rate based argument is 

Footnote 14 in Till because neither Till nor Valenti 

provides any other basis for the argument.
30

  In Judge 

Drain’s view, this is a “very slim reed indeed”
31

 on which to 

argue for a market-based approach to cramdown interest, 

in contrast to the balance of the Till decision, which 

stands firmly in favor of the “formula” approach. 

The Momentive court makes it clear that it views Footnote 

14 was referring to, and deriving from, a specific 

statement in the Till decision, namely that a cramdown 

rate of interest need not ensure that creditors be 

ambivalent as to whether they foreclosed on collateral or 

were paid out on their secured claims over time. 

The time value of money concept means that a creditor 

would clearly prefer to receive the value of its secured 

claim immediately, whether by foreclosure or immediate 

payment, so that it can then lend its proceeds out again.  

This is preferable to being forced to continue to lend to a 

debtor over time, through being paid out in installments 

on its secured loan at a rate that does not include any 

profit element.  This preference to be paid out 

immediately, rather than lend to a debtor over time at no 

profit, explains why there is no readily apparent chapter 

13 interest rate, because there is no readily apparent 

market of lenders that are willing to lend on any basis 

other than a market basis. 

After finding that no market for involuntary loans exists, 

the Supreme Court in Till then contrasted this to the very 

active market for debtor in possession (or DIP) financing, 

where third parties willingly seek to lend money, and 

debtors willingly seek to borrow it, and questioned 

whether it might make sense in the chapter 11 context to 

ask what interest rate an efficient market would therefore 

produce. 

Judge Drain found this inquiry to be unavailing, relying 

upon Collier32
 for the proposition that the only similarity 

between DIP financing and the loans imposed upon 

dissenting creditors at cramdown was that they both 

                                                             
30

 Transcript at 74:5-10. 

31
 Transcript at 78:17-18. 

32
 Transcript at 76; 4-25; COLLIER ON BANKRUPTCY, ¶ 1129.05(c)(i) 

(16
th

 ed. 2014).   

occurred during the pendency of a chapter 11 case.
33

  

Noting that no precedent supported the proposition that a 

DIP financing rate should be used as a proxy for a 

cramdown interest rate, and indeed no parties had ever 

argued for this, Judge Drain concluded that cramdown 

loans were more akin to exit loans, given that both occur 

at confirmation.  For this reason, the Court considered it 

inappropriate to consider a DIP financing interest rate as a 

proxy for the rate at which a secured creditor should be 

paid over time on its allowed secured claim. 

Judge Drain further buttressed his rejection of market 

interest related arguments by pointing out that Footnote 

15
34

 of the Till decision makes it clear that the Supreme 

Court disagrees with the use of a coerced loan approach 

(which, as we have seen, aims to set the cramdown 

interest rate at the level a creditor can obtain new loans of 

comparable duration and risk) in the chapter 13 context,  

and that in Footnote 18
35

 of the Till decision, the Supreme 

Court considered the prime rate alone (with no 

adjustment whatsoever) to be an acceptable cramdown 

interest rate under the Bankruptcy Code, so long as a 

court could somehow be certain that a debtor would 

complete its plan of reorganization. 

In his decision, Judge Drain echoed the Supreme Court’s 

view in Till that each of the alternative approaches to 

calculating a cramdown interest rate is complicated, 

imposes significant evidentiary costs, and focuses on what 

he regards as the wrong objective — making the secured 

creditor whole, rather than ensuring that a debtor’s 

deferred cash payments on an allowed secured claim 

have the required present value. 

The court also rejected the notion that Momentive’s exit 

loan commitment rates were relevant in considering the 

appropriate rate for a cramdown interest rate, finding that 

they included a profit element, which, regardless of how 

                                                             
33

Transcript at 76: 11-12. 

34
  Footnote 15 states:  “See supra,…, 158 L. Ed. 2d, at 796 

(noting that the District Court’s coerced loan approach aims to 

set the cram down interest rate at the level the creditor could 

obtain from new loans of comparable duration and risk).”  541 

U.S. at 477 n.15.  

35
 Footnote 18 states:  “We note that, if the court could somehow 

be certain a debtor would complete his plan, the prime rate 

would be adequate to compensate any secured creditors forced 

to accept cram down loans.”  541 U.S. at 477 n.18. 
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the exit loans were structured, failed to meet the Till and 

Valenti standards. 

The court concluded its review of Footnote 14 arguments 

by holding that “Footnote 14 should not be read in a way 

contrary to Till and Valenti’s first principles,”
36

 outlined 

above. 

The Risk Premium 

The indenture trustees for the first and 1.5 lien 

noteholders also objected to the risk premium that the 

debtors used to determine the appropriate cramdown 

interest rate — 1.5% above the Treasury rate for the first 

lien notes and 2% above the Treasury rate for the 1.5 lien 

notes. 

Judge Drain ruled in favor of Momentive on this point, 

finding that the risk premium was appropriate in light of 

the circumstances of the estate, the nature of the security 

(both the collateral and the terms of the underlying 

agreements), the duration and feasibility of the 

reorganization plan, and the terms of the notes.  The court 

further blessed the choice of the Treasury rate by the 

debtors as an appropriate base rate for longer-term debt, 

finding that the prime rate correlates more closely to the 

rate banks charge one another on overnight loans. 

As to the appropriate risk premium, the Court questioned 

whether the 1-3% range in risk premiums applied in Till 

(which used the prime rate as the base rate) might not be 

higher if the Treasury rate had been used in that case.  

Judge Drain reasoned that the difference in interest rates 

between Treasury debt and debt issued by financial 

institutions to preferred clients at the prime rate could 

mostly be accounted for by risk.  Treasury debt, because 

the U.S. government is the primary obligor, is considered 

to be largely risk free.  Even the highest grade commercial 

borrowers have the potential for default, and Judge Drain 

considered that potential to be accounted for by the 

difference between the Treasury rate and the prime rate. 

This analysis led Judge Drain to the conclusion that, when 

Treasury debt is used as a base rate (as opposed to the 

prime rate), it was appropriate to augment that rate by an 

additional margin to compensate the lender for risk.  

Judge Drain then suggested that it would be appropriate 

for the first lien replacement note cramdown interest rate 

to be increased by an additional 0.5% and for the 1.5 lien 

                                                             
36

 Transcript 79:12-14. 

replacement note cramdown interest rate to be increased 

by an additional 0.75%. 

Below is a chart that sets out what was proposed by 

Momentive in its pre-confirmation plan, and what Judge 

Drain ultimately considered appropriate as cramdown 

treatment: 

Creditor 

Proposed 

Treatment 

Court Proposed 

Treatment 

$1.0 billion 

first lien 

notes 

Seven-year 

Treasury note rate 

plus 1.5 percent, 

3.60% as of August 

26, 2014.   

Seven-year 

Treasury note rate 

plus 2.0 percent, 

4.1% as of August 

26, 2014. 

$250 million 

1.5 lien notes 

Imputed 7.5 year 

Treasury note rate 

(based on weighted 

averaging of the 

rates for seven-

year and ten-year 

Treasury notes) 

plus 2 percent, 

4.09%, as of August 

26, 2014.   

Imputed 7.5 year 

Treasury note rate 

(based on weighted 

averaging of the 

rates for seven-

year and ten-year 

Treasury notes) 

plus 2.75%, 4.85% 

as of August 26, 

2014. 

 

Conclusion 

The decision in Momentive provides both debtors and 

secured creditors clear guidance as to how Judge Drain 

views the calculation of the appropriate interest rate in a 

secured creditor cramdown situation.  While the decision 

is not what the secured creditors in Momentive had hoped 

for, it does add to the body of case law applying the Till 

“formula” approach in this situation.  Ultimately, the 

appropriate methodology for a cramdown interest rate is a 

value allocation tug-of-war between debtors, secured 

creditors and more junior creditors, and this decision 

affords additional weight to debtors in that battle.  

Coalescing around a common formula, no matter which it 

is, is ultimately beneficial to setting the expectations of all 

parties facing involved in distressed situations, and more 

certainty will assist in being able formulate and confirm 

plans of reorganization expeditiously. 
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Momentous Decision in 
Momentive Performance 
Materials:  Subordination Is as 
Subordination Does 
Charles Persons 

As we began discussing in Parts I and II, on August 26, 

2014, Judge Drain of the Bankruptcy Court for the 

Southern District of New York issued a momentous bench 

ruling in connection with the confirmation hearing of 

Momentive Performance Materials and its affiliates.
37

  The 

decision grappled with a number of important topics in 

modern, complex chapter 11 bankruptcies.  In Parts I and II 

of this series, we examined Judge Drain’s analysis of 

secured party cramdown considerations in detail.  In this 

entry, we turn to the topic of subordination.  In Part IV, we 

will explore both the “make-whole” aspects of Judge 

Drain’s decision and third party releases. 

What You Need to Know:  Subordination 

As a preliminary matter, section 510(a) of the Bankruptcy 

Code serves as the basis for most subordination 

discussions in bankruptcy court — just as it did in 

Momentive.  The provision simply enforces subordination 

agreements to the same extent they would be enforceable 

under nonbankruptcy law. 

On its face, the section 510(a) appears to be aimed 

primarily at creditors, as subordination provisions are 

frequently found in intercreditor agreements or in entirely 

separate subordination agreements — documents to 

which the debtor likely is not a party.  As Judge Drain 

noted in his ruling, though, the application of section 

510(a) has a profound effect on debtors and their chapter 

11 plans.  Confirmation of a plan necessitates meeting the 

various requirements of section 1129, including section 

1129(a)(1), a catch-all requiring a plan to comply with “the 

applicable provisions of this title.”  In short, even though a 

subordination fight appears at first blush to be a squabble 

solely among creditors, proper prioritization of debt in a 

plan requires the plan proponent to sort these 

subordination issues out. 
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 In re MPM Silicones, LLC, Case No. 14-22503 (Bankr. S.D.N.Y. 

April 13, 2014) (RDD). 

The Subordination Provision in Momentive 

Part II of this series generally described the classes and 

their proposed treatment under the plan and focused on 

the objections raised by the two most senior classes in the 

plan — the first lien claims and the 1.5 lien claims.  The 

subordination fight in Momentive pitted two other classes 

of creditors against each other — the unsecured senior 

subordinated notes (“Senior Sub Notes”) and the second-

priority springing lien notes (“Second Lien Notes”).  

Momentive’s plan proposed to give the Second Lien Notes 

a recovery of approximately 12.8-28%, but wiped out the 

Senior Sub Notes on the ground that the Senior Sub Notes 

were subordinated to the Second Lien Notes. 

Not long after the chapter 11 filing, the Senior Sub Notes 

filed an adversary proceeding against the Debtors and the 

Second Lien Notes
38

 seeking a declaration that their notes 

were not subordinated to the Second Lien Notes.  

Although the Second Lien Notes would have a senior right 

to any recovery on account of their liens (which were 

wholly underwater, and therefore, valueless), the Senior 

Sub Notes argued that, pursuant to the terms of the 

applicable indenture, any unsecured claims of the two 

classes should be pari passu. 

As these disputes go, resolution depended upon an 

interpretation of the subordination provision in the 

indenture governing the Senior Sub Notes.  That 

indenture, governed by New York law, provided that the 

Senior Sub Notes would be subordinated to “all existing 

and future Senior Indebtedness of the Company,” and 

added that “only Indebtedness of the Company that is 

Senior Indebtedness of the Company shall rank senior to 

the [Senior Sub Notes]….”
39

 

The adversary proceeding thus hinged on the definition of 

“Senior Indebtedness.”  The Senior Sub Notes indenture 

defined “Senior Indebtedness” as follows: 

all Indebtedness … unless the instrument creating 

or evidencing the same amount or pursuant to 

                                                             
38

 U.S. Bank N.A. v. Wilmington Savings Fund Society, FSB, A.P. 

No. 14-08238 (RDD) (Bankr. S.D.N.Y. May 30, 2014). 

39
 Corrected and Modified Bench Ruling on Confirmation of 

Debtors’ Joint Chapter 11 Plan of Reorganization for Momentive 

Performance Materials Inc. and its Affiliated Debtors, 

[Momentive Dkt. No. 949] (dated Sept. 9, 2014) (the 

“Transcript”), 11:16-17, 23-25. 
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which the same is outstanding expressly provides 

that such obligations are subordinated in right of 

payment to any other Indebtedness of the 

Company or such Restricted Subsidiary, as 

applicable; [we will call this the “Payment 
Subordination Provision”] provided however, that 

Senior Indebtedness shall not include, as 

applicable: 

* * * 

(4) any Indebtedness or obligation of the 

Company or any Restricted Subsidiary that by its 

terms is subordinate or junior in any respect to 

any other Indebtedness or obligation of the 

Company or such Restricted Subsidiary, as 

applicable, including any  Pari Passu 

Indebtedness [we will call this the “Subordination 

Exception”]….
40

 

The crux of the Adversary Proceeding turned upon the 

meaning of “junior in any respect.”  The holders of the 

Senior Sub Notes argued that, because the liens securing 

the Second Lien Notes were junior in priority to those of 

the first lien notes and the 1.5 lien notes, the Second Lien 

Notes were “junior in any respect to … other 

Indebtedness,” and, therefore, fell within the language of 

the Subordination Exception.  The result of that would be 

that the Senior Sub Notes and the Second Lien Notes 

would be pari passu with respect to the unsecured claims 

of the Second Lien Notes.  In a bit of unhelpful contractual 

circularity, the indenture for the Second Lien Notes (an 

agreement to which the holders of the Senior Sub Notes 

were not parties) provided that the Second Lien Notes 

were senior to any “Subordinated Indebtedness.” 

Court Holds That New York Law on Contract 
Interpretation Dictates That the Second Lien 
Notes Were Not Subordinated 

Because the Bankruptcy Code holds that subordination 

agreements are only enforceable in bankruptcy to the 

extent they are enforceable under applicable 

nonbankruptcy law, Judge Drain began his decision with a 

primer on contract interpretation under New York law.  

These “well established” fundamental principles included 

the following concepts: 

                                                             
40

 Id. at 14:15-25; 16:1-6 (emphasis added). 

 The court should look to the language of an 

agreement that is complete, clear, and unambiguous 

on its face.
41

 

 The subordination provision must be considered in 

the context of the entire agreement.
42

 

 A contract should be construed as to give effect to 

all its provisions such that no part will be inoperative 

or superfluous.
43

 

According to the court, these guiding principles of 

contract interpretation led to only one conclusion — the 

Subordination Exception was not intended to affect the 

Second Lien Notes’ senior right to payment with respect 

to the Senior Sub Notes. 

Looking first at the principle that the contract should be 

construed to give effect to all its provisions, Judge Drain 

noted that the Senior Sub Noteholders’ interpretation of 

the Subordination Exception would “swallow up” the 

Payment Subordination Provision.
44

  The court instead 

sided with Momentive’s interpretation of the 

Subordination Exception, which it concluded gave 

meaning to the Subordination Exception only in situations 

where a separate subordination agreement, rather than 

the instrument itself, caused the subordination.
45

 

The court also held that Momentive’s interpretation 

tracked the plain terms of the Subordination Exception.  

The Subordination Exception, read strictly, said that 

Senior Indebtedness would not include Indebtedness “that 

by its terms is subordinate or junior” to any other 

Indebtedness.  The indenture for the Second Lien Notes, 

which created the “Indebtedness,” did not by its terms 

subordinate the Second Lien Notes to any other debt.  On 

the contrary, only the lien securing the Second Lien Notes 

was subordinated as a matter of lien priority to another 

lien.  As Judge Drain reasoned, “liens secure debt and are 

                                                             
41

 J. D’Addario & Co., Inc. v. Embassy Indus., Inc., 20 N.Y. 3d 113, 

118 (2012). 

42
 See, e.g., Barclays Capital, Inc. v. Giddens, 2014 U.S. App. 

LEXIS 15009, at *21 (2d Cir. Aug. 5, 2014). 

43
 See, e.g., LaSalle Bank N.A. v. Nomura Asset Capital Corp., 

424 F.3d 195, 206 (2d Cir. 2005). 

44
 Transcript, 18:22-24. 

45
 Id. at 19:7-20. 
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not themselves debt,” and thus they fall outside of the 

meaning of “Indebtedness.”
46

 

As a final theory, the Senior Sub Noteholders argued that, 

under Momentive’s interpretation of the Senior Sub Notes 

Indenture, the debtors could theoretically continue to add 

priority notes ahead of the Senior Sub Notes by providing 

the new debt with illusory undersecured (in whole or in 

part) liens.  Considering this possibility, the Senior Sub 

Noteholders argued that the Subordination Exception 

served an important “anti-layering” function. 

The court, however, refused to buy the argument.  Looking 

to the indenture for the Senior Sub Notes for context, 

Judge Drain pointed out that the indenture had no anti-

layering provision or covenant, even though it contained 

plenty of other provisions about incurring additional 

debt.
47

  Instead, the court pointed to the Senior Sub 

Noteholders’ own evidence to support the argument that, 

“if one wants to exclude debt secured by a junior lien from 

the benefit of a subordination provision, [one should] do so 

in an anti-layering covenant.”
48

 

Conclusion 

Decisions interpreting subordination agreements often 

serve as a reminder of the importance of using precise 

language, particularly when it comes to defining the 

relative rights of creditors in different agreements.  

Momentive is no exception.  Although Judge Drain may 

have characterized his reading of the contractual 

provisions as having been based upon the “plain meaning” 

of the Subordination Provision and the Subordination 

Exception, potential ambiguity created by four words in a 

lengthy document — “junior in any respect” — opened the 

door to litigation. 

                                                             
46

 Id. at 23:13.  To further support this point the court pointed out 

that the definition of “Indebtedness” in the Senior Sub Indenture 

included, “Indebtedness of another Person secured by a Lien,” 

displaying a clear dichotomy between those two terms.  Id. at 

13:9-20. 

47
 Id. at 21:11-25. 

48
 Id. at 22:4-6. 

Momentous Decision in 
Momentive Performance 
Materials Part IV:  Make-
Wholes and Third Party 
Releases 
Jessica Liou 

This is the final entry in our four-part series analyzing 

Judge Drain’s widely read bench ruling issued on August 

26, 2014 in connection with the confirmation hearing of 

Momentive Performance Materials and its affiliated 

debtors.
49

  In Parts I and II, we discussed Judge Drain’s 

conclusions regarding the appropriate calculation of 

cramdown interest rates for secured creditors.  In Part III, 

we turned to his analysis of certain subordination 

provisions found in the indentures governing the Debtors’ 

senior subordinated notes.  In Part IV, we discuss Judge 

Drain’s rulings regarding the parties’ make-whole and 

third party release disputes. 

What You Need to Know:  Make-Wholes 

Make-wholes have been a “trending” topic of late in the 

restructuring community.  This is partly because it is 

difficult to find a consistent approach to the issue within 

the reported decisions.  Therefore, even for those of us 

who have been closely following recent make-whole 

developments, a brief refresher on make-wholes is always 

helpful. 

What are make-wholes?  Make-wholes are contractual 

provisions found in indentures that typically permit a 

borrower to redeem or repay notes before maturity but 

require the borrower to pay a lump sum amount derived 

from a formula based on the net present value of future 

coupon payments that will not be paid as a result of early 

redemption or repayment.  Make-wholes are usually 

available only during a “no-call” period, or a period of time 

specified in the indenture during which the borrower is 

prohibited from repaying the debt before maturity. 

                                                             
49

 Subsequent to issuing his original bench ruling, Judge Drain 

filed a Corrected and Modified Bench Ruling on Confirmation of 

Debtors’ Joint Chapter Plan of Reorganization for Momentive 

Performance Materials Inc. and its Affiliated Debtors.  In re MPM 

Silicones, LLC, Case No. 14-22503 (Bankr. S.D.N.Y. Sept. 9, 2014) 

(RDD) (Dkt. No. 979) (the “Transcript”). 
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What is the purpose of make-wholes?  The purpose of 

make-wholes is to determine the rights of the borrower 

and the creditor in the event repaying a debt before it 

matures becomes economically efficient for the borrower.  

From the creditor’s perspective, a make-whole provides 

yield protection.  When debt is redeemed before maturity 

or repaid upon default, a make-whole or prepayment 

provision requires the borrower to pay an amount above 

the principal and interest due on the debt to compensate 

the lender for economic loss suffered as a result of the 

redemption or repayment.  From the borrower’s 

perspective, a make-whole provides freedom to repay 

debt before maturity.  Many jurisdictions, including New 

York, have adopted the “perfect tender in time” rule, which 

prohibits a borrower from repaying a loan before maturity 

in the absence of a specific contractual provision 

permitting early repayment.
50

 

When are make-wholes payable in a bankruptcy case?  

Outside of bankruptcy, whether a creditor is entitled to a 

make-whole is determined purely by looking to the 

underlying contract that governs the debt.  In other words, 

the analysis is rooted in state law.  Once a borrower is in 

bankruptcy, however, the Bankruptcy Code adds a layer of 

complexity that has, at times, led to contradictory 

decisions on a constellation of bankruptcy-related issues. 

While different courts have taken different approaches, a 

general framework for determining whether a make-

whole provision is allowable in bankruptcy has emerged.  

Bankruptcy courts have generally engaged in two layers 

of analysis.  The first layer of analysis requires analyzing 

the debt document under state law to determine whether 

the (i) make-whole has been triggered and (ii) if so, 

whether the entire claim is enforceable under state law.  

The second layer of analysis requires considering whether 

enforceable state law claims are allowable under federal 

bankruptcy law.  The following are typical questions that a 

bankruptcy court might address in such an analysis: 
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 See Transcript at 33-34, citing U.S. Bank Nat’l Ass’n v. South 

Side House LLC, 2012 Dist. LEXIS 10824, at *12-13 (E.D.N.Y. Jan. 

30, 2012); Northwestern Mutual Life Ins. Co. v. Uniondale Realty 

Assocs., 816 N.Y.S.2d 831, 835 (N.Y. Sup. Ct. 2006).  See 

generally Charles & Kleinhaus, Prepayment Clauses in 

Bankruptcy, 15 AM. BANKR. INST. L. REV. 537, 541 (Winter 2007) 

(“Charles & Kleinhaus”) at 541 n.13. 

 Does the debt document explicitly provide for a 

make-whole?  If so, when exactly is the make-whole 

triggered? 

 Does a bankruptcy filing automatically accelerate the 

debt under the debt documents? 

 Does automatic acceleration upon a bankruptcy 

event of default cause the debt to mature on the 

petition date under the debt documents? 

 Does a repayment or refinancing in bankruptcy 

qualify as a voluntary prepayment or redemption 

under the terms of the debt documents? 

 Does the debt document include a no-call provision 

prohibiting early repayment of the debt? 

 Can the creditor decelerate the debt postpetition? 

 Would the claim for make-whole be disallowed as a 

claim for unmatured interest under section 502(b)(2) 

of the Bankruptcy Code? 

 Would the claim for make-whole or prepayment 

premium be allowed as a secured claim under 

section 506(b) of the Bankruptcy Code? 

As we will explore in greater detail below, Judge Drain’s 

ruling in Momentive touches upon many of these 

questions. 

The Make-Whole Dispute in Momentive 

The indenture trustees for the holders of approximately 

$1.1 billion of First Lien Notes and $250 million of 1.5 Lien 

Notes (each discussed in greater detail in Parts I and II of 

this series) asserted that they were entitled to make-

whole amounts under the terms of their respective 

indentures as a result of the repayment (in the form of the 

issuance of replacement notes) of the First Lien Notes and 

1.5 Lien Notes before the original maturity date under the 

terms of the Debtors’ plan.  The trustees also argued that, 

barring such claim, they could assert a common law claim 

for damages as a result of the debtors’ breach of the 

underlying debt documents or the “perfect tender” rule.  

Both indentures contained identical language with respect 

to the relevant provisions.  As drafted, Momentive’s 

chapter 11 plan did not contemplate a distribution on 

account of the make-whole claims asserted.  Thus, if the 

bankruptcy court allowed the make-whole claim, the 

amount of replacement notes to be issued under the plan 

to the holders of the First Lien Notes and 1.5 Lien Notes 
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would increase, giving them a larger distribution 

(approximately $200 million more) under the plan. 

The court disagreed with the indenture trustees and 

ultimately held that they were not entitled to their make-

whole claim, that the debtors did not owe damages for 

breach of a no-call provision or the perfect tender rule, 

and, lastly, that the indenture trustees were not permitted 

postpetition to decelerate the already accelerated debt. 

The Debt Documents Do Not Explicitly Provide for 
a Make-Whole After the Automatic Acceleration of 
the First Lien and 1.5 Lien Debt 

At the heart of the make-whole dispute sits the explicit 

language of the governing contract:  in this case, the 

indentures and notes.  As Judge Drain noted, when 

considering the allowance of a claim in a bankruptcy case, 

the bankruptcy court should first consider whether the 

claim would be valid under applicable nonbankruptcy law.  

Accordingly, Judge Drain devoted a large part of his ruling 

to unpacking the relevant provisions of the indentures and 

notes to determine whether they gave rise to a valid 

make-whole claim under New York state law. 

Judge Drain first laid the foundation for his analysis by 

noting that the New York “perfect tender” rule prohibits 

early repayment of a loan unless a borrower and creditor 

contractually agree to provide the borrower a specific 

option under the contract to permit the borrower to 

prepay the debt in return for agreed-upon consideration 

that compensates the lender for the cessation of the 

stream of interest payments running to the original 

maturity date of the loan. 

He also noted that it is “well-settled” that the common 

law rule in New York is that a lender forfeits its rights to 

consideration for early payment if the lender is the party 

affirmatively accelerating the balance of the debt.  This 

rule, however, is subject to two main exceptions:  when a 

debtor intentionally defaults to trigger acceleration and 

avoid the make-whole, which was not applicable to the 

debtors, and when the contract clearly and 

unambiguously requires payment of the make-whole in 

the event of acceleration of, or the establishment of a new 

maturity date for, the debt.
51
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 See Transcript at 35, citing U.S. Bank Nat’l Ass’n v. South Side 

House LLC, 2012 Dist. LEXIS 10824, at *12-13; Northwestern 

In Momentive, the indentures provided for the automatic 

acceleration of the debt upon a bankruptcy event of 

default.
52

  The court agreed with the debtors and Second 

Lien noteholders (who supported the Momentive plan) 

that, as a result of the automatic acceleration provision, 

the maturity date of the First Lien and 1.5 Lien debt had 

been contractually advanced.  In other words, the First 

Lien and 1.5 Lien noteholders had bargained for the early 

repayment of the notes upon Momentive’s bankruptcy 

and, therefore, forfeited their right to a prepayment 

premium, and the indentures lacked language that would 

otherwise “clearly and specifically” provide for the 

payment of the make-whole, notwithstanding the 

automatic acceleration.
53

 

Judge Drain distinguished Judge Gerber’s holding in In re 

Chemtura Corp.54
, which the indenture trustees attempted 

to use to support their make-whole claim.  In Chemtura, 

Judge Gerber was not asked to decide the merits of the 

make-whole claims asserted, but only to evaluate 

whether a settlement of the make-whole claims under a 

chapter 11 plan fell below the lowest level in the range of 

reasonableness.  There, Judge Gerber expressed that, in 

his opinion, the bondholders asserting a make-whole 

claim had the “substantially” better argument and the 

debtors opposing the make-whole claim had a weak 

argument where the indenture defined “Maturity Date” as 

a date certain and “Maturity” separately, and indicated 

that a make-whole would be due upon early redemption of 

                                                                                                          
Mutual Life Ins. Co. v. Uniondale Realty Assocs. 816 N.Y.S.2d at 

836. 

52
 Section 6.02 of the Indentures provided that “If an Event of 

Default specified in Section 6.01(f) or (g) with respect to MPM 

[which includes the debtors’ bankruptcy] occurs, the principal of, 

premium, if any, and interest on all the Notes shall ipso facto 

become and be immediately due and payable without any 

declaration or other act on the part of the Trustee or any 

Holders.” 

53
  See Transcript at 37, 38-39, citing In re Madison 92

nd
 Street 

Assocs., LLC, 472 B.R. 189, 195-96 (Bankr. S.D.N.Y. 2012); In re 

LaGuardia Assocs. LLP, 2012 Bankr. LEXIS 5612, at *11-13 

(Bankr. E.D. Pa. Dec. 5, 2012); In re Premiere Ent’mt Biloxi, LLC, 

445 B.R. 582, 627-28 (Bankr. S.D. Miss. 2010); see also In re AMR 

Corp., 730 F.3d at 101 (noting that automatic acceleration 

provisions operate by the choice of the indenture trustee as 

much as of the debtor or issuer). 

54
 439 B.R. 561, 596-02 (Bankr. S.D.N.Y. 2010). 
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the debt before the “Maturity Date.”  Unlike Chemtura, 

Judge Drain noted that, in Momentive, there were no 

provisions within the indentures that stated explicitly that 

a make-whole would be due if the debt was repaid prior to 

its original maturity.
55

 

Furthermore, Judge Drain dismissed the indenture 

trustees’ arguments that language referencing lower case 

“prepayment premiums” found throughout the indenture 

was sufficiently clear to warrant entitlement to the make-

whole.  For example, section 6.02 of each of the 

indentures provides for the payment of a “premium, if any” 

upon the automatic acceleration of the debt.  Judge Drain 

held that each of the references highlighted by the 

indenture trustees to “other rights” or “premiums, if any” 

to be paid upon a prepayment were not specific enough to 

give rise to a make-whole entitlement under New York 

law. 

Lastly, the debtors and Second Lien noteholders argued 

that the repayment of the First Lien and 1.5 Lien debt 

under the terms of the Momentive chapter 11 plan did not 

constitute an elective or voluntary prepayment as 

contemplated by the indentures.  Judge Drain noted that, 

under the terms of the debt documents, the debtors could 

elect to “redeem” under sections 3.02 and 3.03 of the 

indentures and paragraph 5 of the notes, but under 

section 1124 of the Bankruptcy Code, the debtors could 

choose to reinstate the First Lien and 1.5 Lien debt rather 

than pay with substitute consideration.  Ultimately, 

however, Judge Drain restrained himself from further 

considering this particular argument in light of his 

agreement with the Debtors that the plain language of the 

Indentures failed to give rise to a valid make-whole claim. 

No Claim for a Breach of the No-Call Arises Under 
the First Lien and 1.5 Lien Notes 

Judge Drain turned next to the indenture trustees’ 

alternative argument that they were entitled to a claim for 

damages as a result of the debtors’ breach of the no-call 

provision found in the First Lien and 1.5 Lien notes.  

Paragraph 5 of the notes stated, “Except as set forth in 

the following two paragraphs, [which discuss the 

contractual make-wholes] the Note shall not be 
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  See Transcript at 39-41; citing U.S. Bank Nat’l Ass’n v. South 

Side House, LLC, 2012 U.S. Dist LEXIS, 10824, at *21-24; 

LaGuardia Assocs., L.P., 2012 Bankr. LEXIS 5612, at *14-16; see 

Charles & Kleinhaus, 15 AM. BANKR. INST. L. REV. at 556. 

redeemable at the option of MPM prior to October 15, 

2015.”  Siding again with the debtors and the Second Lien 

noteholders, Judge Drain held that this sentence was not 

a contractual no-call provision; instead, it was a framing 

device to introduce the notes’ elective redemption 

provisions that provide for a make-whole under certain 

circumstances, which were not triggered here. 

The indenture trustees also argued, however, that, under 

New York’s “perfect tender” rule, which was contractually 

preserved by a general reservation of rights and remedies 

set forth in section 6.03 of the indentures, prepayment 

itself constituted a breach of that rule and entitled the 

First Lien and 1.5 Lien noteholders to a damages claim.  

Although Judge Drain acknowledged that New York law 

would, in fact, provide a claim for a breach of the “perfect 

tender” rule, the Bankruptcy Code would prohibit such a 

claim.  First, Judge Drain noted that a prohibition on early 

repayment of debt is not specifically enforceable in 

bankruptcy.
56

  Second, he reiterated that the debt 

documents did not explicitly provide for an additional 

premium to be paid post-acceleration.  Accordingly, the 

claim could not be allowed under section 506(b), which 

allows oversecured creditors to recover fees and charges 

under the parties’ agreement up to the value of their 

collateral.
57

  Lastly, he concluded that a claim for breach 

of the “perfect tender” rule would be barred by section 

502(b)(2)’s prohibition against claims for unmatured 

interest.  Any damages for breach of the perfect tender 

rule or a no-call provision that does not provide for 

liquidated damages would be calculated by taking the 

difference between the present value of the interest to be 

paid under the First Lien and 1.5 Lien notes through their 

stated maturity and the present value of their interest 

under the replacement notes to be issued under the 
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 Transcript at 46, citing HSBC Bank USA v. Calpine Corp., 2010 

U.S. Dist. LEXIS 96792, at *11-14; Charles & Kleinhaus, 15 AM. 

BANKR. INST. L. REV. at 563-64. 

57
 Section 506(b) provides “To the extent that an allowed 

secured claim is secured by property the value of which, after 

any recovery under subsection (c) of this section, is greater than 

the amount of such claim, there shall be allowed to the holder of 

such claim, interest on such claim, and any reasonable fees, 

costs, or charges provided for under the agreement….” 
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Debtors’ plan, which difference would equate to 

unmatured interest.
58

 

The Automatic Stay Bars Deceleration of the First 
Lien and 1.5 Lien Debt 

Realizing that the Debtors’ arguments against allowing 

the make-whole claims largely hinged on the automatic 

acceleration of the debt upon a bankruptcy event of 

default, the indenture trustees separately sought 

permission from the bankruptcy court to rescind the 

automatic acceleration of the notes.  The indenture 

trustees made three arguments.  First, the automatic stay 

does not apply to any rescission notice.  Second, even if 

the automatic stay under section 362(a) of the Bankruptcy 

Code applied, rescission is excepted from the stay by 

section 555.  Finally, they contended that even if the 

automatic stay applied, they should be granted relief. 

Consistent with other similar cases, such as AMR and 

Solutia,
59

 Judge Drain concluded that the automatic stay 

did bar the issuance of a rescission notice and the 

deceleration of the debt under sections 362(a)(3) and 

362(a)(6).  According to Judge Drain, the purpose of the 

rescission notice would be to “resurrect” the right to the 

make-whole claim by decelerating the debt, and the effect 

of rescission would be to increase the size of the indenture 

trustees’ claims by approximately $200 million.  This act 

thus constituted an act to control property of the estate 

by exercising a contract right to the estate’s detriment 

and attempting to recover, by deceleration, a claim 

against the debtors. 

The indenture trustees further attempted to argue that 

the automatic stay was not implicated because it affected 

solely the rights of third parties, as any additional 

distribution under the Momentive plan on the incremental 

make-whole claim would simply reduce distributions to 

the Second Lien holders and trade creditors.  As such, this 

was simply an intercreditor dispute.  Judge Drain quickly 

dismissed this argument, noting that a proper reading of 

section 362(a) did not impose the additional limitation that 

acts barred needed to provide economic value to the 

                                                             
58

 See Transcript at 48, citing Charles & Kleinhaus, 15 AM. 

BANKR. INST. L. REV. at 541-42, 580-81; see also HSBC Bank USA 

v. Calpine Corp., 2010 U.S. Dist. LEXIS, at *14-21. 

59
 See Transcript at 54, citing In re AMR Corp., 730 F.3d at 102-

03, 111-12; see also In re Solutia Inc., 379 B.R. at 484-85. 

estate, and moreover, this argument ignored the 

applicability of section 362(a)(6). 

In addition, the indenture trustees raised a novel 

argument, which was not previously raised in AMR or 

Solutia, that the sending of the rescission notice merely 

served to liquidate a securities contract as permitted by 

section 555 of the Bankruptcy Code.
60

  Judge Drain, 

however, disagreed.  He expressed serious doubts that the 

indentures qualified as “securities contracts” as defined in 

section 741(7)(A) of the Bankruptcy Code.  The indentures 

were not contracts for the purchase, sale or loan of a 

security, but instead reflected the terms under which 

outstanding debt would be governed.
61

  Furthermore, 

sending a notice of rescission would not, in Judge Drain’s 

opinion, qualify as an act to liquidate the make-whole 

claim.  It would, rather, constitute an act to increase the 

overall claims against the debtors by creating an 

altogether new and different claim. 

Lastly, Judge Drain exercised his discretion and 

determined that relief from the stay was not warranted 

under these circumstances after application of the Second 

Circuit’s Sonnax case.
62

  Here, permitting the indenture 

trustees to send a rescission notice and decelerate the 

debt would significantly affect other creditors and the 

debtors’ collective estate, potentially enhancing the 

claims of the First Lien and 1.5 Lien noteholders by 

hundreds of millions of dollars. 

The Third Party Releases Dispute in Momentive 

Before we conclude, we will take a moment to briefly 

discuss Judge Drain’s ruling regarding the third party 

release provisions provided for under the Momentive plan.  

Only the indenture trustees for the First Lien and 1.5 Lien 

noteholders objected to the third party releases.  The 
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 Section 555 provides, “The exercise of a contractual right of a 

stockbroker, financial institution, financial participant or 

securities clearing agency to cause the liquidation, termination 

or acceleration of a securities contract as defined in section 741 

of this title, because of a condition of the kind specified in section 

365(e) of this title, shall not be stayed, avoided or otherwise 

limited by operation of any provision of this title.” 

61
 See Transcript 57-58, citing In re Qimonda Richmond, LLC, 

467 B.R. 318, 323 (Bankr. D. Del. 2012). 

62
 In re Sonnax Indus., 907 F.2d 1280, 1285-86 (2d Cir. 1990) 

(setting forth factors that may be relevant to a determination on 

a request to lift the automatic stay in such circumstances). 



Weil Bankruptcy Blog Annual Review 

Weil, Gotshal & Manges LLP bfr.weil.com 29 

indenture trustees objected to the inclusion of third party 

releases for parties named or identified in state court 

lawsuits brought by the First Lien and 1.5 Lien indenture 

trustees to enforce the terms of an intercreditor 

agreement as against the Second Lien holders.  In that 

litigation, the First Lien and 1.5 Lien holders alleged that 

the Second Lien noteholders’ support of the Momentive 

plan and the plan’s contemplated distribution of proceeds 

to the Second Lien noteholders before payment to the 

First and 1.5 Lien noteholders constituted a breach of the 

intercreditor agreement between the parties. 

As a result of concerns Judge Drain expressed at the 

confirmation hearing, however, the debtors amended their 

releases to carve out the release of rights with respect to 

the intercreditor litigation.  What remained of the third 

party releases, he upheld.  Applying Deutsche Bank AG v. 

Metromedia Fiber Networks, Inc.63  and the case law 

interpreting it in the Second Circuit, the court found that 

the third party releases satisfied the Metromedia test 

because the Second Lien holders who were covered by 

the releases were providing substantial consideration to 

the debtors under the Momentive plan.  The released 

Second Lien noteholders had agreed to different 

treatment of their unsecured deficiency claim from the 

unsecured claims of trade creditors (who would be paid in 

full under the plan), were committing to backstop a $600 

million equity investment under the plan and had 

consistently supported the debtors’ reorganization efforts, 

starting with the execution of a prepetition plan support 

agreement.  The court also found that the third party 

releases were an important part of the debtors’ plan.  

Without the third party releases, there existed a 

“reasonable risk” that the Second Lien noteholders would 

withdraw their support of the plan, and the court found 

this risk was “especially significant” given all that the 

Second Lien noteholders had committed to do under the 

plan. 

Conclusion 

Judge Drain’s rulings regarding the indenture trustees’ 

make-whole claims are notable because they provide 

additional clarity in an otherwise murky area of law.  Prior 

to Momentive, the core cases discussing make-wholes 

largely examined contractual provisions that either clearly 

entitled a party to a make-whole claim or clearly denied a 
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 416 F.3d 136, 141 (2d Cir. 2005). 

party a make-whole claim.  On the drafting spectrum, the 

indentures and notes at issue in Momentive clearly fell 

somewhere in between the two extremes.  But exactly 

where it fell on the spectrum was a matter of rampant 

speculation.  Particular attention was paid to the 

“premium, if any” language found in the automatic 

acceleration clauses of the debtors’ indentures, as that 

specific language, or similar language, could be found in 

many modern indentures.  Debates spawned regarding 

whether the use of lower case “premium” would be 

sufficiently clear to trigger entitlement to a make-whole 

as a matter of contract law, sides were taken, and bets 

were placed.  Judge Drain’s ruling — while not binding on 

other courts — provides yet another stake in the ground 

that telegraphs to creditors that their underlying 

contracts need to be more explicit regarding when they 

are entitled to a make-whole claim if they want to 

successfully seek allowance of such claim in bankruptcy.  

Furthermore, his denial of the indenture trustees’ request 

to modify the automatic stay to allow deceleration of the 

First Lien and 1.5 Lien debt buttresses the existing case 

law that prohibits creditors from attempting to resurrect a 

make-whole claim post-acceleration where the contract 

language itself does not give rise to such a claim. 

Momentive Postscript – 
Bankruptcy Rule 3018: Vote 
Changing on Chapter 11 Plans: 
You Can’t Have Your Cake and 
Eat It, Too 
David Griffiths 

“Life is not about perfect information.  Life is about 

choices, which is why you have elections.” 

Weil Bankruptcy Blog readers could be forgiven for 

thinking that this quote was taken from the writings of a 

philosopher king from Plato’s Utopian Kallipolis.  Not so.  

In fact, no need for us to travel farther on Metro North 

than White Plains, where you will find the chambers of its 

author, Judge Drain of the United States Bankruptcy 

Court for the Southern District of New York, presiding over 

the Momentive Performance Materials64
 case.  We’ve been 
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following Momentive for quite a while on the Bankruptcy 

Blog and recently covered the confirmation hearing in our 

four-part series.  With a plethora of interesting issues 

coming out of this case, here’s another one for you to 

consider: vote changing. 

Background 

A quick refresher on the pertinent facts of Momentive 

before we continue:  Prior to Momentive Performance 

Materials filing for bankruptcy, its largest shareholder, 

Apollo Global Management, saw inceptus finis coming – in 

short, Momentive’s moment had arrived.  Anticipating the 

impending bankruptcy filing of its portfolio company, 

Apollo entered into a restructuring support agreement 

with some of the company’s junior noteholders, which 

included a death-trap for its senior noteholders.  The “fish-

or-cut-bait” provision worked as follows: if senior 

noteholders voted in favor of the proposed plan of 

reorganization, their claims would be paid in full, in cash, 

once Momentive exited bankruptcy (though make whole 

claims and postpetition interest claims would be waived).  

If senior noteholders voted against the proposed plan of 

reorganization, they faced the risk of the plan being 

confirmed over the vote of dissenting classes, in which 

case secured claims would be paid out over seven years 

at a “cramdown” rate of interest.  Cue: Showdown that 

would make Spartan King Leonidas of the Battle of 

Thermopylae fame proud, only instead of there being 300 

soldiers, there are what seemed like 300 attorneys in 

Judge Drain’s bankruptcy court.   

The senior noteholders voted against the proposed plan of 

reorganization, lost a valiant fight for their make-whole 

payments and postpetition interest at Momentive’s 

confirmation hearing, and the plan of reorganization was 

confirmed by Judge Drain notwithstanding their “no” 

votes.  Instead of being paid in full, in cash on Momentive’s 

exit from bankruptcy, they received seven year notes at a 

“Till” rate of interest.  (If you don’t know Till, suffice it to 

say that it is now a four-letter word in the bondholder 

world.) 

So, in their own bid to make the best out of a bad situation, 

the senior noteholders tried to change their vote on the 

                                                                                                          
Performance Materials Inc. and its Affiliated Debtors. In re MPM 

Silicones, LLC, Case No. 14-22503, 2014 Bankr. LEXIS 3926 

(Bankr. S.D.N.Y. Sept. 9, 2014) (Dkt. No. 979) (the “Transcript”). 

plan of reorganization.  Instead of a “no,” it was now a 

“yes, please”.   

The predicate for such a vote change is Federal Rule of 

Bankruptcy Procedure 3018 (Acceptance or Rejection of 

Plan in a Chapter 9 Municipality or a Chapter 11 

Reorganization Case).  Bankruptcy Rule 3018 provides, in 

pertinent part, “For cause shown, the court after notice 

and hearing may permit a creditor or equity security 

holder to change or withdraw an acceptance or rejection.” 

In short, Bankruptcy Rule 3018 requires a movant to show 

cause to allow a vote change, and “cause” in this context 

is not defined.  It is, therefore, up to the bankruptcy court 

to determine what constitutes “cause” in the exercise of 

its discretion.  Prior to the Federal Rules of Bankruptcy 

Procedure being amended in 1991, Bankruptcy Rule 

3018(a) required that any motion to change or withdraw a 

vote had to be made before the deadline for voting had 

passed.  This requirement was repealed in the current 

version of the rule without explanation, though “cause” is 

still required.   

The senior noteholders argued that cause is a broad word 

that essentially means “any good reason or good basis” 

that would serve as a justification for allowing a vote to be 

changed.  They also contended that allowing them to 

convert their classes of claims from rejecting to accepting 

classes under the plan would eliminate future litigation 

risk, uncertainty and costs; it would eliminate certain 

appeals to the confirmation order and would avoid 

litigation of stays pending appeal, as well as two separate 

intercreditor actions.  They further argued that the court 

system and bankruptcy policy favors finalities, settlement 

and consensual plans, and that a vote change would 

further these objectives, therefore showing that “cause” 

existed to allow the vote change.   

The senior noteholders also argued that the death trap in 

Momentive’s plan of reorganization was more akin to an 

open-ended settlement offer, and that if the court granted 

the vote change motion, it would merely allow the senior 

noteholders to accept the offer that was on the table.  In 

their view, the “death trap” provisions in the plan was an 

open ended offer, available up until the date that the plan 

went effective.  Bankruptcy Rule 3018, they said, required 

“cause,” and this didn’t necessarily mean that “cause” had 

to be a good thing for the debtors.   
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Analysis 

Focusing first on the trading prices of the senior debt, 

Judge Drain speculated that the reason the senior 

noteholders’ motion was before him was that the their 

bonds had traded down in light of the court’s confirmation 

ruling and that, essentially, the senior noteholders were 

looking for a do-over:  

I mean, you would have had a lot more certainty, 

right, if 3,000 people who voted for Ralph Nader 

in Florida got the chance to change their vote, 

that might have objectively been a good thing, but 

that’s not how elections go.  They made the 

choice to vote for Ralph Nader. 

Judge Drain viewed the relief being sought by the senior 

noteholders as paternalistic, requiring him to impose his 

views of what a proper settlement would be on all of the 

parties, something that he was unwilling to do, and that 

other parties would no doubt object to.   

The Court further recognized that death-traps existed for 

a reason, with the following summing up Judge Drain’s 

views succinctly,  

I mean, there’s a reason it’s called fish-or-cut-bait 

or death-trap.  You either do it, or you die, or you 

win.  You guys concluded that you wouldn’t die, 

you would win, and maybe you will on appeal.  It’s 

possible.  Maybe the bond prices will go up again.  

Should I let people change the vote every time 

bond prices go down?  If the bond prices go up, 

are the seconds going to say I want to change my 

vote?  It’s just — there’s no end to it. 

Judge Drain found that certain types of “cause” allowing 

for a vote change were obvious, such as a breakdown in 

communication at the voting entity for the creditor, a 

misreading of the terms of the plan or execution of the 

ballot by someone who did not have authority caught 

within a reasonable time by someone who did.  Other 

forms of “cause” were not so obvious, and reported 

decisions in this area often deal with situations in which a 

vote change is tainted, often where the creditor believes 

the change in vote will benefit it.  For instance, where a 

creditor has purchased a claim from a party who had 

voted one way on a plan, and then seeks to change the 

vote to enhance negotiation leverage against the debtor or 

another party, such vote changes are not permitted 

without the support of the plan proponent.  If, however, 

such a vote change is supported by a plan proponent, 

courts will generally approve the vote change if it is 

furtherance of a consensual plan.    

The court concluded that “fish-or-cut-bait” or “death trap” 

provisions have long been customary in chapter 11 plans, 

with a clear rationale: the saved the expense and 

uncertainty of a cramdown fight, which is in keeping with 

the Bankruptcy Code’s overall policy of fostering 

consensual plans of reorganization.  Judge Drain found 

that such provisions offer a choice to avoid the expense 

and more importantly the uncertainty of a contested 

cramdown hearing. 

Ultimately, Judge Drain did not believe that the death trap 

offer in the plan was still open: if it were, the debtors 

would already have accepted it.  The vote change was not 

an attempt at a consensual settlement, it was to undo a 

choice that had already been made and this wasn’t 

sufficient to establish “cause.”  In the Court’s view, 

because tactical or strategic changes in a vote after the 

voting deadline would sharply shift the balance towards a 

creditor that has obtained a blocking position in a case, or 

to one that has forced a cramdown fight and would 

negatively affect an otherwise orderly reorganization 

process, such relief should therefore be denied. 

Conclusion 

While the Bankruptcy Rules do allow for vote changes on 

chapter 11 plans, they don’t allow parties to have it both 

ways.  The popular English idiomatic proverb “you can’t 

have your cake and eat it, too” might need to be slightly 

tweaked to sum up vote changes in the context of 

Bankruptcy Rule 3018 and Judge Drain’s decision.  Under 

Bankruptcy Rule 3018, you can’t have your cake and eat it, 

too, unless your vote change has the approval of the plan 

proponent and the change is in furtherance of a 

consensual plan.  In which case, bon appétit!
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In This Section: 
￭ A Recent Decision in the Fisker 

Case Brings New Life to the Credit 
Bidding Debate 

￭ Credit Bidding Capped Again:  The 
Fisker Factors Create a “Perfect 
Storm” in Virginia 

￭ The Post-Fisker Credit Bidding 
Debate Continues:  Two More 
Decisions Leave Unanswered 
Questions about the Significance of 
Fisker 

Credit Bidding:  A Rocky Start in 
2014 
This year brought a group of new decisions limiting secured creditors’ rights to 

credit bid their debt in bankruptcy, raising questions about the scope of this 

important right.  The year started with the Fisker Automotive case in January, 

where Judge Gross limited a secured creditor’s right to credit bid its debt in 

connection with a sale of Fisker’s assets.  As we wrote in A Recent Decision in 

the Fisker Case Brings New Life to the Credit Bidding Debate, Judge Gross’s 

decision surprised many in the restructuring community, and observers 

questioned whether Judge Gross redefined what constitutes sufficient “cause” 

to limit or deny credit bidding.  Others argued that the Fisker decision was 

nothing more than an application of long-established law to unfavorable facts.  

The Weil Bankruptcy Blog has continued to follow post-Fisker decisions 

limiting credit bidding, including in Credit Bidding Capped Again:  The Fisker 

Factors Create a “Perfect Storm” in Virginia and The Post-Fisker Credit 

Bidding Debate Continues:  Two More Decisions Leave Unanswered Questions 

about the Significance of Fisker.  These post-Fisker decisions have done little 

to answer these questions, however, and do not clarify the significance of 

Judge Gross’s decision.  In light of the unanswered questions, some predict 

that we may see another credit bidding decision make its way up to the 

Supreme Court.  As always, we will keep you posted! 
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A Recent Decision in the 
Fisker Case Brings New Life to 
the Credit Bidding Debate 
Nelly Almeida 

We previously blogged
1
 about the Supreme Court’s 2012 

decision
2
 upholding a secured lender’s general right to 

credit bid in a plan sale — a unanimous decision resolving 

a split among the Third, Fifth, and Seventh Circuits.  

Judge Gross’ recent ruling in In re Fisker Automotive 

Holdings, Inc., Case No. 13-13087 (Bankr. D. Del. Jan. 17, 

2014) [Docket Nos. 482-83] may, however, revive the 

credit bidding debate with a focus on when a court can 

limit a lender’s statutory right to credit bid “for cause.” 

Credit Bidding – A Brief Overview 

A secured lender’s ability to credit bid its claim when its 

collateral is sold in a bankruptcy case is a fundamental 

right provided by section 363(k) of the Bankruptcy Code 

that not only reduces a lender’s need for liquidity at the 

time of the sale, but ensures that the collateral pledged to 

the lender is not sold for less than the amount of such 

lender’s secured claim.  Nevertheless, section 363(k) of 

the Bankruptcy Code also provides that a court may 

abrogate a lender’s right to credit bid “for cause.”  What 

constitutes cause is not defined in the Bankruptcy Code 

and is thus left for courts to determine on a case-by-case 

basis. 

Some courts
3
 have found cause exists to deny credit 

bidding when there is a formal dispute as to the validity or 
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2451368 (Bankr. E.D.N.C. June 6, 2013), slip op. at *5 (finding 

that cause existed to deny a lender the right to credit bid 

because the allegations advanced by the trustee in the draft 

adversary complaint submitted to the court showed that the 
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Stanley Dean Witter Mortg. Capital, Inc. v. Alon USA LLP (In re 

Akard Street Fuels), No. 3:01-CV-1927-D, 2001 U.S. Dist. Lexis 

21644 (N.D. Tex. Dec. 4, 2001) (denying the right to credit bid 

the amount of a creditor’s claim or lien or when a rapid 

sale of the assets is necessary to preserve value.  Under 

similar conditions, other courts
4
 have preferred to allow 

credit bidding subject to certain limitations intended to 

protect the estate in the event that a creditor’s secured 

claim or lien turns out to be invalid.  Some of these 

limitations have included directing a creditor to (i) place 

cash in the amount of all or part of the bid in an escrow 

account; (ii) furnish an irrevocable letter of credit equal to 

the disputed amount; or (iii) post a bond equal to the 

disputed amount.  In deciding whether to impose 

conditions on credit bidding, courts have considered
5
 (i) 

the effect credit bidding will have on the estate; (ii) 

whether other claimants will be harmed should a lender’s 

disputed claim later be disallowed; and (iii) the practical 

effect that such conditions will have on the secured 

creditor. 

Still, although denying and/or limiting a secured lender’s 

right to credit bid is not uncommon, Judge Gross’ recent 

decision to cap a credit bid in In re Fisker at the amount 

the secured lender paid for the claim on the secondary 

market came as a surprise to many observers. 

                                                                                                          
when there were complex issues surrounding the validity of the 

creditor’s liens and a rapid sale of the assets was necessary to 

preserve value). 

4
 See, e.g., In re Octagon Roofing, 123 B.R. 583, 589 (Bankr. N.D. 

Ill. 1991) (finding that there was no cause to deny credit bidding, 

but that a secured creditor was required to post an irrevocable 

letter of credit drawn on another bank to protect the trustee if 

such creditor’s disputed mortgage was set aside as a 

preference); Neptune Orient Lines v. Halla Merchant Marine Co., 

No. 97-3828, 1998 U.S. Dist. LEXIS 3745, at *18 (D. La. March 20, 

1998) (requiring a secured creditor to post a bond equal to the 

disputed amount to provide possible recourse for other 

claimants). 

5
 See, e.g., In re Merit Group, Inc., 464 B.R. 240, 255 (Bankr. D. 

S.C. 2011) (noting that there was “no evidence or indication that 

the estate would suffer measurable harm” if the creditor does 

not credit bid); In re Akard Street Fuels, at *15 (determining that 

cause existed to disallow credit bidding because the time it 

would have taken to resolve the existing claim dispute would 

have undermined the need to prevent a sharp decline in the 

value of the estate through a rapid sale of the debtor’s assets); 

Neptune Orient Lines, at *18 (noting that, although it was 

unlikely that the mortgage would be found defective, posting a 

bond would provide recourse for the other claimants should that 

be case). 
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The Fisker Decision 

Prior to filing for protection under chapter 11 in November 

of 2013, the debtors in In re Fisker were equipment 

manufacturers of plug-in hybrid electric vehicles.  In 2010, 

the United States Department of Energy (DOE) extended 

to the debtors a secured loan, $168 million of which 

remained outstanding when the DOE sold the loan to 

Hybrid Tech Holdings, LLC (Hybrid) for $25 million in 

October 2013.  Following the DOE auction, the debtors 

agreed to sell all of their assets to Hybrid in exchange for 

a credit bid of $75 million.  To that end, the debtors filed a 

sale motion seeking court approval of the private sale to 

Hybrid and arguing that the cost and delay that would 

result from an auction process would be unlikely to 

increase value for the debtors’ estates. 

The recently-appointed Official Committee of Unsecured 

Creditors immediately opposed the motion and proposed, 

instead, a competitive auction, noting that Wanxiang 

America Corporation (Wanxiang) had already expressed 

interest in Fisker.  Because Wanxiang had recently 

purchased certain assets of A123 Systems, a seller of 

lithium ion batteries (a primary component of Fisker cars), 

the Committee argued that Wanxiang had a genuine 

interest in purchasing Fisker and, more importantly, that 

its offer would encourage competitive bidding. 

Importantly, at the January 10, 2014 hearing on the 

disputed sale motion, the debtors and the Committee 

announced several stipulated agreements to limit the 

areas for dispute, including, among other things, that:  (i) if 

Hybrid’s credit bid was capped or denied, there would be a 

strong likelihood of an auction that would create 

substantial value for the estates; (ii) if Hybrid’s credit bid 

was not capped or denied, Wanxiang would not place a bid 

and there would be no realistic possibility of a competitive 

auction; (iii) the highest and best value for the estates 

would be achieved only through the sale of all of the 

debtors’ assets as an entirety; and (iv) a material portion 

of the assets being sold were not subject to a property 

perfected lien in favor of Hybrid or were subject to a lien in 

favor of Hybrid that is in bona fide dispute. 

Judge Gross ultimately limited Hybrid’s credit bid to what 

Hybrid paid for the DOE loan — $25 million — and ordered 

an auction of the debtors’ assets.  He provided three bases 

for his ruling.  First, Judge Gross emphasized that if he did 

not limit Hybrid’s credit bid, the auction process would not 

only be chilled, but it would likely not occur at all, which 

would undermine the importance of promoting a 

competitive bidding environment.  Second, he noted that 

because Hybrid’s claim is partially secured, partially 

unsecured, and partially of uncertain status, it would not 

be unprecedented to limit credit bidding in this case.  

Third, in issuing his decision, Judge Gross criticized the 

timing of the proposed sale, noting that the debtors 

provided a mere 24 business days for parties-in-interest to 

challenge the sale motion and even less time for the 

Committee (given its late appointment).  The court 

highlighted that neither the debtors nor Hybrid were able 

to provide a satisfactory reason for why the sale of a non-

operating debtor required such haste.  Indeed, Judge 

Gross stated that “it is now clear that Hybrid’s ‘drop dead’ 

date … was pure fabrication” and found that the proposed 

sale timing on which Hybrid insisted was “inconsistent 

with the notions of fairness in the bankruptcy process.” 

The decision to cap the bid has been criticized by some 

(including Hybrid) as being in direct conflict with Third 

Circuit law allowing secured creditors to bid the full 

amount of their claim.  Following the ruling (and before 

the court’s order was entered), Hybrid filed an emergency 

motion seeking leave to appeal and a motion for expedited 

consideration of the foregoing arguing, among other 

things, that the court’s opinion “attempts to sidestep 

recent Supreme Court precedent reiterating the 

significant role of credit bidding.”  Hybrid also asserted 

that the court issued its decision based on “no facts 

whatsoever” regarding the legitimacy of Hybrid’s claim 

and that neither the Supreme Court nor the Third Circuit 

has addressed whether a bankruptcy court can limit a 

credit bid to the purchase price of the claim.  The court 

has yet to rule on Hybrid’s appeal. 

Consistent with its opinion, on January 23, 2014, the court 

entered an order establishing February 7, 2014 as the 

deadline to submit bids for the debtors’ assets and 

February 12, 2014 as the auction date. 

The Fisker decision, if not overturned, could have serious 

implications for future auctions and for the claims trading 

market in general.  Indeed, at the hearing Judge Gross 

stated that the bankruptcy auction would, among other 

things, help determine whether the price paid for the DOE 

loan was in fact “fair and reasonable and in the best 

interests of the debtors’ estates.”  It is unclear whether 

under the Fisker decision, the interest of promoting a fair 

auction is by itself sufficient cause to limit credit bidding 
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without the additional factors of liens being in dispute and 

the secured creditor’s insistence on an unfair process.  

Would two of the three factors be sufficient?  The wheels 

will be turning as bankruptcy practitioners test the limits 

of the ruling, and we will be watching to see how this 

plays out in Fisker and future cases. 

Credit Bidding Capped Again:  
The Fisker Factors Create a 
“Perfect Storm” in Virginia 
Nelly Almeida 

The highly publicized Fisker credit bidding decision has 

received much attention on our blog.
6
  As we previously 

wrote, while some may argue that post-Fisker credit 

bidding concerns are unwarranted, the decision at least 

raises the question of what constitutes sufficient “cause” 

to limit credit bidding.  Well, it did not take long for the 

first Fisker domino to fall. 

The issue resurfaced last week when Judge Huennekens, 

United States Bankruptcy Court Judge for the Eastern 

District of Virginia, entered his Memorandum Opinion
7
 

citing to Fisker as support for his decision to cap a secured 

lender’s ability to credit bid in the bankruptcy case of Free 

Lance-Star Publishing Co.  Although some of the same 

factors that existed in Fisker existed in that case (a less-

than-complete collateral package, inequitable conduct on 

the part of the secured creditor), the court’s very harsh 

language directed at the mere use of a loan-to-own 

strategy may have distressed debt investors fearing a 

Fisker avalanche. 

The Free Lance-Star is a family owned publishing, 

newspaper, radio, and communications company located 

in Fredericksburg, Virginia.  In 2006, the debtors borrowed 

approximately $50.8 million from Branch Banking and 

Trust (BB&T).  As security for the loan, the debtors 

granted liens on, and security interests in, certain of the 

                                                             
6
 See A Recent Decision in the Fisker Case Brings New Life to the 

Credit Bidding Debate dated January 27, 2014 and Fisker Credit 

Bid Controversy Update:  Hybrid Leave to Appeal Denied; 

Wanxiang Wins Auction; Court Approves Sale dated February 20, 

2014 on the Weil Bankruptcy Blog. 

7
 The Free Lance-Star Publishing Co. of Fredericksburg, VA, 512 

B.R. 798 (Bankr. E.D. Va. 2014). 

debtors’ real and personal property, but not on the parcels 

of real estate known as the “Tower Assets.”  

Subsequently, due to strained economic conditions, Free 

Lance-Star fell out of compliance with certain of its loan 

covenants. 

In June 2013, following Free Lance-Star’s various 

attempts to abide by its loan covenants and obtain 

replacement financing, BB&T sold its loan to Sandton 

Capital Partners.  In July 2013, Sandton informed Free 

Lance-Star that it wanted the company to file for 

bankruptcy and sell substantially all of its assets.  

Further, Sandton indicated that it intended to buy all of 

the debtors’ assets as part of what Judge Huennekens 

called Sandton’s loan-to-own strategy. 

The debtors began discussions with DSP (an affiliate of 

Sandton that is operated by Sandton) to implement a plan 

whereby the debtors would sell all of their assets to DSP.  

In the course of these discussions, Sandton requested, 

among other things, that the debtors execute three deeds 

of trust to encumber the Tower Assets and insisted that 

the debtors include on the cover of their marketing 

materials a note indicating that DSP had the right to a $39 

million credit bid (the balance of the BB&T loan).  

According to the court’s opinion, DSP also pressured the 

debtors to implement a hurried sale process without 

properly marketing the assets.  Further, unbeknownst to 

the debtors, during the negotiations, DSP filed UCC 

financing statements covering fixtures on the Tower 

Assets.  The parties’ negotiations ultimately fell through 

and, on January 23, 2014, the debtors commenced a 

bankruptcy case without DSP’s support. 

On March 19, 2014, the debtors filed a motion requesting 

that the court limit the amount of DSP’s credit bid to the 

amount Sandton paid BB&T for the loan.  In doing so, the 

debtors explained that DSP did not have a lien on all of the 

company’s assets and engaged in “inequitable conduct” by 

trying to unilaterally expand the scope of its security 

interest after its requests for the debtors to grant liens on 

the Tower Assets failed.  Further, the debtors cited to 

Fisker for the proposition that the right to credit bid is not 

absolute and may be limited where there is an “unfair 

process.”  The debtors explained that “[a]s in Fisker, 

DSP’s attempts to place the Company into a chapter 11 

bankruptcy case shortly after its purchase … are 

inconsistent with the notions of fairness in the bankruptcy 

process.”  Separately, the debtors argued that the court 
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should limit DSP’s right to credit bid to foster a 

competitive bidding environment. 

At the hearing on the credit bidding motion, DSP failed to 

produce any evidence to show that it was the legal owner 

of the BB&T loan or to refute the debtors’ allegations that 

DSP’s conduct was inequitable.  Indeed, Judge 

Huennekens stated that “the fact that there was an 

attempt to expand … a grant of security that did not 

previously exist … was something that the lender [] set 

out to accomplish … in an improper manner.”  The court 

also condemned DSP’s failure to disclose in a cash 

collateral hearing the fact that it had filed the additional 

financing statements.  Additionally, the court was 

“bothered” by DSP’s attempts to shorten the marketing 

period and to “put ledgers on all marketing materials” 

advertising DSP’s credit bidding rights in an effort to 

discourage other potential bidders. 

In his written opinion, Judge Huennekens noted that, in 

addition to the fact that DSP did not have valid liens on all 

of the debtors’ assets, he was highly “displeased” with 

DSP’s inequitable conduct and, more importantly, its 

“loan-to-own” strategy.  He stated that “[f]rom the 

moment it bought the loan from BB&T, DSP pressed the 

Debtor ‘to walk hand in hand’ with it through an expedited 

bankruptcy sales process” and that “DSP planned from 

the beginning to effect a quick sale … at which it would be 

the successful bidder for all of the Debtors’ assets 

utilizing a credit bid.”  Thus, Judge Huennekens explained 

that “[t]he confluence of (i) DSP’s less than fully-secured 

lien status; (ii) DSP’s overly zealous loan-to-own strategy; 

and (iii) the negative impact DSP’s misconduct has had on 

the auction process has created a perfect storm, requiring 

curtailment of DSP’s credit bid rights.” 

The court found that the facts and circumstances of the 

case established sufficient cause to cap DSP’s right to 

credit bid at just under $14 million — less than half of 

what was left outstanding on the BB&T loan, an amount 

that would “prevent DSP from credit bidding its claim 

against assets that are not within the scope of its 

collateral pool.”  (Note that it is unclear from the opinion 

how the $14 million was calculated).  Notably, at the 

credit bidding hearing, the court noted that it wished it had 

more information with respect to the amount that was 

paid for the loan.  This leads us to wonder whether the 

court would have capped DSP’s bid at the price it paid for 

the loan had the information been available. 

What is most interesting is that rather than base the credit 

bidding limitations on the issues with the lender’s liens 

(which would have made it much less controversial), 

Judge Huennekens emphasized the notion of “fairness” 

and the importance of “fostering a competitive sale,” as 

Judge Gross did in Fisker.  Additionally, in language that 

will send shivers through the spines of distressed debt 

investors, the court stated the following: 

The credit bid mechanism that normally works to 

protect secured lenders against the 

undervaluation of collateral sold at a bankruptcy 

sale does not always function properly when a 

party has bought the secured debt in a loan-to-

own strategy in order to acquire the target 

company.  In such a situation, the secured party 

may attempt to depress rather than to enhance 

market value.  Credit bidding can be employed to 

chill bidding prior to or during an auction or to 

keep prospective bidders from participating in the 

sales process.  DSP’s motivation to own the 

Debtors’ business rather than to have the Loan 

repaid has interfered with the sales process.  DSP 

has tried to depress the sales price of the 

Debtors’ assets, not to maximize the value of 

those assets.  A depressed value would benefit 

only DSP, and it would do so at the expense of the 

estate’s other creditors.  The deployment of 

DSP’s loan-to-own strategy has depressed 

enthusiasm for the bankruptcy sale in the 

marketplace. 

Where does that leave us?  The Free Lance-Star decision 

leaves many of the same unanswered questions that 

Fisker did.  For example, which of the Fisker factors would 

be enough by themselves to create a “perfect storm”?  

Would the inequitable conduct alone have been enough?  

Would the pursuit of a loan-to-own strategy by the 

secured creditor be enough?  One thing that is clear is 

that the emphasis that both courts placed on “fairness” 

and stimulating “enthusiasm for the bankruptcy sale in 

the marketplace” should serve as a cautionary tale to 

lenders who may try to “rush” a debtor’s sale process or 

limit competitive bidding.  It also seems that in a post-

Fisker, post-Free Lance-Star world, credit bidders are 

likely to see additional scrutiny in future bankruptcy sales.  

We will continue to monitor the quickly evolving credit 

bidding jurisprudence and keep our readers up to speed on 

any developments. 
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The Post-Fisker Credit Bidding 
Debate Continues:  Two More 
Decisions Leave Unanswered 
Questions About the 
Significance of Fisker 
Nelly Almeida 

Whether or not you believe that Fisker set a new standard 

for what constitutes cause sufficient to abrogate a 

lender’s right to credit bid, we can all agree that the 

question has become a “hot topic” in the bankruptcy 

community, meriting numerous blog entries.
8
  We now 

have two more post-Fisker decisions to add to the 

analysis:  (i) a district court’s opinion
9
 denying a lender’s 

request for an expedited appeal of a recent credit bidding 

decision and (ii) a bankruptcy court’s ruling
10

 allowing a 

lender to credit bid subject to certain limitations.  

Although the judges in both cases referenced Fisker in 

their opinions, neither case clarifies whether or not Fisker 

actually redefined what constitutes cause to deny or limit 

credit bidding. 

The Free Lance-Star Appeal 

Previously we blogged
11

 about Judge Huennekens’ 

decision to deny DSP Acquisition, LLC’s (DSP) right to 

credit bid in a sale of substantially all of Free Lance-Star’s 

assets.  Following the decision, DSP filed, among other 

things, an emergency motion for certification and leave to 

appeal requesting that the district court consider Judge 

Huennekens’ ruling before the proposed auction date — 

May 15, 2014.  On May 7, 2014, Judge Hudson of the 

United States District Court for the Eastern District of 

                                                             
8
 See A Recent Decision in the Fisker Case Brings New Life to the 

Credit Bidding Debate dated January 27, 2014 and Fisker Credit 

Bid Controversy Update:  Hybrid Leave to Appeal Denied; 

Wanxiang Wins Auction; Court Approves Sale dated February 20, 

2014 and Credit Bidding Capped Again:  The Fisker Factors 

Create a “Perfect Storm” in Virginia dated April 22, 2014 on the 

Weil Bankruptcy Blog. 

9
 DSP Acquisition, 512 B.R. 808 (E.D. Va. 2014). 

10
 In re Charles Street African Methodist Episcopal Church of 

Boston, 510 B.R. 453 (Bankr. E.D. Mass. 2014). 

11
 See Credit Bidding Capped Again:  The Fisker Factors Create a 

“Perfect Storm” in Virginia dated April 22, 2014 on the Weil 

Bankruptcy Blog. 

Virginia denied DSP’s motion, relying heavily on the United 

State District Court for the District of Delaware’s refusal 

to consider Hybrid Tech Holdings’ appeal of the Fisker 

credit bidding decision. 

In response to DSP’s argument that it would suffer 

“irreparable harm” if the credit bidding issues are not 

resolved before the sale of Free Lance-Star’s assets, 

Judge Hudson noted that, similar to the situation in Fisker, 

there is “no risk of irreparable harm if the issues are not 

resolved before the auction because there are no pending 

issues regarding the assets … and the Bankruptcy Court 

will determine who receives the proceeds (and how much) 

after the sale.”  Further, Judge Hudson found that the 

bankruptcy court’s decision was not final because “[w]ho 

has liens, the amount of those liens, the full extent of 

DSP’s liens, and other issues remain to be determined.” 

In addressing whether it is appropriate to grant leave for 

an interlocutory appeal, Judge Hudson explained that the 

bankruptcy court’s decision in Free Lance-Star did not 

involve a controlling question of law for which there is 

substantial grounds for a difference of opinion.  Judge 

Hudson cited to the Fisker district court decision in noting 

that a bankruptcy court may deny a lender’s right to credit 

bid to foster a competitive bidding environment.  Judge 

Hudson then explained that in Free Lance-Star, the court 

not only sought a “robust and competitive bidding 

environment,” but also a “preliminary resolution of the 

extent of some of DSP’s liens.”  Judge Hudson found that 

if he granted an interlocutory appeal of the Free Lance-

Star decision, there “would be neither material 

advancement of the ultimate termination of the litigation 

nor savings of judicial or estate resources.”  Moreover, 

DSP did not show that there were “exceptional 

circumstances” justifying an interlocutory appeal in the 

case. 

In re Charles Street AME Church 

While Fisker made a prominent appearance in the Free 

Lance-Star appeal (and underlying decision), it only played 

a minor role in the credit bidding decision issued in the 

chapter 11 case of Charles Street African Methodist 

Episcopal Church of Boston (CSAME). 

CSAME is the owner of two adjoining parcels of real 

property.  Following denial of its first proposed plan of 

reorganization, CSAME filed a motion requesting (i) 

authority to sell all of its assets free and clear of all liens 
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to a stalking horse bidder (ABCD), and (ii) an order either 

(x) barring one of its creditors, OneUnited, from submitting 

a credit bid at the sale of CSAME’s assets, or (y) to the 

extent the court permitted credit bidding, requiring 

OneUnited to submit at least $210,000 in cash as a 

deposit to pay ABCD’s break-up fee.  CSAME also filed an 

objection to OneUnited’s proof of claim, which was based 

on a loan to CSAME secured by CSAME’s assets.  In its 

claim objection, CSAME asserted three setoff 

counterclaims against OneUnited that, if successful, 

would have eliminated OneUnited’s claim. 

CSAME argued that its claim objection evidenced that 

OneUnited’s claim is subject to a bona fide dispute and, 

therefore, created sufficient cause to deny OneUnited’s 

right to credit bid under the case law interpreting section 

363(k).  The bankruptcy court acknowledged that the 

existence of a bona fide dispute often constitutes cause to 

deny credit bidding, but found that the counterclaims 

asserted in CSAME’s objection “[did] not amount to cause 

to prohibit credit bidding.”  The court explained that 

“CSAME does not dispute the validity of the underlying 

loan agreements, the validity, perfection or priority of 

OneUnited’s mortgages, the amounts claimed to be due, 

or anything intrinsic to either of OneUnited’s claims.  Nor 

does CSAME allege that the mortgages or loan 

agreements may be avoided.”  Because the court 

determined that there was no dispute about the “validity 

or extent of OneUnited’s secured claims,” it permitted 

OneUnited to credit bid.  With respect to the break-up fee, 

the court agreed that the need to fund the break-up fee 

constituted cause to limit (but not deny) OneUnited’s right 

to credit bid.  Thus, the court required OneUnited to 

include $50,000 in cash with any bid (not $210,000).  

Notably, in its opinion the court stated that because 

CSAME “expressly disavow[ed] any reliance on [Fisker] 

and its rationale,” it did not need to address the “types of 

‘cause’” at issue in Fisker. 

What Does It All Mean? 

In denying DSP’s request for immediate appeal, Judge 

Hudson relied heavily on the district court’s opinion in 

Fisker and noted that the cases were “strikingly similar.”  

Judge Hudson even cited to Fisker for the proposition that 

credit bidding can be denied to promote a competitive 

bidding environment but, notably, did not address whether 

the presence of other factors (such as a lien dispute) 

would be necessary.  The In re Charles Street AME 

decision, on the other hand, reads much more like the pre-

Fisker line of cases
12

 where credit bidding was only 

limited or denied when there was a genuine dispute as to 

the validity or extent of a lender’s lien.  Still, the court 

expressly stated that it was not addressing the “types of 

‘cause’” at issue in Fisker, leaving open the question of 

whether Fisker created additional “types of cause” to deny 

credit bidding. 

Interestingly, in both Free Lance-Star and Fisker, the 

creditors were engaged in a loan-to-own strategy and 

were found to have participated in “inequitable conduct” 

by trying to either rush a private sale (Fisker) or 

improperly expand its lien on the debtor’s assets (Free 

Lance-Star).  We are left to wonder:  What is the 

significance of those factors?  Should investors who 

purchase secured debt at a discount in the secondary 

market for the purpose of credit bidding be concerned?  Or 

is more than just a loan-to-own strategy needed for a 

court to find cause? 

Unfortunately, despite the recent case law on credit 

bidding, we still don’t have answers to many of our 

questions.  Some commentators have predicted that, in 

light of these open issues, another credit bidding decision 

may make its way to the Supreme Court.  We will continue 

to monitor the case law and keep you posted! 

                                                             
12

 See, e.g., In re L.L. Murphrey Co., No. 12-03837-8-JRL, 2013 

WL 2451368 (Bankr. E.D.N.C. June 6, 2013), slip op. at *5 (finding 

that cause existed to deny a lender the right to credit bid 

because the allegations advanced by the trustee in the draft 

adversary complaint submitted to the court showed that the 

basis of such creditor’s claim was clearly disputed); Morgan 

Stanley Dean Witter Mortg. Capital, Inc. v. Alon USA LLP (In re 

Akard Street Fuels), No. 3:01-CV-1927-D, 2001 U.S. Dist. Lexis 

21644 (N.D. Tex. December 4, 2001) (denying the right to credit 

bid when there were complex issues surrounding the validity of 

the creditor’s liens and a rapid sale of the assets was necessary 

to preserve value). 
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— At Least in Certain 
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Between Sections 363(f) and 
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￭ Peanut Butter Maker Takes More 
Bread in 363 Sale, Leaving Winning 
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Court Approval 

￭ Free and Clear.  Not So Fast.  
Bankruptcy Court Claws Back 
Ability to Sell Distressed Assets 
Free and Clear of Claims and 
Interests 

363 Sales 
Plus ça change, plus c’est la même chose.  (The more it changes, the more it 

remains the same.)  Asset sales pursuant to section 363 of the Bankruptcy 

Code remained a hot issue on the Weil Bankruptcy Blog in 2014.  Although 

there is no shortage of debate on any number of issues that may be implicated 

in 363 sales, many of this year’s notable decisions focused on the finality and 

consequences of auctions for a debtor’s assets, and on just what the 

Bankruptcy Code means when is provides that assets may be sold “free and 

clear” of certain interests.  In the world of auctions, this was the year of the 

disappointed successful bidder.  In Berlin & Denmar Distributors, a successful 

bidder learned the hard way that it may have more on the line than its deposit 

when it backs away from a sale, and in Gregg, a successful bidder was 

reminded that a successful bid is not truly successful until it is approved by 

the bankruptcy court.  In another blow to an erstwhile successful bidder, the 

court in Sunland weighed in on whether auctions may be reopened to allow 

new (and late) overbids for the debtor’s assets.  And in the world of “free and 

clear” sales, in our post on Bay Condos, we continued to examine the conflicts 

between section 363(f) and section 365(h) of the Bankruptcy Code.  Finally, in 

discussing Marko, we reminded readers that claims and interests against co-

owners of property being sold may complicate (or even compromise) “free and 

clear” sales of a debtor’s assets.  We certainly don’t need to “sell” you on the 

importance of this section of our Annual Review. 
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Successful Bidder Must Pay 
Damages (In Addition to 
Forfeiting Deposit) After 
Backing Out of Sale — At Least 
in Certain Circumstances 
Victoria Vron 

Purchasers beware:  sometimes less is not more.  As the 

successful bidder in Berlin & Denmar Distributors, Inc.1 

found out the hard way, the failure to negotiate and 

document the terms of a purchase, including such basics 

as conditions precedent and liquidated damages, may 

leave a successful bidder on the hook for much more than 

it thought it bargained for. 

In Berlin & Denmar, the debtor was an owner of shares of 

the Hunts Point Cooperative Market in Bronx, New York, 

which entitled it to sublease four units at Hunts Point, 

from which it operated a food distribution business.  The 

debtor’s plan of liquidation contained bidding procedures 

for the sale of the four cooperative units.  As is typical of 

bidding procedures in chapter 11, the debtor’s bidding 

procedures contained stalking horse bids, timing for 

making competing bids, and a public auction to determine 

the successful bidders.  In addition, the bidding procedures 

required each qualified bidder to pay the debtor a $50,000 

deposit, which would be returned to the bidder if it did not 

become the purchaser (which the plan defined as the 

successful purchaser of any units being sold pursuant to 

the plan).  The bidding procedures further provided that if 

the qualified bidder became the purchaser, but failed to 

close the sale for any reason, the deposit would become 

non-refundable and shall be forfeited to the debtor. 

At the auction, Goldstein Development Corporation outbid 

the stalking horse bidder for three of the cooperative units 

with a bid of $940,000 (which was more than $300,000 

greater than the stalking horse bid) and was declared 

purchaser.  The stalking horse, Angus America, Inc., 

became the back-up bidder.  Shortly after the auction, 

Hunts Point objected to assumption and assignment of the 

sublease to either Goldstein or Angus.  The Bankruptcy 

Court for the Southern District of New York subsequently 
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entered an order approving the sale of the units to 

Goldstein, subject to resolution of Hunts Point’s objection.  

Seven weeks after the auction, Goldstein backed out of 

the sale and Angus became the successful bidder.  

Unfortunately for the debtor, three months later, Angus 

also backed out of the sale.  The debtor ultimately sold 

the three units to another buyer several months later for 

$315,000 less than Goldstein’s winning bid. 

Although the debtor kept both Goldstein’s and Angus’s 

deposits, it commenced an adversary proceeding against 

Goldstein seeking, among other things, to recover as 

damages the $315,000 difference between Goldstein’s bid 

and the ultimate sale price for the three units, and six 

months of additional rent that the debtor had to pay to 

Hunts Point as a result of the delayed closing.  Both 

parties filed motions for summary judgment.  The only 

question on summary judgment was whether the plan’s 

bidding procedures allowed the debtor to recover ordinary 

contract damages in excess of the deposit in the event of 

breach.  The debtor and Goldstein apparently never 

entered into an asset purchase agreement (nor were they 

required to do so under the bidding procedures).  The 

court nonetheless found that there was a contract 

between the parties, consisting of Goldstein’s bid and the 

debtor’s acceptance thereof as confirmed in the court’s 

order approving the sale, and that the bidding procedures 

governed the parties’ rights. 

The bidding procedures were silent on the question 

presented.  They did not describe the forfeited deposit as 

liquidated damages or as the debtor’s exclusive remedy, 

nor did they say that the debtor can recover additional 

damages.  The parties admitted that they were not aware 

of any extrinsic evidence that would resolve the ambiguity 

created by this silence.  The court held that where 

extrinsic evidence resolving an ambiguity does not exist, 

the resolution of the ambiguity is ripe for determination on 

summary judgment.  (Hence lesson #1:  It is possible, 

under certain circumstances, to interpret an ambiguous 

contract on summary judgment.) 

Faced with the ambiguity created by the silence in the 

bidding procedures, the court looked at applicable state 

law for answers.  The court held that in New York, a 

prospective purchaser who defaults on a real estate 

contract without a lawful excuse forfeits his deposit, even 

where the contract does not contain a forfeiture clause.  

However, unless the seller has elected to accept the 
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deposit as liquidated damages and as its exclusive remedy 

(which must be expressly agreed to and not implied), the 

seller may still recover the difference between the 

contract price and the market value of the property at the 

time of the breach, less any deposits paid by the 

purchaser.  These principles apply equally to contracts for 

the sale of property held in cooperative ownership, even if 

they are not technically sales of real estate. 

Because the bidding procedures did not expressly limit the 

debtor’s remedy to the retention of the deposit, and the 

limitation cannot be implied, the court held that the debtor 

is entitled to recover its contract damages after giving 

credit to the deposits that it kept from Goldstein and 

Angus.  The court directed further proceedings to 

determine the amount of the debtor’s contract damages, 

noting that the debtor’s damages may not necessarily be 

the difference in the Goldstein bid and the ultimate sale 

price (plus additional rent), because the relevant measure 

is the market value at the time of breach (which occurred 

many months before the ultimate sale of the units). 

So, lesson #2:  Negotiate an asset purchase agreement 

containing basic terms, such as conditions precedent to 

closing.  Although not entirely clear from this decision, 

Goldstein’s repudiation may have been related to Hunts 

Point’s objection to assumption and assignment of the 

sublease.  If the purchase was impossible or less valuable 

without assignment of the sublease, a condition relating to 

the assignment (including that an order approving it be 

entered by a date certain) could have been included as a 

condition precedent in the asset purchase agreement.  

Goldstein could have negotiated that if the condition 

precedent was not met, it would have the right to walk 

away without paying any damages. 

And finally, lesson #3:  If you are the purchaser, negotiate 

for the asset purchase agreement to expressly provide 

that the forfeited deposit is the debtor’s exclusive remedy 

in the event of the purchaser’s breach of the agreement 

and failure to close the sale. 

Are You Not Entertained?  The 
SDNY Weighs in on the Battle 
Between Sections 363(f) and 
365(h) of the Bankruptcy Code 
Christopher Hopkins 

The conflict between sections 363(f) and 365(h) of the 

Bankruptcy Code involves the question of whether a 

debtor-lessor — through a free and clear sale pursuant to 

section 363(f) — can extinguish a lessee’s appurtenant 

rights in a lease despite the protections afforded such 

rights by section 365(h).  Many courts have grappled with 

this question, often with diverging results.  Some courts 

find that section 363(f)’s provision for sales free and clear 

of “any interest” includes a lessee’s appurtenant rights 

otherwise protected by section 365(h).  Other courts reach 

the opposite conclusion, holding that 365(h)’s specific 

protections cannot be overcome by 363(f)’s broad 

language.  We recently discussed a decision where the 

court held that the dispute should be resolved on a “case-

by-case, fact intensive, totality of the circumstances 

approach, rather than a bright line rule.”  Despite the 

diversity in authority, however, one thing most courts 

agree on is that the two sections seem to be 

irreconcilable. 

The District Court for the Southern District of New York, in 

its recent decision in Dishi & Sons v. Bay Condos LLC,
2
 

disagreed with the majority view and concluded that when 

read properly, section 363(f) and 365(h) do not conflict.  

The Bay Condos decision attempts to harmonize the 

language and resolve the tension between sections 363(f) 

and 365(h), advancing the prospect of a resolution to the 

current discord in the courts. 

Background 

Section 363(f) authorizes the debtor to sell estate 

property free and clear of any interest, provided that one 

of five enumerated conditions is met.  Section 365(h), on 

the other hand, provides a lessee with a seemingly 

unqualified right to retain its appurtenant rights to the 

lease if the lease is rejected.  The conflict between these 

sections arises when a debtor seeks to sell a property free 

and clear of a leasehold interest.  In other words, does 
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section 363(f)’s “any interest” language trump the specific 

protections afforded to lessees under section 365(h)? 

Most courts have concluded that the sections are 

irreconcilable and that 365(h) trumps 363(f).  Courts 

adopting this view typically make three arguments in 

support of this result:  (i) principles of statutory 

construction provide that the specific governs the general, 

and, therefore, section 365(h)’s specific protections trump 

363(f)’s general language; (ii) the legislative history of 

section 365(h) evinces a congressional intent to protect 

lessees when the lessor files for bankruptcy; and (iii) the 

protections provided by section 365(h) would be nugatory 

if they could be defeated by section 363(f). 

In contrast, a minority of courts have held that 365(h) only 

applies in the context of lease rejections, not property 

sales.  Courts adopting this view reason that the 

protections of 365(h) only apply in the context of a lease 

rejection pursuant to section 365 — the protections are 

irrelevant in the context of an asset sale under 363(f).  

These courts often note, however, that a lessee’s 

appurtenant rights are nonetheless protected by the 

adequate protection requirements of section 363(e) 

despite the inapplicability of section 365(h). 

Bay Condos 

In Bay Condos, the court adopted a novel approach for 

resolving the apparent conflict between sections 363(f) 

and 365(h) after the debtor sought to sell certain real 

property free and clear of a leasehold interest under its 

plan pursuant to section 363(f).  The bankruptcy court’s 

order confirming the debtor’s plan approved the sale, but 

provided that the lessee had a right to elect to remain in 

possession of the property under section 365(h), or, in the 

alternative, as adequate protection of its interest under 

section 363(e). 

Following the purchaser’s appeal, the District Court 

analyzed the “seemingly conflicting” provisions of 363(f) 

and 365(h) and rejected both the majority and minority 

approaches discussed above.  The court found that the 

supposed conflict between the sections could be resolved 

by first considering the role of section 365(h) in isolation.  

The court reasoned that section 365(h) simply codifies the 

principle that a debtor’s power to reject a lease under 

section 365 does not affect the lessee’s appurtenant 

rights.  Accordingly, whether the debtor assumes, rejects, 

or does nothing with the lease, the lessee retains such 

rights.  Further, the court noted that “nothing in § 365(h) 

precludes the trustee from terminating the lessee’s 

appurtenant rights if so empowered under another 

provision of the Code.”  The court reconciled the apparent 

conflict between section 365(h) and 363(f) by concluding 

that because section 365(h) does not grant the lessee any 

special rights — it merely protects what rights the lessee 

already has in the event of rejection — section 363(f) may 

allow a debtor to sell property free and clear of the 

lessee’s appurtenant rights.  Because the debtor failed to 

show that any of section 363(f)’s grounds for 

extinguishment were met, however, the court held that 

the lessee’s appurtenant rights could not be set aside and 

the lessee had the right to remain in possession of the 

property. 

Thus, although section 365(h) did not prevent the sale free 

and clear of the lessee’s interest, it did require the debtor 

to take the lessee’s rights into account before selling the 

property free and clear of the leasehold interest under 

section 363(f).  The court’s holding appears to reconcile 

the apparent conflict between these provisions by 

observing that the purpose of 365(h) is limited to the 

context of lease rejections — it does not grant lessees 

rights that may never be avoided by some other means.  

The ruling also strikes a balance between the majority 

and minority views discussed above by avoiding a 

categorical rule that either section 363(f) or 365(h) 

controls.  Instead, the court puts lessees’ appurtenant 

rights on par with any other interest subject to 

extinguishment under section 363(f).  Because the court 

ultimately held that a seller can extinguish a lessee’s 

appurtenant rights through a 363(f) sale — provided that 

one of section 363(f)’s five grounds for extinguishment is 

met — Bay Condos appears to be a defeat for section 

365(h). 

Adequate Protection 

The court’s ruling on the applicability of section 365(h) did 

not entirely resolve the issue of whether the lessee was 

entitled to retain possession of the property.  The court 

continued its analysis to note that, even if the lessee’s 

appurtenant rights could be extinguished under section 

363(f), section 363(e) requires the court to “prohibit or 

condition such use, sale, or lease as is necessary to 

provide adequate protection of such interest.”  Adequate 

protection is defined in section 361, which states that 
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adequate protection may be provided by, among other 

things, the “indubitable equivalent” of the entity’s interest. 

In Bay Condos, the court held that even if the lessee’s 

appurtenant rights — including the right to maintain 

possession of the property — could be extinguished in a 

sale pursuant to 363(f), the lessee would nonetheless be 

entitled to remain in possession as adequate protection of 

its interest.  The court reasoned that adequate protection 

could only be achieved through the lessee’s continued 

possession because the lessee’s interest was difficult to 

value and the lessee was unlikely to receive any 

compensation for its interest under the terms of the sale.  

Accordingly, at least in certain circumstances, a lessee 

may be entitled to continued possession under section 

363(e) regardless of whether a sale free and clear of the 

lessee’s appurtenant rights is permissible.  Further, 

sellers should realize that extinguishing a lessee’s 

appurtenant rights through a 363(f) sale may be a pyrrhic 

victory if the lessee is entitled to remain in possession as 

adequate protection of its interest. 

Conclusion 

Bay Condos adds another branch to the split of authority 

surrounding the conflict between sections 363(f) and 

365(h) of the Bankruptcy Code.  By declining to adopt the 

majority or the minority approach, Bay Condos charts a 

“middle way,” giving effect to what the court believed to 

be the underlying purposes of both sections.  Although it 

remains to be seen whether other courts will adopt this 

new approach, Bay Condos also suggests that the 

outcome of this dispute is not always determinative of 

whether a lessee may retain possession of a property sold 

pursuant to section 363(f).  Even if section 365(h) is not an 

absolute protection of a lessee’s appurtenant rights in a 

free and clear sale, the lessee may, in certain 

circumstances, retain possession of the leased premises 

as adequate protection of its interest.  Although Bay 

Condos does not declare a clear winner in the battle 

between section 363(f) and 365(h), it does suggest that 

lessee’s seeking to remain in possession following a free 

and clear sale have another dog in the fight in the 

adequate protection provisions of section 363(e).   

Peanut Butter Maker Takes 
More Bread in 363 Sale, 
Leaves Winning Bidder in a 
Jam 
Gabriel A. Morgan 

As we have noted in number of previous posts,
3
 auctions 

under section 363(b) of the Bankruptcy Code end with the 

bankruptcy judge’s gavel, not the auctioneer’s.  To the 

dismay of many readers,
4
 the delay between concluding 

an auction and obtaining court approval allows for the 

possibility of post-auction bids, which may force the 

debtor/trustee to choose between accepting a higher 

and/or better offer and preserving the integrity of its 

auction process.  In a recent decision,
5
 the United States 

Bankruptcy Court for the District of New Mexico allowed a 

higher post-auction bid and re-opened the auction, 

reasoning that the winning bid at auction could not be 

approved because the court could not make a finding that 

a sale pursuant to that bid was in the best interests of the 

estate. 

The Facts 

Prior to commencing a voluntary case under chapter 7 of 

the Bankruptcy Code, Sunland, Inc. was a leading 

producer of organic peanut butter, operating a processing 

plant in Portales, New Mexico.  In the months after the 

bankruptcy filing, the trustee marketed Sunland’s assets 

and ultimately filed a bid procedures/sale motion that 

proposed to sell the assets to Ready Roast Nut Company, 

LLC or, if a competing bid was received, the successful 

bidder at an auction.  Hampton Farms, LLC submitted a 

competing bid and, shortly thereafter, the bankruptcy 

court entered an order that authorized the sale of 
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Sunland’s assets and adopted the bidding procedures 

proposed in the trustee’s motion. 

Roughly two weeks after Hampton Farms submitted its 

competing bid, the trustee conducted an auction at which 

Hampton Farms and Ready Roast were the only 

participants.  At the conclusion of the auction, Hampton 

Farms was the winning bidder with an offer of 

$20,050,000; Ready Roast was designated as the back-up 

bidder with an offer of $20,000,000. 

The following day, the bankruptcy court held a hearing on 

whether to approve the sale to Hampton Farms.  Shortly 

before that hearing, a representative of Golden Boy Foods, 

Ltd. called the trustee and offered $25,000,000 for 

Sunland’s assets.  The bankruptcy court heard the 

arguments of counsel at the scheduled hearing, but 

ultimately continued the hearing to a date three days 

later. 

At the continued sale hearing, representatives of Golden 

Boy testified that their interest in the Sunland assets 

arose shortly after the bankruptcy filing, and that they had 

visited the processing plant to conduct due diligence when 

the trustee was marketing the assets.  At that time, 

however, Golden Boy’s parent corporation was in the 

process of selling its subsidiary and did not wish to pursue 

the Sunland assets.  Four days after Golden Boy had been 

acquired by its new owner, the trustee provided notice of 

the Sunland asset sale to the president and CEO of 

Golden Boy’s new owner (who had been the president and 

CEO of Golden Boy prior to its acquisition).  The notice 

stated that parties had approximately one month to bid on 

the Sunland assets.  “[T]hings were rather chaotic at 

Golden Boy” following its acquisition and the notice was 

overlooked.  Additionally, the Golden Boy representative 

incorrectly believed that the Sunland assets had already 

been sold.  By the time the representative learned that the 

assets were still for sale and obtained authority to bid on 

them, the auction was over, therefore, Golden Boy 

submitted its bid just before the sale hearing. 

The Opinion  

The bankruptcy court noted the lack of Tenth Circuit 

precedent on the issue of whether, and under what 

circumstances, a bankruptcy court may disapprove a 

section 363 sale pursuant to a properly conducted auction 

and re-open bidding because of a late upset bid.  

Accordingly, the bankruptcy court looked to the analysis 

used by other circuits, observing that courts generally 

weigh the competing considerations of the best interests 

of creditors and the integrity of the auction process.  Citing 

a Tenth Circuit decision,
6
 the bankruptcy court reiterated 

the process integrity concern that “[r]efusing to confirm a 

sale to a high bidder merely because an intervening higher 

bid has been received is the surest way to destroy 

confidence in judicial sales.”  The bankruptcy court, 

however, believed it could address this concern by acting 

consistently with the bidding procedures and complying 

with the reasonable expectation of bidders. 

To that end, the bankruptcy court found that the language 

in the bidding procedures and the bidding procedures 

order placed Hampton Farms on reasonable notice that 

the court could reject the auction results.  The bankruptcy 

court also found that the bidding procedures and the 

bidding procedures order required the bankruptcy court to 

determine whether “consummation of the sale 

contemplated by the successful bid will provide the 

highest or otherwise best value for the [Sunland assets] 

and is in the best interests of the estate.”  The bankruptcy 

court next considered (1) the amount of Golden Boy’s 

overbid (approximately 25%), (2) the effect such bid would 

have on creditors (most of the overbid proceeds would be 

distributed to unsecured creditors), (3) Golden Boy’s good 

faith in making its bid, and (4) the lack of a previous order 

approving the sale to Hampton Farms, and determined 

that it could not make a finding that the sale to Hampton 

Farms was in the best interests of the estate.  

Accordingly, the bankruptcy court denied the sale to the 

winning bidder and re-opened the auction, starting with 

Golden Boy’s $25,000,000 bid. 

Potential Precedent  

The Sunland opinion is relevant to would-be purchasers 

insofar as the bankruptcy court’s reasoning relies on a 

premise that would permit almost any winning bid to be 

trumped by a higher post-auction bid. 

Specifically, the bankruptcy court’s opinion was based on 

the premise that a sale to the winning bidder at a properly 

conducted auction could not be in the best interests of the 

estate because the court was aware of a materially higher 

good-faith bid.  Although a court must find that a sale is in 

the best interests of the estate (generally as a component 
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of the seller’s sound business judgment) to approve the 

sale under section 363, that is not the standard by which a 

court typically evaluates the appropriateness of a late bid.  

Under a best interests standard, arguably any higher post-

auction bid could be allowed because it would increase 

the value realized by the estate.  The fact that the bidding 

procedures and bidding procedures order in Sunland 

required a best interests finding before approval of the 

sale to the winning bidder does not justify the use of that 

standard in allowing late bids; the bankruptcy court would 

have been required to make such a determination 

regardless of the language in the bidding procedures and 

bidding procedures order.  By conflating the two 

standards, the bankruptcy court may have established a 

precedent for the use of a more permissive standard to 

evaluate late upset bids.  That precedent is troubling as it 

could lead to courts “[r]efusing to confirm a sale to a high 

bidder merely because an intervening higher bid has been 

received,” which, as the bankruptcy court acknowledged, 

“is the surest way to destroy confidence in judicial sales.”  

Alternatively, the bankruptcy court could have reached 

the same outcome by finding that the winning bid at 

auction was grossly inadequate in light of the higher post-

auction bid.  By applying a more restrictive standard, such 

a decision would be easier to reconcile with the 

bankruptcy policy of promoting finality and preserving the 

integrity of the auction process. 

Postscript  

Golden Boy won the re-opened auction with an offer to 

purchase the Sunland assets for $26,000,000 (topping 

Hampton Farm’s bid of $25,100,000). 

Hampton Farms subsequently filed an emergency motion 

for (1) reconsideration of the bankruptcy court’s order 

denying its bid and re-opening the auction, (2) stay 

pending appeal, (3) leave to file an interlocutory appeal, 

and (4) “equitable relief” in the form of a $500,000 award 

from the proceeds of the Golden Boy sale.  The 

bankruptcy court promptly denied the request for 

reconsideration, denied the request for a stay pending 

appeal, declined to grant leave to file an interlocutory 

appeal, as such a request must be directed to the District 

Court or the Tenth Circuit Bankruptcy Appellate Panel, 

and declined to grant the requested equitable relief, 

instructing Hampton Farms to file an application for an 

administrative expense. 

363 Asset Sales:  Going Once, 
Going Twice, Sold!…  Subject 
to Court Approval 
Eric Kasenetz 

We previously reported that a completed auction under 

section 363(b) of the Bankruptcy Code does not 

necessarily result in the sale of the property to the 

winning bidder.  Even if the debtor conducts an auction 

pursuant to bid procedures previously approved by the 

court, the debtor must still be prepared to prove the 

business justifications and defend the terms of the 

proposed sale.  In In re Gregg,
7
 the United States 

Bankruptcy Court for the District of South Carolina echoed 

these principles and stressed that a 363 sale must be in 

the best interests of the estate and the estate’s creditors, 

regardless of the completion of auction procedures and 

the emergence of a winning bidder. 

Background 

On February 1, 2013, William Maxwell Gregg, II filed a 

voluntary chapter 11 petition with the United States 

Bankruptcy Court for the District of South Carolina.  The 

debtor’s primary assets consisted of various pieces of real 

property, including 38.6 acres in Mount Pleasant, South 

Carolina.  The debtor valued the “Mount Pleasant Tract” 

at $30 million. 

The debtor owed Jupiter Capital, LLC between $8.2 

million and $9.4 million, and such debt was secured by a 

lien on the Mount Pleasant Tract.  The debtor, looking to 

realize more value from the Mount Pleasant Tract than 

the amount owed to Jupiter, entered into an agreement 

with CK Multifamily Acquisitions pursuant to which CK 

agreed to act as the stalking horse bidder with an opening 

bid of $11.5 million.  The court entered a bid procedures 

order setting forth the auction’s deadlines, hearing date, 

and other details. 

The Auction 

At several hearings prior to the date of the auction, the 

debtor expressed optimism that there would be 

competing bidders on the Mount Pleasant Tract.  

Moreover, although CK’s contract was subject to a 
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number of conditions, the debtor also expressed 

confidence that some of those conditions would be 

eliminated through the competitive bidding process. 

Despite the debtor’s optimism, the debtor did not receive 

any competing bids for the Mount Pleasant Tract.  As a 

result, the debtor requested court approval of the sale to 

the stalking horse bidder, CK, for $11.5 million, upon the 

terms and conditions contained in the contract with CK. 

The CK Contract 

The CK contract was subject to the satisfaction of various 

terms and conditions, including the following: 

 CK obtaining several government zoning and permit 

approvals; 

 CK acquiring four additional parcels, each of which 

was owned by a person other than the debtor, that 

were adjacent to the Mount Pleasant Tract; and 

 receipt of necessary approvals, upon terms and 

conditions acceptable to CK, to remove a pond and 

redirect storm water. 

CK also had the right to terminate the contract and 

receive a refund of its deposit if CK determined that any of 

the conditions were not going to be satisfied on or before 

the closing date. 

At the sale hearing, the debtor was unable to respond to 

several creditors’ questions relating to the CK contract.  

For example, prepetition, the debtor had agreed to sell the 

Mount Pleasant Tract to a developer, but the developer 

failed to obtain the zoning approval that was required 

under the contract.  That contract was substantially 

similar to the CK contract, particularly with respect to 

zoning approvals, yet, at the hearing, the debtor could not 

describe the resistance to or reason behind the failure of 

the developer to obtain the zoning approval. 

The Court’s Opinion 

The court applied the “sound business test” in determining 

whether to approve an asset sale prior to plan 

confirmation and considered whether the sale would be in 

the best interests of the estate and its creditors.  Under 

the sound business test, the debtor must show (i) a sound 

business reason or emergency justifies a pre-confirmation 

sale; (ii) the sale has been proposed in good faith; (iii) 

adequate and reasonable notice of the sale has been 

provided to interested parties; and (iv) the purchase price 

is fair and reasonable.  In re Gregg, Case No. 13-00665, at 

6 (internal citations omitted).  The court held that the 

debtor had not met his burden of passing the sound 

business test and that the sale would not be in the best 

interests of the estate and the estate’s creditors. 

In the decision, the court explained, first, that the debtor 

could not answer several questions at the hearing, and the 

debtor lacked sufficient knowledge of the terms of the 

contract with CK; this was, as the court put it, “not 

indicative of a debtor-in-possession who takes his 

fiduciary duties to his creditors seriously.”  Second, 

because the debtor was unable to testify as to the 

developer’s previous attempted rezoning efforts and the 

opposition that the developer had faced, the current 

acquisition of zoning and permit approvals was suspect.  

Third, the sale was contingent on CK’s purchase of four 

additional parcels, each of which was subject to the 

“whims” of four different owners.  Fourth, at the time of 

the decision, the debtor had not filed a viable disclosure 

statement or plan of reorganization, and the debtor’s 

second-most valuable asset (i.e., the Mount Pleasant 

Tract) would be tied up for the remainder of the year 

under a contract that might never close; given the number 

of directions the debtor’s case could go, the court did not 

wish to tie up the property under such uncertain 

circumstances. 

Conclusion 

As was evident in In re Gregg, a sale pursuant to section 

363(b) is always subject to final court approval.  This fact 

is crucial and must be taken seriously by any debtor 

looking to auction off property of the estate.  While 

auctions can, and often do, maximize value for the estate 

and produce purchasers that are ready, willing, and able 

to close, the auction itself does not necessarily equate to 

a sale of the property to the highest (or only) bidder.  The 

debtor must, among other things, be able to defend and 

justify the business reasons for and the terms of the sale.  



Weil Bankruptcy Blog Annual Review 

Weil, Gotshal & Manges LLP bfr.weil.com 49 

Free and Clear.  Not So Fast.  
Bankruptcy Court Claws Back 
Ability to Sell Distressed 
Assets Free and Clear of 
Claims and Interests 
Matthew Goren 

Distressed asset purchasers should be aware of a recent 

decision, In re Marko,
8
 in which the United States 

Bankruptcy Court for the Western District of North 

Carolina called into question a trustee’s ability to sell 

estate assets free and clear of certain claims and 

interests, including claims and interests held against co-

owners of the target assets. 

The dispute in that case centered on a lake house 

property that was co-owned by the debtors, Bruce and 

Elizabeth Marko, and Mr. Marko’s parents by joint tenancy.  

At the petition date, the property was subject to a secured 

mortgage debt of approximately $1.4 million. 

Prior to the commencement of the bankruptcy case, the 

property was offered for sale through a South Carolina 

auction house.  It was unclear whether the sale was 

authorized by all of the owners and whether an absolute 

sale was authorized.  The auction, however, proceeded, 

and a successful bidder was selected with a winning bid of 

$650,000, significantly less than the outstanding 

mortgage debt.  When the owners failed to appear at the 

closing to convey title, the putative purchaser commenced 

a suit against the co-owners, the auctioneer, and the 

mortgage lender in South Carolina state court seeking a 

variety of relief, including specific performance of his 

auction contract.  To complicate matters, a short time 

later, the mortgage lender commenced a foreclosure 

action against the property. 

The debtors, thereafter, commenced their chapter 7 

bankruptcy case, staying both the foreclosure and the 

putative purchaser’s state court action.  All parties agreed 

that there was no equity in the property to benefit 

creditors or the debtors. 

After a number of previous attempts failed to recognize 

any value for the estate on account of the property, the 
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trustee filed a motion seeking authority, pursuant to 

sections 363(b), (f), and (h) of the Bankruptcy Code, to sell 

the property to a third party for $1.0 million, free and clear 

of all liens and interests, including the putative 

purchaser’s specific performance and equitable lien 

claims.  In addition, the secured lender that now held the 

mortgage debt agreed to carve out $75,000 from the 

closing proceeds for the benefit of the estate.  As an 

alternative to the sale, the trustee also filed a motion 

seeking authority to abandon the estate’s interest in the 

property on the basis of a lack of equity and a desire to 

avoid continuing expense and liability for the same. 

In the sale motion, the trustee proposed to sell not just 

the debtors’ one-half interest in the property but also the 

interests of the parents, pursuant to sections 363(f)(2) and 

363(h) of the Bankruptcy Code, both of whom had 

consented to the sale.  With respect to other claim or lien 

holders, the trustee had the consent of the secured lender 

as required by section 363(f)(2).  With respect to the 

putative purchaser, however, the trustee asserted that his 

interests in the property were in “bona fide dispute” and, 

therefore, the trustee was permitted, pursuant to section 

363(f)(4), to sell the property, including the non-debtors’ 

ownership interests, free and clear of the putative 

purchaser’s alleged interests.  The putative purchaser 

objected arguing, among other things, that the sale would 

deny him the relief he was seeking in the South Carolina 

state court action, namely the right to have the property 

deeded to him by specific performance. 

Section 363(b) permits a trustee, after notice and a 

hearing, to use, sell, or lease property of the estate 

outside the ordinary course of the debtor’s business.  

Section 363(f)(4) provides that the trustee may sell 

property “free and clear of any interest in such property” if 

“such interest is in bona fide dispute….”  Section 363(h) 

allows a trustee, in certain circumstances, to sell both the 

estate’s interests and “the interests of any co-owner in 

property in which the debtor had, at the time of the 

commencement of the case, an undivided interests as a 

tenant in common, joint tenant, or tenant by the 

entirety….” 

Although the court conceded that the putative purchaser’s 

interests were in bona fide dispute, the court ultimately 

denied the sale motion, focusing instead on, and calling 

into question, the trustee’s ability to use section 363(f)(4) 

in connection with the provisions of section 363(h) to sell 
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the non-debtor, co-owners’ interests free and clear of the 

putative purchaser’s claims. 

After briefly examining the limited and conflicting case 

authority on point, the court, citing the Eighth Circuit 

opinion in Missouri v. Bankr. E.D. Ark.9 held that courts 

should “use the free and clear power with caution — 

meaning they should carefully consider their jurisdictional 

limitations — when the bona fide dispute concerns only 

the rights of third parties vis à vis one another and is not a 

dispute with the debtor.” 

The court held that because the parent co-owners could 

not have effectuated a sale free and clear of the putative 

purchaser’s claims under state law, a ruling in favor of the 

trustee would, effectively, extend bankruptcy relief to 

those non-debtor parties.  Accordingly, the court found the 

trustee’s ability to use section 363(f)(4) in conjunction 

with section 363(h) to sell property free of disputed liens 

on co-owners’ interests questionable. 

The court then went on to state that, even if such a power 

did exist, it should not be exercised based on the facts 

presented.  In support of its decision to deny the trustee’s 

motion, the court first took note of the fact that there was 

no equity in the property and the Bankruptcy Code 

generally contemplates that over encumbered property 

should not be sold.  The court also dismissed the 

argument that the sale proponents had manufactured 

$75,000 of equity via the carve-out in light of the legal 

quandaries and the parties’ demonstrated propensities to 

litigate.  The court then went on to state that a ruling in 

favor of the trustee would interfere with and change the 

course of the South Carolina state court action and, with 

no equity and multiple non-debtor parties, the state court 

action had the greater interest.  The court further noted 

that a sale would eliminate the putative purchaser’s 

prospective remedy of specific performance and limit his 

potential recovery in that action.  Finally, the court held 

that judicial economy dictated that it deny the sale motion 

and defer to the state court action.  Accordingly, the court 

denied the sale motion and granted the trustee’s 

abandonment motion. 

Although the outcome may have been different if there 

had been equity in the property for creditors, the decision 

does cloud the ability of parties to purchase distressed 
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assets in bankruptcy free and clear of all interests, 

including claims and interests against co-owners.  

Potential purchasers of distressed assets should take 

care to identify all potential claims that may impact their 

target assets, including those held against non-debtor co-

owners, before proceeding with any distressed asset sale.   
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In This Section: 
￭ Always Sunny in Adelphia – 

Bankruptcy Court Rejects DCF with 
Unreliable Projections, Drops Some 
Valuation Knowledge 

￭ Genco:  Dry Bulk Shipping 
Valuations No Longer Anchored to 
Discounted Cash Flow Method 

￭ Genco:  Future Earnings?  That 
Was Then; This Is Now 

￭ In Assessing Solvency, Beware the 
Unknown Unknowns 

Valuation 
In 2014, the Weil Bankruptcy Blog covered a number of decisions in which 

courts had to address questions of valuation at varying stages of bankruptcy 

cases, including in connection with avoidance action litigation and plan 

confirmation.  In Always Sunny in Adelphia – Bankruptcy Court Rejects DCF 

With Unreliable Projections, Drops Some Valuation Knowledge, we considered 

whether the discounted cash flow method of valuation was persuasive in the 

absence of management projections.  We learned about the differences 

between discounted cash flow analysis and net asset value analysis in our two 

posts about the Genco bankruptcy, Genco:  Dry Bulk Shipping Valuations No 

Longer Anchored to Discounted Cash Flow Method and Genco:  Future 

Earnings?  That Was Then; This is Now.  Finally, in In Assessing Solvency, 

Beware the Unknown Unknowns, we considered whether unknown or 

incorrect facts could be included in a valuation for the purposes of fraudulent 

transfer analysis. 
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Always Sunny in Adelphia – 
Bankruptcy Court Rejects DCF 
With Unreliable Projections, 
Drops Some Valuation 
Knowledge 
Doron Kenter 

As we’ve noted on several occasions,
1
 parties in interest in 

a bankruptcy case generally hope for “big money – no 

whammies” (“Think of Thanksgiving.  Everyone wants the 

biggest turkey possible (except, perhaps, the chef) but all 

bets are off when it’s time to wrestle over who gets a 

leg.”).
2
  Putting aside those with short positions and those 

who would like to exercise control at the fulcrum position, 

certain other parties want to show that they have but a 

small turkey – plaintiffs asserting actions to recover 

constructively fraudulent transfers.  In such a situation, 

the plaintiff must prove, among other things, that the 

transfers (i) were made while the debtor was insolvent or 

rendered the debtor insolvent; (ii) left the debtor with 

unreasonably small capital; or (iii) were made with the 

belief that the debtor would incur debts beyond its ability 

to satisfy those debts as they matured. 

Such was the case in a recent dispute between the 

Adelphia Recovery Trust and FPL Group.
3
  In attempting 

to collect any available assets for the Adelphia estate’s 

remaining beneficiaries, the recovery trust commenced an 

action seeking to recover $150 million that Adelphia paid 

FPL Group and one of its affiliates in connection with 

Adelphia’s repurchase in January 1999 of its own stock 

from FPL.  One of the central issues before the bankruptcy 

court was whether Adelphia was insolvent at the time of 

the challenged transfer.  Even though the district court 

had ruled that the bankruptcy court lacked final 

adjudicatory authority over the matter, the bankruptcy 

court’s proposed decision is a prime example of an 

exercise in complex valuation, especially in the context of 
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2
 In re Leslie Controls, Inc., 437 B.R. 493 (Bankr. D. Del. 2010). 

3
 In re Adelphia Commc’ns Corp., 512 B.R. 447 (Bankr. S.D.N.Y. 

2014). 

major corporate fraud and inaccurate or unreliable 

contemporaneous information. 

The facts of the underlying transaction are interesting in 

their own right, but time and space constraints prevent 

them from being fully repeated here.  For purposes of our 

analysis of this particular aspect of the bankruptcy court’s 

decision, suffice it to say that if Adelphia was solvent in 

January 1999, the recovery trust’s action to recover the 

$150 million paid to FPL would fail.
4
  Among other topics, 

Judge Gerber touched on the following aspects of the 

parties’ arguments in support of their respective 

valuations.   

Discounted Cash Flow Analysis Is Not Persuasive 
in the Absence of Accurate Projections or in the 
Presence of Fraud 

Perhaps the most important aspect of the valuation 

dispute and the court’s decision is the treatment of the 

Discounted Cash Flow (“DCF”) method of valuing Adelphia 

as of January 1999.  The DCF method is a common one in 

bankruptcy valuations and estimates an enterprise’s net 

present value by adding together (i) the projected 

unlevered cash flows for a certain number of upcoming 

years, discounted to present value based on the 

company’s weighted average cost of capital (“WACC”) and 

(ii) the company’s projected cash flows for the period 

thereafter in perpetuity (the “terminal” or “exit” value).  

Using this methodology, the recovery trust’s expert 

reached a total enterprise value of $2.538 billion before 

any adjustments – far less than the company’s liabilities, 

which the experts had valued between $3 billion and $3.9 

billion. 

The problem with DCF, however, is that it almost always 

relies upon management projections.  In Adelphia’s case, 

however, management projections were unavailable.  In 

any event, Judge Gerber found that any such projections 

would have been unreliable because they would have 

been generated by unreliable management, many of 

whom were subsequently convicted on multiple counts of 

fraud in connection with their management of the 

company.  Accordingly, the recovery trust’s expert 

generated his own cash flow projections for the company, 
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based on contemporaneous reports from two third-party 

analysts. 

Because of these deficiencies in management’s own 

projections, FPL’s expert declined to use a DCF analysis.  

The bankruptcy court agreed with that decision, observing 

that “[a]s a matter of common sense, DCF works best 

(and, arguably, only) [i] when a company has accurate 

projections of future cash flows, [ii] when projections are 

not tainted by fraud, and [iii] when at least some of the 

cash flows are positive.”  Arguably, there is some overlap 

between the first two of these premises (i.e., where 

projections are tainted by fraud, they will likely be 

inaccurate – or at least unreliable).  But in any event, 

because the fraud at Adelphia made historical financials 

and forward projections unreliable, the court concluded 

that the dispute before it was a “poster child” for a 

situation in which “the propriety of any use of DCF (and 

the weight DCF conclusions should be given)” becomes 

“debatable at best.” 

In light of that conclusion, the bankruptcy court was 

“surprised” by the recovery trust’s expert’s use of DCF 

alone, based only roughly on third-party projections for a 

“typical cable company.”  Moreover, the court questioned 

the recovery trust’s expert’s decisions to use certain 

assumptions from one third-party analyst selectively, 

while using different assumptions from another.  And even 

though the recovery trust’s expert made these choices out 

of necessity (rather than data manipulation), those 

choices “underscore[d] the excessively arbitrary, and 

ultimately speculative, nature” of the analysis.  

Consequently, the court concluded that, because of the 

fraud at Adelphia, “use of alternative established metrics 

would be superior to reliance on DCF – and especially to 

sole reliance on DCF.” 

Comparable Companies and Precedent 
Transactions 

Having dismissed DCF as a reasonable form of valuation 

methodology in the context of the fraud at Adelphia, 

Judge Gerber looked to the two methodologies employed 

by FPL’s expert – namely, “Comparable Companies” and 

“Precedent Transactions.”  The first methodology 

examines the value of comparable firms and then uses 

those firms’ metrics to project a value for the subject 

company.  In this case, FPL’s expert looked to the “Value 

per Subscriber” – a common valuation metric in the cable 

industry – of six comparable companies.  In light of the 

data for those peer companies, FPL’s expert selected a 

Value Per Subscriber for Adelphia at $3,024 per 

subscriber – which reflected a valuation in the lowest 

quartile of the comparable companies’ multiples – 

resulting in a valuation of Adelphia’s cable assets at 

$4.472 billion.  That value, plus a control premium of 

$376.4 million and cash of $156.1 million, amounted to a 

total unadjusted enterprise value of $5.004 billion. 

The Precedent Transactions methodology similarly 

derives an enterprise’s value from comparable companies, 

but derives its data from the purchase prices for 

comparable companies in connection with their mergers 

and acquisitions.  Those comparable transactions led 

FPL’s expert to assign a Value per Subscriber to Adelphia 

of $3,277, plus $156.1 million in cash, yielding a total 

unadjusted enterprise value of $5.001 billion. 

Market Cap 

Notably, the bankruptcy court did not simply accept either 

of these valuations.  Instead, it observed that all 

methodologies introduced in the dispute were 

“speculative” (though perhaps there was no alternative to 

some degree of speculation) and that both experts’ 

valuations were questionable, at least in certain respects.  

Indeed, the court noted that Adelphia’s market 

capitalization in January 1999, based on the market value 

of the company’s equity, was approximately $3.14 billion, 

before Adelphia’s fraud was disclosed (which, in all 

likelihood, would mean that Adelphia’s “true” market price 

would be materially lower than that amount).  In any 

event, the court reasoned that this $3.14 billion market 

cap demonstrated problems with both experts’ analyses.  

In the first instance, the court observed that the recovery 

trust’s expert had not demonstrated how the undisclosed 

fraud would have eliminated the entire $3.14 billion 

market cap, plus another $1 billion in asserted negative 

equity.  On the other hand, the court was perhaps more 

troubled by the valuation of FPL’s expert, which yielded a 

19% premium over Adelphia’s market cap.  The court 

therefore had “some difficulty” understanding how 

Adelphia’s value could ever exceed its market cap – 

particularly given that the as-yet-undisclosed fraud likely 

artificially increased Adelphia’s market cap beyond its 

true value at the time of the stock buyback. 

Based on this observation regarding Adelphia’s Market 

Cap, the court reached its own independent conclusions 

regarding Adelphia’s enterprise value and concluded that 
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Adelphia’s enterprise value exceeded its liabilities (even 

with other important adjustments described in detail in 

the court’s decision).  Accordingly, the court concluded 

that Adelphia was still solvent at the time of the 

challenged transaction. 

The Court’s Data 

Lastly (at least for now), we note that the court provided a 

chart as a guide to understanding its valuation as of the 

time of the challenged transfer.  Though it is not the first 

time a court has provided a similar demonstrative aid, it is 

a useful example of the calculations that are taken into 

account in a comprehensive valuation and may help 

parties in interest to understand certain courts’ decision-

making processes in connection with resolving valuation 

disputes. 

Genco:  Dry Bulk Shipping 
Valuations No Longer 
Anchored to Discounted Cash 
Flow Method 
Gabriel A. Morgan 

Discounted cash flow analysis is a mainstay among the 

valuation methodologies used by restructuring 

professionals and bankruptcy courts to determine the 

enterprise value of a distressed business.  Despite its 

prevalence, the United States Bankruptcy Court for the 

Southern District of New York recently concluded that the 

DCF method was inappropriate for the valuation of dry 

bulk shipping companies.  In re Genco Shipping & Trading 

Limited.
5
  Although the bankruptcy court merely applied 

existing law to the facts of the case, the decision in Genco 

could serve as precedent for the valuation of companies in 

other segments of the shipping industry, and other 

industries, that experience significant volatility in rates. 

Genco and the Prepackaged Plan of 
Reorganization 

Genco Shipping & Trading Limited is a leading provider of 

maritime transportation services for dry bulk cargoes 

such as iron ore, coal, grain, and steel products.  Through 

its subsidiaries, Genco owns and operates a fleet of 53 
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vessels, which it contracts out to third-parties under fixed-

rate or spot-market time charters. 

In April 2014, Genco and certain of its affiliates 

commenced cases under chapter 11 of the Bankruptcy 

Code.  It sought to implement a prepackaged plan of 

reorganization that would consensually restructure 

approximately $1.48 billion in secured and unsecured 

debt.  The Genco plan had the following key features: 

 Approximately $1.2 billion of secured debt would be 

converted into equity in the reorganized company. 

 New capital, in the amount of $100 million, would be 

invested through a fully-backstopped rights offering. 

 The maturities for two secured prepetition facilities 

would be extended. 

 Allowed general unsecured claims would be 

reinstated and paid in the ordinary course of 

business. 

 Existing equity holders would receive warrants for up 

to 6% of the equity in the reorganized company. 

The plan garnered unanimous approval from Genco’s 

secured lenders and holders of its unsecured convertible 

notes. 

The Genco plan was premised on an enterprise valuation 

between $1.36 billion and $1.44 billion.  The debtors 

derived this range of values from a “Net Asset Valuation” 

analysis, a methodology commonly applied to shipping 

companies in non-bankruptcy contexts.  An upcoming post 

will examine the bankruptcy court’s analysis of the NAV 

methodology in the bankruptcy context. 

Equity Committee Contested Genco Plan 
Valuation 

Less than three weeks into the bankruptcy, the U.S. 

Trustee appointed an equity committee, which was 

comprised of (i) Aurelius Capital Partners LP, (ii) Mohawk 

Capital LLC, and (iii) OZ Domestic Partners, LP (a/k/a Och 

Ziff). 

The equity committee objected to confirmation of the 

Genco plan.  It argued, among other things, that the 

debtors’ enterprise value was actually between $1.54 

billion and $1.91 billion.  The equity committee argued 

that, because the debtors were solvent under its 

valuation, existing equity holders were entitled to greater 

recoveries than those provided under the Genco plan.  The 
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equity committee derived its range of values from a 

weighted average of its DCF, comparable company, 

precedent transaction, and NAV analyses, weighting each 

at 37.5%, 37.5%, 10%, and 15%, respectively. 

Bankruptcy Court Rejected DCF Methodology for 
Dry Bulk Shippers 

To determine whether Genco’s enterprise value exceeded 

$1.48 billion, the amount at which existing equity holders 

would be entitled to any recovery, the bankruptcy court 

examined the testimony presented with respect to each of 

the four valuation methodologies.  The bankruptcy court 

concluded that there were “many good reasons that the 

DCF method should not be applied here” and considered 

only the remaining three methodologies, ultimately 

determining that the debtors’ value did not exceed $1.48 

billion. 

The bankruptcy court began its analysis of the DCF 

methodology by explaining it briefly, as follows: 

“A discounted cash flow analysis entails 

estimating the periodic cash flow that a company 

will generate over a discrete time period, 

determining the “terminal value” of the company 

at the end of the period, and discounting each of 

the cash flows and terminal value to determine 

the total value as of the relevant date.” 

Thus, even though a DCF analysis is a “traditional 

methodology,” it is of limited use when based on 

projections of future cash flows that are unreliable or 

difficult to ascertain.  The bankruptcy court found that 

accurate cash flow projections did not exist for Genco, and 

it observed that the parties agreed on this point.  In fact, 

the equity committee’s financial adviser testified that 

“shipping rates are volatile and the industry can be 

characterized as cyclical….”  In addition, the equity 

committee’s expert witness conceded that “[i]t is difficult 

to accurately forecast freight rates in drybulk shipping … 

[and that] the drybulk market is dynamic and volatile.” 

Interestingly, the bankruptcy court concluded not just that 

accurate projections were unobtainable in the case of 

Genco, specifically, but also for dry bulk shippers, 

generally.  The bankruptcy court observed that the DCF 

method is inappropriate for the dry bulk shipping market 

because it is volatile and highly fragmented, has low 

barriers to entry, and little differentiation exists among 

competitors, causing charter rates to fluctuate with 

supply and demand and making revenues unpredictable.  

The bankruptcy court further noted that its market-wide 

concerns were exacerbated in the case of Genco because 

Genco’s long-term charters are set to expire by October 

2014, leaving the company entirely exposed to market 

volatility through spot-rate charters. 

Equity Committee’s DCF Analysis Unpersuasive 
for Additional Reasons 

Although the bankruptcy court found that “the volatility of 

the [dry bulk] industry is a sufficient basis by itself to 

reject a DCF analysis,” it proceeded to identify a number 

of particular problems that made the equity committee’s 

DCF analysis unpersuasive. 

First, the bankruptcy court noted that the equity 

committee’s heavy reliance on its DCF analysis was 

internally inconsistent because the assumptions about 

future industry performance underlying that analysis were 

based on reports from equity analysts, most of whom did 

not utilize the DCF method in reaching their conclusions.  

Second, in written materials presented to Och Ziff prior to 

the bankruptcy filing, the financial adviser to the equity 

committee noted that the DCF method was not commonly 

used to value companies in the shipping industry.  The 

bankruptcy court also noted that, before being retained by 

the equity committee, the financial adviser to the equity 

committee prepared pitch materials for the debtors in 

which it estimated a shortfall in Genco’s collateral value.  

The bankruptcy court made clear that it did not rely on 

this fact in reaching its decision, but mentioned it and 

other, similar statements that undermined the credibility 

of the testimony presented by the financial adviser to the 

equity committee.  Third, the equity committee’s 

argument that DCF analyses were used in fairness 

opinions issued in connection with certain maritime M&A 

transactions was not compelling because other evidence 

suggested that those transactions focused more on the 

NAV methodology for purposes of valuation, and there 

was conflicting testimony on the usefulness of fairness 

opinions in the context of a contested hearing on 

valuation.  Finally, the bankruptcy court found that the 

testimony presented by the equity committee’s expert 

witness regarding shipping rate forecasts was 

“unpersuasive and less credible than that” presented by 

the debtors’ expert. 



Weil Bankruptcy Blog Annual Review 

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

Lessons Learned 

The prospective nature of the DCF method often allows 

parties to advocate for higher valuations on subjective 

and/or intangible grounds.  The Genco decision is 

significant because it establishes a clear precedent 

rejecting the DCF method when determining the 

enterprise value of dry bulk shipping companies in 

bankruptcy.  This precedent may reduce the leverage of 

parties, such as equity holders, that would benefit from a 

higher valuation of a dry bulk shipper. 

The decision, however, will likely have farther-reaching 

consequences.  Dry bulk is just one segment of the larger 

shipping industry, and many other segments share the 

characteristics that the bankruptcy court cited to support 

its conclusion that accurate projections were 

unobtainable.  Similarly, shipping is not the only industry 

with notable volatility; other industries may soon become 

the next port of call for the Genco decision. 

Genco:  Future Earnings?  That 
Was Then; This Is Now 
Gabriel A. Morgan 

Bankruptcy courts typically rely on three valuation 

methods to determine a debtor’s enterprise value:  

comparable company analysis, precedent transaction 

analysis, and discounted cash flow analysis.  As we 

previously reported, the United States Bankruptcy Court 

for the Southern District of New York recently concluded 

that the DCF method was inappropriate for the valuation 

of dry bulk shipping companies because rate volatility 

obscured future cash flows.  In re Genco Shipping & 

Trading Limited.
6
  In the same decision, the bankruptcy 

court accorded substantial weight to a fourth, asset-based 

method:  Net Asset Valuation.  As with its holding with 

respect to the DCF method, the bankruptcy court’s 

decision to consider the NAV method could easily serve as 

precedent for the valuation of companies in other 

segments of the shipping industry, as well other industries 

that experience significant volatility in rates. 
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Background and Facts 

Salient facts regarding Genco and the significant events in 

its bankruptcy case can be found in our July 24, 2014 

post. 

To recap, Genco had approximately $1.48 billion in claims 

to be paid in full before equity holders would recover 

anything under the absolute priority rule.  Genco 

submitted a prepackaged plan of reorganization, which 

was premised on an enterprise valuation between $1.36 

billion and $1.44 billion.  Genco’s secured lenders and 

holders of unsecured convertible notes unanimously 

approved the plan, but the equity committee objected to 

confirmation.  The equity committee argued, among other 

things, that the debtors’ enterprise value was actually 

between $1.54 billion and $1.91 billion. 

Whereas the debtors’ valuation relied entirely on the NAV 

analysis, the equity committee’s valuation was the 

weighted average of its DCF, comparable company, 

precedent transaction, and NAV analyses.  To determine 

whether Genco’s enterprise value exceeded $1.48 billion, 

the bankruptcy court examined the testimony presented 

by both sides with respect to each of the four valuation 

methodologies.  In the end, the bankruptcy court found 

that Genco’s enterprise value did not exceed $1.48 billion, 

and, therefore, the debtors’ plan did not give creditors a 

recovery greater than 100% of their claims and could be 

confirmed. 

Debtors’ Net Asset Value Analysis 

The bankruptcy court described the NAV method as 

process of adding together the value of a company’s 

assets.  Here the bulk of the asset value was in the 

debtors’ vessels, but they had other assets as well, such 

as equity stakes in other companies, service contracts, 

and cash on hand.  To establish vessel values, the debtors 

turned to a variety of sources, including vessel appraisals 

from Marsoft and two unidentified shipbrokers, as well as 

VesselsValue, a recognized source of vessel value data.  

At trial, the debtors’ expert on vessel valuation was from 

Maritime Strategies International, and he used three 

approaches in his overall assessment. 

The first approach was “econometric modeling,” in which 

the expert valued vessels “on the basis of their earning 

power, which changes depending on market 

fundamentals.”  The second approach was a “time series” 

analysis, in which the expert derived vessel values after 
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considering benchmarks, such as price, earnings, and 

operating costs, for the applicable classes of dry bulk 

vessels as “measured at successive points in time to 

extract characteristics of the data.”  The third approach 

was a “last done” analysis, in which the expert considered 

recent sales and “market intelligence” on comparable 

vessels and made adjustments for the particular vessels 

in question.  As part of his assessment, the debtors’ expert 

made adjustments to vessel values for the length of time 

before special and immediate surveys and based on 

engine make and model, the country and shipyard in 

which the vessel was built, vessel design and/or 

configuration, and a vessel’s desirability relative to 

similarly classed vessels.  The debtors’ expert concluded 

that the aggregate “charter free market value” for Genco’s 

fleet was $1.21 billion. 

On top of that, the debtors’ financial advisor then added 

the following: 

 $40 million for net working capital, 

 $98 million for equity stakes in other companies, 

 $40 million for service contracts, and 

 $4 million for other fixed assets. 

In the end, the debtors’ NAV analysis produced an 

enterprise value between $1.36 billion and $1.44 billion, 

leaving equity holders out of the money. 

Bankruptcy Court Adopts Net Asset Value 
Methodology for Dry Bulk Shippers 

The equity committee did not challenge the substance of 

the debtors’ NAV analysis.  Rather, it argued that the 

debtors’ asset-based methodology undervalued Genco as 

a going concern because it did not “fully account for all 

the tangible and intangible value of Genco’s corporate 

franchise, experienced management team, and future 

cash flows, which are the hallmarks of true going-concern 

enterprise valuation derived from traditional 

methodologies….” 

The bankruptcy court agreed that the NAV method should 

not be the “exclusive basis” for establishing the Genco’s 

enterprise value.  It disagreed, however, with the equity 

committee’s “dismissive attitude” toward the NAV method 

(only 15% of its weighted average) and concluded that 

NAV was not only an appropriate method under the 

circumstances but deserved “substantial weight” due the 

nature of dry bulk shipping.  Specifically, the bankruptcy 

court cited the debtors’ testimony and the treatise 

Maritime Economics to find that the dry bulk market “is 

competitive, highly fragmented, and has low barriers to 

entry” and resembles the perfect competition model 

developed in classical economics.  Because “companies 

keep investing until marginal cost equals price and in the 

long term marginal cost is the cost of capital,” the 

bankruptcy court concluded that the asset-based NAV 

method was “highly probative.” 

The bankruptcy court further observed that the handful of 

comparable transactions identified by the parties 

corroborated the bankruptcy court’s conclusion because 

the indicative values in those transactions were “at or very 

near NAV.” 

Lessons Learned 

The bankruptcy court’s decision to accord substantial 

weight to the NAV method is particularly interesting in 

light of its decision to reject the DCF method because both 

methods rely on projections of future cash flows.  The 

DCF method projected the future cash flows from 

operation of the debtors’ vessels and discounted those 

amounts to obtain a present value.  The NAV method 

added together market values for the debtors’ vessels, 

which values are a function of expected future cash flows 

from operation of each vessel.  Indeed, each of the three 

NAV “approaches” utilized by the debtors’ expert on 

vessel values considered the earning power of the 

debtors’ vessels. 

The bankruptcy court appears to address the discrepancy 

by adopting the debtors’ explanation that the NAV method 

is “based on independent appraisals that incorporate an 

impartial assessment of the broadest, most concrete 

consensus regarding future earnings.”  Yet, it does not 

explain how the “concrete consensus regarding future 

earnings” for the NAV analysis affected its determination 

that “[n]o accurate projections exist in this case” for the 

DCF analysis and its conclusion that the “volatility of the 

[dry bulk] industry is a sufficient basis by itself to reject a 

DCF analysis.”  If rate volatility truly undermined the 

ability to project future earnings, vessel values based on 

market consensus regarding future earnings should also 

be inaccurate. 

The bankruptcy court’s decision is also significant because 

it may extend well beyond the original context.  As with its 
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rejection of the DCF method for dry bulk shippers, the 

bankruptcy court’s decision turns on particular features of 

the dry bulk shipping market that can be observed both in 

other shipping segments as well as other industries.  

Thus, the Genco decision may offer precedent, or at least 

instruction, on the use of asset-based valuation methods, 

which will guide parties that would benefit from the lower 

enterprise values those methods generally produce. 

In Assessing Solvency, 
Beware the Unknown 
Unknowns 
Kyle J. Ortiz 

Donald Rumsfeld might sum up a recent decision
7
 by 

Judge Isgur out of the United States Bankruptcy Court for 

the Southern District of Texas as follows:  “We also know 

there are known unknowns; that it to say we know there 

are some things we do not know.  But there are also 

unknown unknowns – the ones we don’t know we don’t 

know.”  Little did we know that this sentiment could be 

applied to evaluating a company’s solvency in the context 

of a fraudulent transfer analysis. 

In TTC Plaza, the chapter 7 trustee commenced an 

adversary proceeding alleging that certain prepetition 

transfers made by the debtor in March 2011 were 

fraudulent under section 24.006(a) of the Texas Business 

and Commerce Code.
8
  Judge Isgur held a trial on the 

threshold issue of whether the debtor was insolvent at the 

time of the March 2011 transfers.  The definition of 

insolvency under Texas law is that “[a] debtor is insolvent 

if the sum of the debtor’s debts is greater than all of the 

debtor’s assets at a fair valuation.”  This definition closely 

mirrors the Bankruptcy Code’s definition in section 

101(32) of the Bankruptcy Code, which defines insolvency 

as a “financial condition such that the sum of [the] entity’s 

                                                             
7
 Williams v. Wu (In re TTC Plaza Ltd. P’ship), 2014 WL 3057555 

(Bankr. S.D. Tex. July 7, 2014). 

8
 A transfer made or obligation incurred by a debtor is fraudulent 

as to a creditor whose claim arose before the transfer was made 

or the obligation was incurred if the debtor made the transfer or 

incurred the obligation without receiving a reasonably equivalent 

value in exchange for the transfer or obligation and the debtor 

was insolvent at that time or the debtor became insolvent as a 

result of the transfer or obligation. 

debts is greater than all of [its] property, at a fair 

valuation.” 

Judge Isgur summarized the Fifth Circuit standard for 

assessing fair value as being determined “by estimating 

what the debtor’s assets would realize if [the assets] 

were sold in a prudent manner” under the “market 

conditions” present on “the date of the challenged 

transfer.”  Although the debtor’s March 2011 balance 

sheet showed the debtor’s assets exceeded its liabilities, 

the chapter 7 trustee argued, and Judge Isgur ultimately 

agreed, that the assets listed on the March 2011 balance 

sheet were overvalued and that the debtor was actually 

insolvent at the time of the transfers.  In addition to a 

number of receivables on the March 2011 balance sheet 

that the chapter 7 trustee was able to demonstrate the 

debtor had no real prospect of collecting, the chapter 7 

trustee pointed to the eventual postpetition April 2012 

sales price for the debtor’s primary asset, a piece of real 

property, to argue that the value of the property as listed 

on the debtor’s March 2011 balance sheet should be 

reduced for purposes of the solvency determination.  

Although the eventual buyer of the property was originally 

willing to purchase the property at an amount near the 

value listed on the debtor’s March 2011 balance sheet, the 

sales price ended up being reduced after a neighbor 

refused to grant the buyer ingress/egress rights over its 

land to permit access to the property from a second road.  

Lack of access from a second road required the buyer to 

reduce the scope of its planned project for the property 

and forced the chapter 7 trustee to lower the sales price. 

In determining the proper valuation to give to the property 

for purposes of the insolvency question, Judge Isgur held 

that “[t]he best evidence of the fair market value of the 

property as of March 2011 [was] … the purchase price 

obtained for the property in 2012.”  Even though the 

ingress/egress problem was not discovered until the 

property was sold, Judge Isgur found it appropriate to use 

the 2012 sales price (which factored in the ingress/egress 

problem) to determine the March 2011 value of the 

property, because the ingress/egress problem 

nonetheless existed at the time of the transfers.  Judge 

Isgur went on to note that the defendant did not present 

any evidence to demonstrate that the chapter 7 trustee 

obtained less than fair market value from the sale of the 

property or that any changes to the real estate market 

occurred between March 2011 and April 2012 “that would 

have affected the fair market value of the property.” 
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At first glance (but as we shall see, only at first glance), 

Judge Isgur’s willingness to use hindsight to consider 

facts unknown to the debtor and the transferees at the 

time of the allegedly fraudulent transfers appears to be a 

departure from the standard in certain other districts.  For 

instance, in Iridium Operating,9 Judge Peck rejected the 

use of hindsight in “valuing a company’s pre-bankruptcy 

assets.”  In Iridium, Judge Peck held that the market value 

of a startup company (that had yet to commence 

commercial operation) as determined by the value of its 

publicly traded securities at the time of certain allegedly 

fraudulent transfers was the best indicator of value.  

Judge Peck refused to use hindsight to factor into the 

valuation the fact that once the startup company 

commenced operations, it was an immediate commercial 

failure that never turned a profit and quickly fell into 

chapter 11.  Judge Peck held that the market value as 

determined contemporaneously with the allegedly 

fraudulent transfers was the best indicator of value even if 

it turned out to “be an unreliable indicator of future fair 

market value” in hindsight. 

Although one judge seemingly was willing to use 

hindsight and the other was not, Judge Peck and Judge 

Isgur’s decisions, upon closer examination, are actually 

complementary.  The following passage from Judge 

Peck’s Iridium opinion demonstrates how the two 

decisions may be reconciled: 

When determining the value of a company’s 

assets prepetition, it is not improper hindsight for 

a court to attribute “current circumstances” 

which may be more correctly defined as “current 

awareness” or “current discovery” of the 

existence of a previous set of circumstances.  

Such value, however, must be determined as of 

the time of the alleged transfer and not at what 

assets turned out to be worth at some time after 

the bankruptcy intervened. 

The key distinction is between facts used to make a 

valuation that turned out to be wrong and facts that were 

present at the time of the transfers but were left out of an 

earlier valuation because they were unknown.  In Iridium, 

Judge Peck relied upon a contemporaneous market 

valuation that reflected the value of the company as 

                                                             
9
 Iridium Operating LLC v. Motorola, Inc. (In re Iridium Operating 

LLC), 373 B.R. 283 (Bankr. S.D.N.Y. 2007). 

determined by the market with full knowledge of the 

factors that ultimately led to Iridium’s demise.  Market 

participants were aware of the factors when determining 

the value of Iridium, but didn’t fully appreciate how fatal 

those factors were to the future business prospects of 

Iridium.  In TTC Plaza, on the other hand, the valuation on 

the March 2011 balance sheet did not account for the 

ingress/egress problem at all even though the problem 

existed (albeit unknown to the parties to the transfers) at 

the time of the transfers. 

Thus, when reading the two cases together, a hindsight 

rule begins to take shape.  It is inappropriate to use 

hindsight to second guess a valuation made with full 

information even if such valuation turns out to be overly 

optimistic about future prospects (we might consider 

these the known unknowns).  It is appropriate to use 

hindsight, however, when a fact that results in a lower 

valuation of the property and existed at the time of the 

transfer, but was not factored into the valuation because it 

was unknown to the debtor, is later uncovered (these are 

the unknown unknowns).  Put simply, courts are unwilling 

to second guess valuations made with full information, but 

are willing to factor in newly introduced information that 

was left out of a valuation even if it was unknown to the 

parties at the time of the transfer. 

Thus, when conducting a solvency analysis in connection 

with evaluating fraudulent transfer risk, as Rumsfeld 

famously cautioned, it’s not necessarily the “known 

unknowns” that you need to worry about, but the 

“unknown unknowns.” 
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Plans and Plan Releases 
There was no shortage of interesting decisions regarding plan confirmation in 

2014.  Our post Recent Bankruptcy Court Decision Renews Debate Over 

Artificial Impairment discussed important issues for secured lenders involving 

artificial impairment and the new value exception to the absolute priority rule.  

We also wrote on decisions denying confirmation of a debtor’s plan for unduly 

shifting reorganization risk to certain secured creditors and for failing to 

identify individuals expected to serve as directors or officers of the reorganized 

debtors that comply with section 1129(a)(5)(A)(ii)’s requirement that such 

appointments be consistent with the interest of the debtor’s stakeholders and 

public policy.  Plan releases were another hot topic last year.  The Fourth 

Circuit provided a step-by-step guide to debtors seeking approval of third-

party releases in In re Taneja, emphasizing the importance of the specific and 

substantial evidence necessary to justify the release.  Not to be outdone, the 

Third Circuit weighed in on the topic in In re Lower Bucks Hospital, reminding 

debtors that the failure to clearly and conspicuously disclose third-party 

releases can result in their excision from a confirmed plan.  Judge Lane also 

provided guidance on the appropriate scope of third-party releases in In re 

Genco Shipping & Trading Limited, okaying releases of third-party claims held 

by holders of unimpaired claims or equity interests but nixing releases arising 

out of a restructuring support agreement or plan negotiations alone.  Finally, 

our post on In re DocAssist LLC discussed the court’s holding that a debtor 

cannot use a chapter 11 plan to circumvent restrictions in its organizational 

documents. 
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Release Me!  Release Me!:  
S.D.N.Y Bankruptcy Court 
Upholds Certain 
Non-Consensual Non-Debtor 
Releases Granted By 
Unimpaired Creditors and 
Equity Holders 
Frank Grese 

One topic we regularly write about on the Bankruptcy 

Blog is releases — especially third-party releases.  The 

topic of third-party releases is often controversial, and 

circuits disagree about the extent to which they are 

permissible, if at all.  In a recent memorandum opinion 

confirming the chapter 11 plan of drybulk shipper Genco 

Shipping and its debtor affiliates, the Honorable Sean 

Lane of the United States Bankruptcy Court for the 

Southern District of New York in In re Genco Shipping & 

Trading Limited, et al. waded into the controversy by 

considering the appropriateness of third-party releases — 

and non-consensual ones at that. 

Background 

The Genco plan provided for certain standard releases 

and exculpations, including releases granted by the 

debtors and exculpation for released parties, which were 

not opposed by any party in interest.  In addition, the plan 

included non-debtor releases granted by certain non-

debtor third parties, including, among other parties, 

parties holding unimpaired claims and equity interests, 

who were deemed to accept the plan and, thus, not 

entitled to vote on the plan.  Among the non-debtor 

parties to be released under the plan were the prepetition 

agent and lenders under the debtors’ three credit 

facilities, convertible noteholders and their indenture 

trustee, and parties agreeing to backstop the debtors’ 

rights offering.  The U.S. Trustee and the official 

committee for equity holders objected to such third-party 

releases.  The U.S. Trustee objected to the extent holders 

of claims did not affirmatively consent to these releases 

and argued that a release granted solely because a party 

was deemed unimpaired under a plan violated section 

1124(1) of the Bankruptcy Code (which sets forth the 

conditions under which a class of claims is impaired) 

because by requiring that an unimpaired holder of a claim 

or interest grant a release, the holder is, in effect, 

relinquishing certain legal rights and, therefore, is not in 

fact “impaired.”  The equity committee objected on the 

grounds that equity holders were not given the 

opportunity to vote, the releases were non-consensual, 

and otherwise failed to satisfy the requirements under 

Second Circuit law.  In particular, the equity committee 

argued that no mechanism was established to allow an 

equity holder to exercise a right to opt-out of the releases. 

In support of the releases, the debtors noted that no party, 

including the equity committee or the U.S. Trustee, 

identified any actual third-party claim that was being 

released by the parties that were not entitled to vote.  

With respect to unimpaired creditors, the debtors said that 

it would be difficult to imagine what possible remaining 

claims they could have when they were being paid in full 

under the plan.  As to equity holders, the debtors 

hypothesized that the only claim an equity holder might 

have would be against directors and officers or certain 

creditors, but, they noted, such claims were almost 

certain to be estate causes of action being released by the 

debtors, without regard to third-party releases.  In 

addition, the debtors noted that the third-party releases 

under the plan were being granted “to the fullest extent 

permissible under applicable law” and that courts in the 

S.D.N.Y. have found this qualification acceptable and have 

held that a plan is confirmable with such a qualification 

even if it provides for impermissible, non-consensual 

third-party releases.  The debtors also characterized the 

binding of unimpaired creditors who did not vote on the 

plan as an unremarkable feature of any non-consensual 

third-party release and cited certain S.D.N.Y. cases 

approving similar treatment.  Finally, the debtors 

dismissed the U.S. Trustee’s “novel” section 1124 

argument as irrelevant arguing that section 1124 applies 

to a class of claims or interests against the debtor as 

opposed to claims against third parties. 

Analysis 

After considering the arguments, the court concluded that 

the non-consensual third-party releases were permissible 

so long as the Second Circuit standard set forth in 

Metromedia was satisfied.  The Metromedia standard 

looks to (i) whether the releases are important to a 

debtor’s plan; (ii) the claims are channeled to a settlement 

fund rather than extinguished; (iii) the enjoined claims 
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would indirectly impact the debtor’s reorganization by way 

of indemnity or contribution; (iv) the released party 

provides substantial contribution; or (v) whether the plan 

otherwise provides for full payment of the enjoined 

claims.  The Second Circuit has stated that the 

Metromedia standard is not a matter of factors or prongs, 

but, instead, requires a finding of unique circumstances.  

The court agreed in part with the U.S. Trustee that just 

because a party’s claim or interest is classified under a 

plan as unimpaired does not mean that the party should 

automatically be deemed to have granted a release when 

the Metromedia standard is not met.  The court then 

proceeded to analyze the releases under the Metromedia 

standard. 

First, the court approved all consensual releases under 

the plan — i.e., by parties that expressly consented to 

grant the releases or were deemed to have done so 

through their ability to “check the box” on the plan’s voting 

ballots.  The court noted that this includes those who 

voted in favor of the plan and those who voted to reject 

the plan but failed to opt out from granting the release 

provisions.  Second, the court approved all third-party 

releases for claims that would trigger indemnification or 

contribution claims against the debtors, explaining that 

the purpose of such releases is to align with 

indemnification obligations of the debtors that existed 

before the filing of the bankruptcy such as indemnification 

obligations under employment agreements, bylaws, or 

loan agreements.  The court, however, refused to extend 

its ruling to indemnification obligations that arose out of 

plan negotiations or negotiations surrounding the 

restructuring support agreement executed by the debtors, 

the vast majority of their secured creditors, and holders of 

unsecured convertible notes.  The court reasoned that 

granting such releases would allow parties to create 

indemnification obligations simply to gain the protection of 

a third-party release and quoted case law reaching a 

similar conclusion on the grounds that the law would be 

turned on its head if parties could require a third-party 

release as a condition to a restructuring agreement or 

plan and circumvent the general rule that non-debtor 

third-party releases are proper only in rare cases.  Third, 

the court approved third-party releases as to those parties 

who provided substantial consideration to the 

reorganization by (i) agreeing to forego consideration to 

which they would otherwise be entitled and providing a 

distribution of warrants to existing equity holders; (ii) 

providing new value to the debtors by agreeing to 

backstop a rights offering; or (iii) agreeing to receive equity 

in exchange for debt.  The court found that these 

concessions are “precisely the types of circumstances and 

‘give-ups’ that meet the requirements of Metromedia, in 

return for which it is appropriate to grant the [third-party 

releases],” and are important to implementation of the 

plan. 

Conclusion 

Genco’s ruling — that a plan can require holders of 

unimpaired claims or equity interests to grant a release to 

non-debtors even when such parties were not entitled to 

vote on the plan and did not otherwise consent to, or have 

an opportunity to opt-out of, granting such a release — is 

noteworthy because it was presented to the court as a 

novel issue that no prior case law had addressed.  Another 

noteworthy aspect of the ruling is the court’s refusal to 

approve third party-releases that arose only out of a 

restructuring support agreement or plan negotiations. 

The court’s ruling on third-party releases is not the only 

significant aspect of the Genco confirmation opinion — 

there were also noteworthy conclusions on valuation, 

including the court’s conclusion that the discounted cash 

flow methodology is not appropriate in the drybulk 

shipping context. 

Common-Law Cramdown:  The 
Prohibition on Undue Risk 
Shifting 
Scott Bowling· 

A chapter 11 cramdown plan must be “fair and equitable” 

to each dissenting impaired class.  The Bankruptcy Code 

does not fully define the term “fair and equitable,” 

however.  Restructuring practitioners often use the term 

as casual shorthand for a plan that fulfills the 

requirements of section 1129(b)(2) of the Bankruptcy 

Code.  But section 1129(b)(2) does not contain an 

exhaustive list.  Rather, “the condition that a plan be fair 

and equitable” merely “includes” the requirements of 

section 1129(b)(2), and the word “includes” is open ended.
1
  

This raises the question:  what other substantive 

                                                             
1
 
 
See 11 U.S.C. § 102(3) (“‘includes’ and ‘including’ are not 

limiting”). 
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requirements must a cramdown plan satisfy to be 

considered “fair and equitable” to dissenting impaired 

classes? 

Courts interpreting section 1129(b) have developed a 

number of substantive components of the “fair and 

equitable” requirement that do not exist in the text of the 

Bankruptcy Code.  Some of these components are well 

settled.  For example, no one disputes the absolute 

priority rule’s corollary that no creditor can be paid more 

than the value of its claim.  Perhaps the most-discussed 

“fair and equitable” component is the “new value” 

corollary to the absolute priority rule.  But other 

components of the “fair and equitable” requirement are 

less well known and less well settled. 

One relatively unsettled “fair and equitable” component is 

known as the prohibition on “undue risk shifting” — the 

concept that a plan may allocate so much of the post-

effective-date risk of the debtor’s reorganization to a 

secured creditor class that the plan is literally either 

unfair or inequitable to that class.  Undue risk shifting may 

render a plan unconfirmable under section 1129(b)(1) even 

if the plan complies with section 1129(b)(2).  The concept 

originated in cases long predating Till v. SCS Credit Corp.,2 

and it applied particularly to chapter 11 plans involving 

negative-amortization provisions.  In re D & F Construction 

Inc. is perhaps the classic discussion of undue risk 

shifting.  But, post-Till, courts continue to deny 

confirmation of plans that unduly shift the risk of the 

debtor’s reorganization to other parties.  In re Premiere 

Hospitality Group, Inc.,3 
a recent decision from the United 

States Bankruptcy Court for the Eastern District of North 

Carolina, illustrates how courts apply this common-law 

cramdown requirement. 

Factual Background 

In Premiere Hospitality Group, the debtor, a hotel 

operator, sought to cram down its chapter 11 plan on its 

secured creditor class.  That class consisted only of the 

claim of BB&T Bank.  BB&T held a claim for $2.05 million 

(plus postpetition interest and attorneys’ fees) secured by 

a $2.4 million leasehold interest in the hotel property.  

                                                             
2
 
 
541 U.S. 465 (2004). 

3
 
 
Case No. 13-02145-8-RDD, 2013 WL 6633428 (Bankr. E.D.N.C. 

Dec. 16, 2014). 

Under the debtor’s plan, BB&T would have retained its 

lien and received a new $2.05 million debt obligation with 

the following characteristics: 

 interest at 4.75% per annum; 

 a 10-year maturity; and 

 a 30-year amortization schedule with a balloon 

payment at maturity. 

BB&T objected on eleven separate grounds, including that 

the plan was not fair and equitable because the loan 

terms were substantively unreasonable to BB&T.  At the 

confirmation hearing, the evidence showed that (i) the 

debtor would have been unable to obtain a loan in the 

market; (ii) a 6.25-6.5% interest rate would have been 

more reasonable; and (iii) a 20-year amortization schedule 

would have been more reasonable. 

The Court’s Analysis 

The court denied confirmation, explaining that the 

requirements of section 1129(b)(2) “are not exclusive.  

Even if a plan meets the standards of [section] 1129(b)(2), 

it can still be considered not ‘fair and equitable’ and, 

therefore, nonconfirmable….  [T]he plan must literally be 

fair and equitable.”  The court held that the Premiere 

Hospitality Group debtor’s plan was not fair and equitable 

because, regardless of the requirements of section 

1129(b)(2), the debtor’s treatment of BB&T’s secured 

claim allocated too much post-confirmation risk to BB&T 

for it to be “literally” fair and equitable under section 

1129(b)(1).  In particular, the court found that the “lengthy 

period of amortization” was “not a reasonable market 

term for a loan of this nature” and that “the ten (10) year 

balloon [was] not reasonable and [was] inconsistent with 

the market terms for loans of similar businesses.” 

Other Courts May Apply the Same Legal Standard 

Undue risk shifting is not a universal concept, but courts 

across jurisdictions have adopted it.  For example, at least 

one bankruptcy court in the District of Delaware
4 

has 

                                                             
4
 
 
See In re VIP Moto Lodge, Inc., 133 B.R. 41, 45 (Bankr. D. Del. 

1991) (“Here, VIP attempts to provide fair and equitable 

treatment to the Bank primarily through deferred cash payment 

amortized over a 30-year term under subsection (b)(2)(A)(i) at a 

10% interest rate.  Nevertheless, the length of time for which 

payments are deferred under the plan is simply too long.”). 
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denied confirmation of a plan based on undue risk shifting.  

Courts in the Southern District of New York do not appear 

to have adopted the prohibition on undue risk shifting, but 

one bankruptcy court has noted
5 

that the requirements of 

section 1129(b)(2)(A) are a “minimum” standard for 

treating a secured creditor class fairly and equitably.  At 

least three bankruptcy court decisions from the Eastern 

District of New York have relied on the prohibition on 

undue risk shifting to deny confirmation of chapter 11 

plans
6 

and to allow a secured creditor to foreclose on its 

collateral.
7
  The bankruptcy court for the District of New 

Jersey
8 

has expressly stated, “To be confirmed, a plan 

may not treat a dissenting class unfairly, and must not 

unduly shift the risk of reorganization.” 

Premiere Hospitality Group and cases like it demonstrate 

that courts continue to deny confirmation of cramdown 

plans that involve undue risk shifting, regardless of 

whether those plans appear to comply technically with 

the express language of section 1129(b)(2). 
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Recent Bankruptcy Court 
Decision Renews Debate Over 
Artificial Impairment 
Matthew Goren  

Real estate lenders should be aware of a recent decision,
9
 

In re RAMZ Real Estate Co., LLC, in which the United 

States Bankruptcy Court for the Southern District of New 

York held that a class of claims consisting solely of a 

secured tax claim was impaired for purposes of voting on 

a debtor’s chapter 11 plan where the plan provided for the 

full payment of the tax claim but allowed for the payment 

of postpetition interest at less than the statutorily 

provided interest rate, and that such impairment was not 

artificial for purposes of satisfying the requirements of 

section 1129(b) of the Bankruptcy Code. 

Background 

In RAMZ Real Estate, the debtor owned two pieces of 

commercial real property in upstate New York.  One of the 

properties, a mixed-use building located in Kingston, New 

York, was encumbered by a first mortgage in favor of 

Community Preservation Corporation in the amount of 

$744,000.  The debtor commenced its chapter 11 case 

after Community Preservation brought a foreclosure 

action in state court.  Approximately eight months after 

the commencement of the chapter 11 case, the court 

entered an order valuing the Kingston property at 

$485,000, significantly less than the outstanding 

mortgage debt. 

When the debtor eventually filed its chapter 11 plan, the 

plan provided for the treatment of seven classes of claims 

– three of which were impaired under the plan.  Class 3 

consisted of the secured portion of Community 

Preservation’s claim.  Community Preservation’s 

deficiency claim was unsecured and classified under the 

plan, pursuant to section 506(a) of the Bankruptcy Code, 

along with the debtor’s other unsecured claim in Class 6.  

Community Preservation did not elect to have its entire 

claim treated as secured pursuant to section 1111(b)(2) of 

the Bankruptcy Code.  The debtor’s plan provided for a 

distribution of approximately ten (10%) percent to the 

holders of claims in Class 6 over the course of sixty 
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months.  Finally, Class 4 consisted solely of a secured 

property tax claim held by the Ulster County, New York. 

Class 7, which was unimpaired under the plan, contained 

the interests of the Debtor’s sole existing equity holder.  

Pursuant to the plan, the debtor’s existing equity holder 

was to retain 100% of his ownership interest although he 

would not receive any dividends or payments under the 

plan.  The other classes of claims treated under the 

debtor’s plan consisted of claims that were either paid in 

full and expunged by prior order or unimpaired and, thus, 

not entitled to vote under the plan. 

Community Preservation voted to reject the debtor’s plan 

both for its Class 3 secured claim and its Class 6 

unsecured claim.  As Community Preservation controlled 

the vote of Class 3 and Class 6, both of those classes 

rejected the plan leaving Class 4, comprised of Ulster 

County’s tax claim, as the only impaired class of creditors 

voting to accept the debtor’s plan. 

Community Preservation filed an objection to confirmation 

of the debtor’s plan arguing, among other things, that the 

plan contained classes that were artificially impaired and 

the plan violated the absolute priority rule. 

For a chapter 11 plan to be confirmable it must meet the 

requirements of section 1129 of the Bankruptcy Code.  

Section 1129(a)(8) requires that each impaired class of 

claims accept the plan.  If this is not possible, section 

1129(a)(10) permits a plan to be “crammed down” over 

the objection of every other class of creditors pursuant to 

section 1129(b) so long as at least one class of impaired 

claims held by non-insider creditors has accepted the 

plan.  In order to cram down a chapter 11 plan, the plan 

must meet all of the statutory requirements provided in 

section 1129(b) of the Bankruptcy Code, in addition to 

those provided in section 1129(a). 

Analysis 

Artificial Impairment 

Community Preservation first argued that the debtor’s 

chapter 11 plan could not be confirmed because Ulster 

County’s claim was not impaired for purposes of section 

1129 where it was receiving payment in full over five years 

at 9% interest.  Community Preservation further argued 

that any impairment of Ulster’s claim was “artificial” and 

manufactured solely to obtain approval by at least one 

impaired class of creditors. 

Section 1124 of the Bankruptcy Code provides, in relevant 

part, that a claim is impaired unless the plan “leaves 

unaltered the legal, equitable, and contractual rights to 

which such claim or interest entitles the holder of such 

claim or interest….”  Where a section of the Bankruptcy 

Code alters a creditor’s claim, that claim is not considered 

“impaired” by the plan, as it is not the plan, but instead the 

Bankruptcy Code, that alters its treatment.  Section 

1129(a)(9)(C)(iii) and (D) permit unsecured and secured 

tax priority claims, respectively, to be paid regular 

installment payments “of a total value, as of the effective 

date of the plan, equal to the allowed amount of such 

claim.”  Section 511 of the Bankruptcy Code provides that 

the rate of interest to be paid on tax claims is to be 

determined under applicable nonbankruptcy law. 

The bankruptcy court held that because Ulster was 

receiving only 9% interest instead of the 12% interest that 

it was entitled to receive under New York Real Property 

Tax Law, the claim was impaired for purposes of voting on 

the debtor’s chapter 11 plan.  In so holding, the court 

distinguished the treatment of Ulster’s claim from the 

treatment of a similar tax claim at issue in In re Bryson 

Properties, XCIII,10
 where the Fourth Circuit noted that 

priority tax claimants, which receive preferential 

treatment under the Code, were generally not an impaired 

class that could accept a plan and bind other truly 

impaired creditors to a cram down.  Unlike the tax claim in 

Bryson Properties, which was paid what it was entitled 

under the Bankruptcy Code, the court found that Ulster 

was not receiving the full rate of interest as provided by 

applicable nonbankruptcy law and, accordingly, its claim 

was impaired. 

The court went on to find that the debtor had legitimate 

business purposes for impairing Ulster’s claim and, 

therefore, its claim was not “artificially impaired.”  The 

court agreed with the debtor that the lowering of the 

interest rate from 12% to 9%, which reduced the debtor’s 

monthly payments and allowed the debtor to remain 

within its budget, constituted a legitimate business 

purpose.  Interestingly, the court found that the difference 

in the interest rates of 3% was not de minimis, especially 

“in light of the current financial situations that many 

government entities have faced in the last several years.”  

The court further noted that Ulster could have demanded 
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to be paid the full 12% interest and yet, it chose to accept 

the plan.  Although the court did not weigh too far into a 

discussion of the debtor’s possible motivations for 

impairing Ulster’s claim, the court appeared to indicate 

that such an examination may be irrelevant when it stated 

that “nothing in the Code prevents a debtor from 

negotiating a plan in order to gain acceptance and nothing 

requires a debtor to employ effort in creating unimpaired 

classes.” 

The New Value Exception and the Absolute Priority Rule 

Community Preservation next argued that the debtor’s 

plan could not be confirmed because the plan violated the 

absolute priority rule, as the holders of unsecured claims 

in Class 6, including Community Preservation’s deficiency 

claim, were not receiving payment in full while existing 

equity in Class 7 was retaining 100% ownership of the 

debtor. 

Pursuant to section 1129(b)(1) of the Bankruptcy Code, 

the objection of a rejecting creditor may be overridden 

only “if the plan does not discriminate unfairly, and is fair 

and equitable, with respect to each class of claims or 

interests that is impaired under, and has not accepted, the 

plan.”  As to a dissenting class of impaired unsecured 

creditors, a plan may be found to be “fair and equitable” 

under section 1129(b)(2)(B) only if the allowed value of the 

claim is paid in full or, in the alternative, if “the holder of 

any claim or interest that is junior to the claims of such 

[impaired unsecured] class will not receive or retain under 

the plan on account of such junior claim or interest any 

property.”  This is known as the absolute priority rule. 

Despite previously ruling that Ulster’s claim was not 

artificially impaired, the court found that the plan violated 

the absolute priority rule and, therefore, could not be 

confirmed under section 1129.  In so holding, the court 

rejected the debtor’s assertion that the absolute priority 

rule had been satisfied where existing equity was 

providing new value to the debtor in the form of a $15,000 

contribution.  A debtor relying on the so-called “new value 

exception” must show that the capital contribution by old 

equity is:  (i) new; (ii) substantial; (iii) money or money’s 

worth; (iv) necessary for a successful reorganization; and 

(v) reasonably equivalent to the property that old equity is 

retaining or receiving. 

Following the precedent established by the Supreme 

Court in Bank of Am. Nat’l Trust & Sav. Assoc. v. 203 N. 

La Salle St. P’ship, the RAMZ court found that there was 

no possibility but to deny confirmation of the debtor’s 

plan.  As the debtor had not provided for a competing plan 

nor was there any evidence that any other parties were 

given the opportunity to bid on the equity interests, the 

debtor had failed to demonstrate that the new money 

contribution of existing equity was “necessary for a 

successful reorganization.”  Although the court was 

sympathetic to the debtor, the court stated that it would 

not “substitute its judgment for that of the creditors, 

which are entitled to vote on a plan.” 

Conclusion 

Even though the RAMZ court, ultimately, did not find 

artificial impairment, it does not mean that every other 

chapter 11 plan is out of the woods.  In light of this 

decision, as well as the Fifth Circuit’s decision last year in 

In re Village at Camp Bowie I, L.P.,11
 secured creditors 

should proceed with caution and understand that a plan 

that artificially impairs creditors may ultimately not be 

confirmed. 

Indecent Disclosure:  How the 
Failure to Disclose a Third-
Party Release Led to Its 
Undoing 
Adam M. Lavine 

As a result of the sheer number of legal and factual issues 

involved in many chapter 11 cases, bankruptcy judges can 

sometimes find themselves as captives of the parties; 

they may not appreciate the significance of an issue or a 

provision buried in a longer document unless it is properly 

presented.  Thus, it is imperative that counsel flag the key 

issues for the court.  Failure to do so risks severe 

consequences for parties in interest, as exemplified by In 

re Lower Bucks Hospital.12
 

In Lower Bucks, the Third Circuit (in an opinion by Judge 

Ambro) denied approval of a third-party release contained 

in a chapter 11 plan, in large part because such release 
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was not properly disclosed to creditors or the court at the 

appropriate time.  As we previously reported, the lower 

courts in this case, the District Court for the Eastern 

District of Pennsylvania and the Bankruptcy Court for the 

Eastern District of Pennsylvania, likewise relied on the 

parties’ failure to disclose properly the third-party release 

as a basis for denying their approval.
13

 

Background 

In Lower Bucks, an indenture trustee filed a $26 million 

secured claim on behalf of certain bondholders.  The 

debtor disputed the priority of the claim, arguing that the 

indenture trustee had failed to properly perfect its 

security interest.  Ultimately, the indenture trustee and 

the debtor reached a settlement that granted the 

bondholders secured status in exchange for a reduction of 

the claim from $26 million to $8.15 million. 

The settlement agreement included releases between the 

signatories (the debtor and the indenture trustee) as well 

as a release of all bondholder claims against the 

indenture trustee — i.e., a non-consensual third-party 

release.  The settlement agreement was approved by the 

bankruptcy court at a hearing pursuant to Rule 9019 of 

the Federal Rules of Bankruptcy Procedure. 

The third-party release was also built into the debtor’s 

plan of reorganization.  Critically, however, the third-party 

release was referenced only once in the plan (on page 42 

of 47) and only once in the disclosure statement (on page 

55 of 62).  The release was not emphasized in any way, 

whether through bold-face type, italics, or underlining.  

Further, neither counsel for the debtor nor counsel for the 

indenture trustee referenced the third-party release at the 

Rule 9019 hearing or at the disclosure statement hearing.  

Accordingly, the court was unaware of the third-party 

release when it approved of the settlement agreement 

and later the disclosure statement. 

After the disclosure statement was approved, a 

bondholder objected to the proposed plan, arguing that 

the third-party release was impermissible and not 

properly disclosed.  At the confirmation hearing, the 
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parties agreed to sever provisionally the third-party 

release from the plan and hold a separate hearing on the 

propriety of such release after confirmation.  The 

bankruptcy court confirmed the plan but subsequently 

denied approval of the third-party release. 

The Third Circuit’s Decision 

In Lower Bucks, the Third Circuit decision addressed three 

issues:  (1) was the third-party release adequately 

disclosed in the disclosure statement, (2) could the 

bankruptcy court revisit its initial approval of the 

disclosure statement, and (3) was the denial of the third-

party release appropriate? 

With respect to the first issue, the Third Circuit held that 

the bankruptcy court did not abuse its discretion in finding 

that the disclosure statement did not contain “adequate 

information” with respect to the third-party release as 

required by section 1125 of the Bankruptcy Code.  In 

support of this holding, the Third Circuit noted that the 

debtor had violated Rule 3016(c) of the Federal Rules of 

Bankruptcy Procedure, which requires that “[i]f a plan 

provides for an injunction…, the plan and disclosure 

statement shall describe in specific and conspicuous 

language (bold, italic, or underlined texts) all acts to be 

enjoined….”  In addition, the Third Circuit observed that the 

release was “omitted from numerous sections of the 

disclosure statement where it was arguably relevant” and 

that “in both presentation and placement, the documents 

sent to the Bondholders did not differentiate the Third-

Party Release from any of the other information 

provided….” 

With respect to whether the bankruptcy court could revisit 

its initial approval of the disclosure statement, the Third 

Circuit held that it could under Rule 9024 of the Federal 

Rules of Bankruptcy Procedure, which incorporates Rule 

60(b) of the Federal Rules of Civil Procedure.  Rule 60(b) 

allows courts to reconsider earlier orders in the case of 

“mistake, inadvertence, surprise,… excusable neglect,” or 

“any other reason that justifies relief.”  According to the 

Third Circuit, once the bankruptcy court learned of the 

third-party release after its approval of the disclosure 

statement, Rule 60(b) permitted the bankruptcy court to 

revisit that decision.  The Third Circuit reasoned that “any 

other rule would encourage debtors to obscure 

information in their disclosure statement.” 
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Finally, when considering whether the bankruptcy court 

was correct to withhold approval of the third-party 

release, the Third Circuit applied the standard it had 

crafted in In re Continental Airlines.
14

  Under this 

standard, some small subset of non-consensual third-

party releases might be confirmable where the release is 

both necessary to the plan of confirmation [sic] and given 

in exchange for fair consideration….  [T]he hallmarks of a 

permissible non-consensual third-party release [are] 

fairness, necessity to the reorganization, and specific 

factual findings to support these conclusions. 

Applying the Continental Airlines standard, the Third 

Circuit held that the third-party release of claims against 

the indenture trustee could not be approved.  In support of 

this holding, the Third Circuit reasoned that if the 

bankruptcy judge was not aware of the third-party 

release, “it seems highly unlikely that a typical 

Bondholder was.”  Thus, absent adequate disclosure of 

the release to bondholders, it was impossible for the court 

to conclude that the release was exchanged for adequate 

consideration or was otherwise fair to the relevant parties. 

The Takeaway 

The main takeaway from Lower Bucks should be obvious.  

Just in case it isn’t, the Third Circuit made sure to spell it 

out in a concluding paragraph seemingly directed at 

bankruptcy practitioners: 

Key terms of a plan of confirmation, particularly those 

that release a non-debtor from claims by creditors, must 

be adequately disclosed.  Failure to do so in a clear and 

conspicuous manner risks excision of the release from the 

plan.  That is what occurred here, and thus we affirm. 

Let’s Call the Whole Thing Off:  
What Happens if the 
Bankruptcy Code Says Yes, 
But the Debtor’s Governance 
Documents Say No? 
Christopher Hopkins 

As a general matter, governance provisions in a chapter 

11 debtor’s organizational documents continue to apply 
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postpetition.
15

  But what if those governance provisions 

prevent the debtor from engaging in an act expressly 

authorized by the Bankruptcy Code?  This issue was 

recently addressed by the United States Bankruptcy Court 

for the Southern District of Florida in In re DocAssist, 

LLC,
16 

where the court held that a debtor-LLC could not 

obtain postpetition financing pursuant to section 364 of 

the Bankruptcy Code without first obtaining the approval 

of a supermajority of its members as required by its 

operating agreement. 

In re DocAssist, LLC 

The dispute in DocAssist, though addressed in the 

bankruptcy context, was essentially a two-party 

governance dispute.  Formed as a Florida LLC, the 

debtor’s members consisted of two factions:  the majority 

members, which owned a 64.16% equity interest in 

DocAssist, and the minority members, which owned the 

remaining 33.84%.  The majority members were also the 

debtor’s primary prepetition lenders, providing nearly $3.8 

million in capital through a number of unsecured loans.  

Prepetition, the majority had tried to effect certain 

amendments to the debtor’s operating agreement in an 

effort to extinguish the minority members’ interest in the 

LLC, which were subsequently invalidated in state court.  

Unwilling to concede defeat, however, the majority 

members caused the debtor to file a prepackaged chapter 

11 plan in the United States Bankruptcy Court for the 

Southern District of Florida in an attempt to wipe out the 

minority members’ interest through a plan of 

reorganization. 

The majority members’ proposed plan would extinguish 

all existing equity interests in the debtor and convert all 

prepetition loans into all of the equity of the reorganized 

LLC.  Because the majority members were the debtor’s 

primary prepetition lenders, the restructuring would leave 

the majority members with the overwhelming majority of 

the reorganized LLC’s equity, effectively wiping out the 

minority members’ interest.  In addition, the plan provided 

that one of the majority members would provide $100,000 

in postpetition financing pursuant to section 364 of the 

Bankruptcy Code.  Shortly after the petition date, the 
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minority members objected to the entirety of the debtor’s 

plan, including the postpetition financing, and asked the 

court to dismiss the debtor’s chapter 11 case. 

Although the court ultimately abstained from the case on 

the ground that the debtor’s chapter 11 case amounted to 

a “naked attempt to avoid the governance determinations 

by the State Court,” and, therefore, there was “no 

economic need or purpose for [the debtor] to be in 

[c]hapter 11,” the court took particular issue with the 

debtor’s proposed postpetition financing.  Pursuant to the 

debtor’s operating agreement, certain “Major Decisions” 

required the supermajority approval of 66.67% of the 

members’ equity interests, and the incurrence of any debt 

over $25,000 constituted a “Major Decision.”  Absent the 

consent of the minority members, therefore, the majority 

members could not cause the debtor to incur more than 

$25,000 in postpetition financing if the operating 

agreement remained in effect postpetition. 

The majority members argued that the governance 

provisions of DocAssist’s operating agreement ceased to 

apply upon the commencement of its chapter 11 case and 

that it was free to incur postpetition financing in any 

amount subject only to its own business judgment and the 

review and approval of the bankruptcy court.  The court 

gave this argument short shrift, however, concluding that 

it was “nonsense” to suggest that a chapter 11 debtor was 

free to act in a manner inconsistent with its governing 

documents.  Although the court’s decision was likely 

influenced in view of the majority members’ intentions in 

commencing the debtor’s bankruptcy case, the court did 

not limit its holding to cases where the controlling 

shareholder or majority member engages in misconduct.  

Rather, the court reasoned that because the 

supermajority requirement was enforceable under Florida 

law, and no provision of the Bankruptcy Code provides a 

different result, the debtor remained bound by the 

governance provisions of its operating agreement 

postpetition. 

Conclusions 

Given the unique circumstances surrounding the dispute 

in DocAssist, it remains to be seen whether the court 

would reach a similar conclusion in a legitimate chapter 

11 case.  Although the court’s reasoning in DocAssist did 

not depend on a finding of misconduct by the controlling 

party, the court was clearly agitated by the majority 

members’ thinly veiled attempt to exploit the chapter 11 

process to circumvent the state court proceedings that 

frustrated their previous attempt to extinguish the 

minority members’ interest.  Nonetheless, the court’s 

holding may have troubling implications for debtors 

whose organizational documents contain similar 

restrictions to those at issue in DocAssist.  For example, 

could the minority members have used their effective 

blocking position to prevent the debtor from obtaining any 

postpetition financing in excess of $25,000 in order to 

force a liquidation of the LLC?  The opinion in DocAssist 

seems to say “yes,” suggesting that holders of a minority 

interest in a debtor could use governance provisions in a 

debtor’s operating agreement to effectively hijack the 

chapter 11 process by simply withholding their consent, 

even where the debtor’s proposed action (such as 

obtaining postpetition financing pursuant to section 364) 

is expressly authorized by the Bankruptcy Code. 

No Confirmation Without 
Representation:  New Test Is 
Proposed for Approval of a 
Debtor’s Proposed Slate of 
Post-Confirmation Officers 
and Directors 
Doron Kenter 

“I’ll be representing, representing” 

– Ludacris feat. Kelly Rowland 

Section 1129 of the Bankruptcy Code is chock full of 

requirements for confirming a plan of reorganization.  

Most plan proponents are aware of the requirement that 

they must identify any individuals expected to serve as a 

director, officer, or voting trustee of the reorganized 

debtor, as set forth in section 1129(a)(5)(A)(i) of the 

Bankruptcy Code.  Often taken for granted, however, is 

subsection (ii), which mandates that any such 

appointments (or proposed continuation of service) be 

“consistent with the interests of creditors and equity 

security holders and with public policy.”  But what exactly 

does this mean?  Under what circumstances would the 

proposed leadership of the reorganized debtor be so 

problematic as to warrant a denial of confirmation? 
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In a recent decision, Chief Judge Bohm of the United 

States Bankruptcy Court for the Southern District of 

Texas was faced with this very question.  Given the 

relative paucity of case law on point, Judge Bohm 

explored the contours of this requirement and offered a 

series of factors to be considered in determining whether 

the proposed post-confirmation management would call 

for rejection of an otherwise confirmable plan. 

In In re Digerati Technologies, Inc.,17
 the debtor proposed a 

plan of reorganization pursuant to which the debtor’s CEO 

and CFO would continue to serve as the sole officers and 

directors of the debtor, a publicly-traded holding 

company.  Two of the debtor’s other shareholders 

objected to the plan, arguing that the debtor’s self-dealing 

necessitated better oversight and that the continued 

employment of the CEO and CFO was not in the best 

interest of the estate and failed to satisfy public policy.  

Moreover, the proposed plan did not propose to appoint 

any new independent directors, and the plan proposed to 

assume the officers’ lucrative employment agreements, 

which the shareholders argued was inconsistent with their 

interests. 

In addressing the shareholders’ objection, Chief Judge 

Bohm recognized the paucity of case law dealing with the 

“public policy” requirement in connection with the 

appointment of the reorganized debtor’s directors and 

officers.  Indeed, even the decisions that did address this 

requirement did not include extensive analysis of what 

this “public policy” requirement actually means. 

Importantly, one of the cited cases, In re Machne 

Menachem, Inc.18
 recognized the specific requirement that 

the appointment of the reorganized debtor’s new 

leadership – and not just the overarching plan of 

reorganization – be consistent with public policy.  For 

example, in that case, the bankruptcy court specifically 

concluded that it would be in the public’s overall interest 

to confirm the proposed plan and reopen the debtor, a 

children’s summer camp with a “noble purpose” and 

which enjoyed great support from the community.  

Because, however, the plan’s proposed procedures for 

appointment of new board members conflicted with the 

New York law governing not-for-profit corporations, the 
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court concluded that the plan conflicted with public policy 

and could not be confirmed. 

Also of note, the court in Machne Menachem cited to 

legislative history regarding the term “public policy,” 

noting that the Senate Report accompanying the Chandler 

Act (i.e., the Bankruptcy Act of 1938) commented that the 

revisions to the Bankruptcy Act “direct[ed] the scrutiny of 

the court to the methods by which the management of the 

reorganized company is to be chosen, so as to ensure, for 

example, adequate representation of those whose 

investments are involved in the reorganization.” 

Given the minimal case law discussing when the 

appointment of proposed directors and officers would 

conflict with public policy, Chief Judge Bohm, guided by 

the existing case law and the legislative history cited in 

Machne Menachem, concluded that public policy 

mandates that any proposed post-confirmation directors 

and officers must adequately represent the reorganized 

debtor’s stakeholders and must be likely to run the 

company competently and without self-dealing, and that 

for the reasons noted above, he could not confirm the 

debtor’s plan because the continued service by the CEO 

and CFO would violate public policy.  Moreover, the 

appointment and service of the directors and officers must 

not conflict with existing state law.  In light of these public 

policy goals, Chief Judge Bohm proposed that courts 

considering this public policy requirement in section 

1129(a)(5)(A)(ii) be guided by the following nine non-

exhaustive factors: 

 Would the proposed plan keep the debtor in 

existence as a going concern? 

 Is the debtor publicly-held or privately-held? 

 Would continue service by the debtor’s leadership 

“perpetuate incompetence, lack of direction, 

inexperience, or affiliations with groups inimical to 

the best interests of the debtor?” 

 Would the individual provide adequate representation 

of all creditors and equity holders? 

 Does the proposed retention violate state law? 

 Is the individual “disinterested”? 

 Is the individual “capable and competent to serve” in 

the proposed capacity? 
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 Are salaries and benefits reasonable based on the 

debtor’s circumstances? 

 Are any new independent directors being appointed? 

To be sure, this nonexclusive list of factors may yet be 

supplemented, revised, or ignored by other courts.  And, 

as with any multi-factor balancing test, application of 

these questions is more of an art than a science.  But plan 

proponents would be well-advised to consider these 

questions in determining who is proposed to lead the 

reorganized debtor and in whose interest’s management 

should act when establishing a path out of chapter 11. 

The Fourth Circuit Provides a 
Useful Roadmap for Debtors 
Seeking Third-Party Releases 
Christopher Hopkins 

The inclusion of third-party releases in plan of 

reorganization can be a particularly contentious aspect of 

the plan confirmation process.  Debtors seeking such 

releases typically face opposition from affected creditors 

and scrutiny from bankruptcy courts
19

 that consider such 

releases prone to abuse.  As the Fourth Circuit’s recent 

decision in National Heritage Foundation, Inc. v. 

Highbourne Foundation20 makes clear, courts will not 

simply “rubber stamp” third-party releases absent 

creditor consent unless the debtor is able to prove that 

the unique circumstances of the case justify the release.  

Even in jurisdictions where third-party releases may be 

enforced in appropriate circumstances, many courts only 

grant releases “cautiously and infrequently.” 

Background 

National Heritage Foundation is a public non-profit charity 

that administers and maintains donor advised funds.  In 

2009, National filed for chapter 11 protection after a state 

court entered a multimillion dollar judgment against it.  

Following a contentious plan confirmation process, the 

bankruptcy court approved the debtor’s plan of 

reorganization.  The plan included a third-party release 

                                                             
19

 Deutsche Bank AG v. Metromedia Fiber Network, Inc. (In re 

Metromedia Fiber Network, Inc.), 416 F.3d 136, 142 (2d Cir. 

2005).   

20
 No. 13-1608, 2014 WL 2900933 (4

th
 Cir. Jun. 27, 2014).   

releasing claims against the debtor, the creditor’s 

committee, and any officer, director, or employee of the 

debtor or the committee.  Following confirmation of the 

debtor’s plan, certain creditors affected by the releases 

challenged the bankruptcy court’s approval of the plan on 

the ground that the release provision was invalid.  The 

creditor’s appeal was remanded back to the bankruptcy 

court by the Fourth Circuit after the district court affirmed 

the bankruptcy court’s confirmation of the plan on the 

ground that the bankruptcy court failed to make sufficient 

factual findings to support approval of the release.  On 

remand, the bankruptcy court (with a new bankruptcy 

judge) reversed and declared the release unenforceable.  

This time, National appealed, and after the district court 

affirmed the bankruptcy court’s ruling, National found 

itself before the Fourth Circuit for the second time. 

The Dow Factors:  Justifying Third-Party Releases 

The Fourth Circuit adopted the seven-factor test set out 

by the Sixth Circuit in Class Five Nevada Claimants v. Dow 

Corning Corp. (In re Dow Corning Corp.)21
 (which is a test 

comprised of six substantive factors and one non-

substantive factor)
22

 to determine whether National had 

adequately proved the appropriateness of the third-party 

release provision in the plan.  The court applied the six 

substantive Dow factors to the facts of the case and 

concluded that National had failed to meet its burden.  

Because the court’s decision addressed the applicable 

standards related to each Dow factor and applied the 

facts of the case to each of this six substantive factors, 

                                                             
21

 280 F.3d 648, 658 (6
th

 Cir. 2008).   

22
 The six substantive Dow factors are:  (i) whether the debtor 

and the third-party share an identity of interest, usually an 

indemnity relationship, such that a suit against the non-debtor is, 

in essence, a suit against the debtor; (ii) whether the third-party 

has contributed substantial assets to the reorganization; (iii) 

whether the injunction is essential to reorganization such that 

the reorganization hinges on the debtor being free from indirect 

suits against parties who would have indemnity or contribution 

claims against the debtor; (iv) whether the impacted class, or 

classes, has overwhelmingly voted to accept the plan; (v) 

whether the plan provides a mechanism to pay for all, or 

substantially all, of the class or classes, affected by the 

injunction; and (vi) whether the plan provides an opportunity for 

those claimants who choose not to settle to recover in full.  The 

seventh, non-substantive factor is whether the bankruptcy court 

made a record of specific factual findings that support its 

conclusion.   
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National Heritage provides a useful road map for debtors 

seeking approval of third-party releases. 

1.  Whether the debtor and the third-party share a unity of 

interest 

Courts generally look to whether there is an indemnity or 

guarantee relationship between the debtor and the third-

party.  Where such relationships exist, courts reason that 

third-party releases may be appropriate because a suit 

against the third-party may operate in effect as a suit 

against the debtor by virtue of the indemnity or guaranty.  

Here, the court concluded that National had adequately 

proved this factor by demonstrating that, under its by-

laws, it was obligated to advance legal expenses and 

indemnify its officers and directors.  The court reasoned 

that such an expansive indemnity obligation was enough 

to satisfy the first Dow factor.  This would be the only Dow 

factor that National successfully proved weighed in favor 

of the release. 

2.  Whether the third-party has contributed substantial 

assets to the reorganization 

This factor requires the debtor to prove that the released 

parties made a substantial, cognizable, and valid 

contribution of assets to the debtor as part of its 

reorganization.  National attempted to meet its burden 

under this factor by asserting that its directors and 

officers had made a substantial contribution to the 

reorganization by promising to continue serving at 

National.  The court rejected this argument, finding that 

National’s directors and officers continued serving 

National because they were either paid or had a fiduciary 

duty to do so.  Further, National offered no evidence 

supporting its assertion that its officers and directors 

actually promised to stay.  Accordingly, the court 

concluded that the released parties had not provided 

meaningful consideration to National in exchange for the 

release. 

3.  Whether the release is essential to the debtor’s 

reorganization 

National not only failed to prove that it met this factor, but 

it also included provisions in its plan that “cemented” the 

court’s belief that the release was not essential to its 

reorganization.  The court stated that the relevant inquiry 

concerning this factor is whether the debtor’s 

reorganization “hinges on the debtor being free and clear 

from indirect suits against parties who would have 

indemnity or contribution claims against the debtor.”  

National failed to provide convincing evidence regarding 

the number of likely claims, the nature of such claims, and 

their potential merit, and other evidence provided by 

National was simply too vague to substantiate the risk of 

litigation.  National’s plan also included severability 

provision that provided that National’s plan would remain 

in effect “should any provision in this Plan be determined 

to be unenforceable.”  The court reasoned that if the 

release was truly essential to the debtor’s plan, National 

would not have made it subject to a severability provision. 

4.  Whether the creditors affected by the release have 

overwhelmingly voted in favor of the plan 

The releases in National’s plan primarily affected 

National’s donor-investors.  The Fourth Circuit was faced 

with an interesting dilemma.  Because National’s donors 

were not considered an impaired class under the plan, the 

donors were deemed to accept the plan without voting.  

National argued that the bankruptcy court was entitled to 

presume the donors’ support of the releases because their 

claims were unimpaired.  The Fourth Circuit disagreed, 

reasoning that although there is “some uncertainty 

regarding whether an unimpaired class’s presumed 

support for a reorganization plan is sufficient to satisfy 

this Dow factor,” National could have implemented a 

procedure providing each creditor the right to vote on the 

release irrespective of the creditor’s class’s right to vote 

on the plan.  Because the affected creditors had no 

opportunity to accept or reject the plan — and thereby the 

release — the court refused to find that the equities tipped 

in National’s favor. 

5.  Whether the debtor’s plan of reorganization provides a 

mechanism to consider and pay substantially all claims of 

the affected creditors 

National failed to establish that this factor justified the 

releases for two reasons:  (i) National’s plan failed to 

provide any mechanism for the payment of untimely and 

other claims not resolved through National’s bankruptcy, 

and (ii) National failed to present evidence that the notice 

it provided to affected creditors adequately protected their 

interests.  As a general matter, courts will usually find 

that a debtor has met its burden under this Dow factor 

where the debtor’s plan provides for the “channeling” of 

released claims to a settlement fund or some other 

mechanism that prevents the release from effectively 

extinguishing the affected creditors’ claims.  The absence 
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of such a mechanism from National’s plan weighed 

against the grant of the release because the plan lacked 

an important safeguard:  “a second chance for even late 

claims to recover.” 

Further, the court noted that National’s course of conduct 

in dealing with the affected creditors did not constitute a 

bona fide effort to ensure the consideration of nearly all of 

the affected creditor’s claims in the bankruptcy 

proceedings.  National did not encourage the affected 

creditors to participate in the bankruptcy process.  

Instead, National’s disclosure statement told the affected 

creditors that National would object to any filed claims 

and that the affected creditors had no right to vote on or 

reject the debtor’s plan.  Under such circumstances, the 

court refused to find that National had established that 

this factor weighed in favor of the release because 

National neither encouraged the affected creditors’ 

participation in the bankruptcy process nor provided a 

mechanism to ensure such their claims were not 

extinguished by the release. 

6.  Whether the plan provides an opportunity for those who 

chose not to settle to recover in full 

After noting that the proper analysis under this Dow factor 

largely overlaps with that of the fifth factor, the court 

reiterated the importance of National’s failure to provide 

any mechanism to pay the affected creditors’ claims 

outside of the bankruptcy proceedings.  Further, noting 

National’s inability to prove five of the six Dow factors 

weighed in favor of the release, the court reiterated the 

bankruptcy court’s finding that the “very purpose of the 

Release Provision is to preclude any recovery from third 

party sources outside of the plan.” 

The Fourth Circuit ultimately concluded that, although a 

debtor need not demonstrate that every Dow factor is 

met, National had failed to tip the scales in its favor.  

Importantly, the court also noted that its ruling was 

rooted in National’s “failure of proof rather than 

circumstances alone,” suggesting that if National had 

provided adequate factual support for its claims that the 

circumstances warranted the third-party release, the 

court might have approved the release. 

Conclusions 

National Heritage is an instructive case for debtors 

seeking third-party releases.  Where the inclusion of a 

third-party release in a plan has been challenged, debtors 

should be prepared to present specific and substantial 

evidence establishing the necessity of the third-party 

release; unsubstantiated assertions are not enough to 

pass muster.  In addition, debtors should be mindful of the 

reasons the court ruled against National, which included 

the severability provision in the plan, National’s failure to 

solicit the approval of the affected creditors with respect 

to the third-party release, and National’s failure to provide 

a mechanism to prevent the release from effectively 

extinguishing the affected creditors’ claims (especially 

given National’s lack of bona fide effort to deal with the 

affected creditors’ claims in the bankruptcy proceedings).  

Had any or all of these facts been different, then, perhaps, 

the releases may have been upheld. 
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Debt Trading, Claims, Claims 
Trading 
2014 proved to be an interesting year for anyone that follows developments in 

the debt trading and claims trading space.  We started the year with an 

interesting decision in the Meridian Sunrise Village case, which addressed 

“Eligible Assignee” restrictions and the ability of distressed lenders to be able 

to hold distressed debt with such assignment restrictions.  Following a 

number of interesting questions raised by our Weil Bankruptcy Blog readers, 

we also followed up this blog post with an interview of Bridget Marsh, Deputy 

General Counsel of the LSTA, who was kind enough to answer our questions 

on the decision. 

We also review an interesting decision in AMPAM Power Plumbing which 

provides a reminder that receiving actual notice of a debtor’s bankruptcy case 

does, actually, discharge a pre-confirmation claim if no proof of claim is filed.  

On the other hand, a recent decision out of the United States Bankruptcy Court 

for the District of Idaho that we have reviewed shows us that even if a proof of 

claim is not submitted into a bankruptcy case, other documents may serve as 

effective “informal proofs of claim.” 

The shadow of Frenville is fading, and a recent Third Circuit case that we 

cover has ruled that a prepetition claim arises at the time of exposure or 

conduct giving rise to the injury, another nail into the coffin of Frenville’s 

“accrual test.” 

Prepayment premiums were also before the courts in 2014, and two cases 

that we have written about give rise to different “make-whole” issues.  The 

Fifth Circuit recently weighed in with an opinion denying a lender’s claim for a 

prepayment premium because no payment was actually made prior to the 

accelerated maturity date of the applicable note and the note did not 

expressly provide for payment of the prepayment premium in the event of 

acceleration alone.  Judge Shannon of the United States Bankruptcy Court for 

the District of Delaware recently provided further guidance in construing the 

fundamental nature of prepayment penalties pursuant to make-whole 

provisions, holding that make-whole payments are not payments of 

unmatured interest, but should, instead, be construed as liquidated damages. 
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Ceci n’est pas une institution 
financière:  Existential Crisis 
for Distressed Debt Focused 
Hedge Funds 
David Griffiths 

Meridian Sunrise Village, LLC v. NB Distressed Debt 

Investment Fund Limited, No. 13-5503RBL, 2014 WL 

909219 (W.D. Wash. March 7, 2014). 

What You Need To Know 

Buyer beware:  Distressed debt investors who purchase 

the debt of a borrower in bankruptcy, where the 

borrower’s underlying loan agreement contains an 

“Eligible Assignee” restriction, may be at risk of not being 

able to hold such debt and exercise the rights of a lender.  

Meridian Sunrise turned on a choice between two 

competing interpretations of “financial institution” under a 

$55 million loan agreement governed by Washington state 

law.  In this case, distressed debt funds were held not to 

be “financial institutions” by the United States District 

Court for the Western District of Washington and were 

therefore not “Eligible Assignees.”  It may seem obvious, 

but purchasers of distressed debt from debtors/borrowers 

in the secondary market should review loan agreements 

governing the debt they purchase, confirm they are 

permitted assignees of the paper, and ensure they have 

recourse against the seller of the debt in the event of 

ambiguity or challenge. 

The Facts 

Meridian, a builder and manager of shopping centers, 

entered into a loan agreement in 2008 with U.S. Bank to 

finance the construction of a shopping center in 

Washington.  Shortly after originating the loan, and as 

contemplated by the parties, U.S. Bank assigned portions 

of the loan to each of Bank of America, Citizens Business 

Bank, and Guaranty Bank & Trust Company, while 

maintaining its role as administrative agent for the loan. 

In light of the expected assignment of portions of the loan, 

Meridian negotiated for, and received, additional 

protection in the loan agreement, restricting the parties to 

which U.S. Bank could assign portions of the loan.  The 

loan agreement included the following provision:  “[n]o 

Lender shall at any time sell, transfer or assign any 

portion of the Loan … to any Person other than an Eligible 

Assignee.”  “Eligible Assignee” was defined as follows: 

“Eligible Assignee” means any Lender or any 

Affiliate of a Lender or any commercial bank, 

insurance company, financial institution or 

institutional lender approved by Agent in writing 

and, so long as there exists no Event of Default, 

approved by Borrower in writing, which approval 

shall not be unreasonably withheld. 

In early 2012, U.S. Bank called a non-monetary default 

under the loan agreement based on the breach of a 

financial covenant by Meridian.  Later that year, U.S. Bank 

requested that Meridian agree to waive the “Eligible 

Assignee” restriction in its loan documents to facilitate a 

sale of the loan.  Meridian declined to do so.  As is 

common, prior to an Event of Default, Meridian had the 

right to withhold consent to any assignee (as long as it 

was acting reasonably); after an Event of Default, 

Meridian’s consent was not necessary, but an assignment 

remained subject to the rest of the restrictions in the 

Eligible Assignee definition.  In January 2013, U.S. Bank 

notified Meridian that it had elected to commence 

charging default interest on the loan as a result of the 

non-monetary default, leading Meridian to file for 

bankruptcy protection. 

During the course of Meridian’s chapter 11 case, and 

despite Meridian’s repeated objections, Bank of America 

transferred its portion of the loan to NB Distressed Debt 

Fund Limited, which subsequently assigned one half of its 

interest to Strategic Value Special Situations Master Fund 

II, L.P., and another part to NB Distressed Debt Master 

Fund L.P.  The three funds were, as their names would 

suggest, investment funds with a focus on acquiring the 

debt of troubled borrowers. 

Meridian objected to Bank of America’s transfer and 

sought an injunction in the bankruptcy court to enjoin the 

distressed debt funds from exercising Eligible Assignee 

rights, including voting on its plan of reorganization.  The 

Bankruptcy Court granted the injunction, which the 

distressed debt funds then appealed.  The District Court 

denied the distressed debt funds’ motion for a stay.  

Voting on Meridian’s plan of reorganization progressed, 

with the distressed debt funds being denied the 

opportunity to vote, and Meridian’s broader lender group 

voted in favor of Meridian’s plan of reorganization, which 
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was confirmed by the Bankruptcy Court in September 

2013. 

The distressed debt funds appealed the Bankruptcy 

Court’s preliminary injunction, and confirmation of 

Meridian’s plan of reorganization. 

The District Court’s Decision 

In a decision that seems to take a dim view of distressed 

debt funds generally, the District Court declined to adopt 

a broad interpretation of the term “financial institution,” as 

such a result would permit an assignment of Meridian’s 

loan to any entity that manages money, and thereby drain 

any force from the Eligible Assignee restriction.  The 

District Court agreed with the Bankruptcy Court that 

applicable rules of contract interpretation in Washington 

state required courts to interpret words in a way that 

harmonizes with their context.  Thus, the term “financial 

institution,” when taken in context, was understood by the 

District Court to mean an entity that makes loans, rather 

than any entity that manages money. 

The District Court rejected the distressed debt funds’ 

arguments that only an abstract dictionary definition 

could be used when interpreting the term “financial 

institutions,” and considered the course of dealings 

between the parties relevant when considering the term.  

Prior to Meridian’s chapter 11 filing, U.S. Bank had sought 

to consensually eliminate the definition of “Eligible 

Assignee” from the loan agreement, demonstrating that 

the Eligible Assignee restriction was not interpreted by 

the parties in a broader sense.  The filing for chapter 11 

itself by Meridian, instead of caving in to U.S. Bank’s 

demands, also demonstrated the importance of the 

“Eligible Assignee” restriction to the borrower. 

In short, because the District Court found that the 

distressed debt funds were not in the business of loaning 

money, but instead were businesses that invested and 

held investment assets, they did not qualify as “financial 

institutions” under the loan agreement.  The distressed 

debt funds have appealed the District Court’s judgment to 

the United States Court of Appeals for the Ninth Circuit. 

Fathomless Thoughts 

The District Court’s decision in Meridian relies on a 

somewhat tenuous distinction to define the term “financial 

institution”:  in the District Court’s view, entities that make 

loans are financial institutions, and entities that manage 

money are not.  Such a distinction may create problems 

when larger credit funds that are active as both lenders 

and investors are considered.  As distressed credit 

markets have evolved, and credit funds have grown in 

assets under management and experience, we have seen 

competition to traditional lenders from other non-

traditional financing sources.  Language lives and 

breathes the realities of its time; even a quick survey of 

the various uses of the term “financial institution” in both 

a statutory and colloquial context betrays a trend towards 

a more expansive use of the term. 

Does such a blurring of the lines mean that distressed 

debt funds should be included under the umbrella of the 

term “financial institution”?  Meridian, as many borrowers 

in the same situation might, argued that it had 

affirmatively chosen to face a plain vanilla lender when 

entering into its banking relationship, and not a “predator,” 

as it (and the District Court) described the distressed debt 

funds.  The District Court’s decision in favor of Meridian 

and its narrower interpretation of the term “financial 

institution” reflects this commercial reality. 

As for Meridian’s business justification for distinguishing 

between traditional lenders and non-traditional financing 

sources, are banks any friendlier than distressed debt 

funds when dealing with a borrower in distress?  Although 

a “financial institution” like U.S. Bank might, just like a 

distressed debt fund, seek to liquidate collateral on a 

default, some argue that because traditional lenders have 

relationships with borrowers and care about their 

reputation in the market, they might be less aggressive 

when facing a borrower in default.  A lender may indeed 

find it harder to attract borrower clients in the future if it 

develops a reputation in the market as being overly 

aggressive.  Distressed debt funds, on the other hand, do 

not necessarily face such a quandary.  Clearly they are 

institutions engaged in the business of finance, but not of 

the type, as Meridian convinced the Bankruptcy Court and 

District Court, that Meridian would have chosen to face 

given the choice. 

The Bankruptcy Court and District Court decisions are 

definitely pro-borrower and pro-debtor, but they make 

sense within the Court’s broader interpretation of what 

was intended when the borrower entered in to a 

relationship with its lender in that case – even if the 

District Court’s wider proposition of what is and is not a 

financial institution is debatable.  And that’s what this 
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case really comes down to:  Meridian was able to convince 

the Bankruptcy Court and the District Court that it 

intended to restrict the universe of potential lenders 

capable of holding its loan when it entered into its loan 

agreement with U.S. Bank, and it specifically 

contemplated excluding any “financial institution” that 

was not a plain vanilla lender.  I’m not so sure, as 

commentators have argued, that courts in other districts 

wouldn’t also rule the same way given the facts of that 

particular case.  The District Court’s ruling paints 

distressed debt funds negatively, but the legal arguments 

are clear and logical:  when interpreting the term 

“financial institution” under Washington state law (or any 

term for that matter), courts are able to look at extrinsic 

evidence and consider the disputed terms in context.  And 

the context in this case led to a particular result.  Nothing 

particularly groundbreaking about that (although other 

states’ laws might vary on when extrinsic evidence can be 

consulted). 

Where does this leave us?  Standard form loan 

agreements, to the extent they use an “Eligible Assignee” 

construct rather than a schedule of “black-balled” entities 

(or a “Disqualified Institutions List”), will need to evolve to 

encompass the new normal of non-traditional financing 

sources being active in traditional lending markets.  After 

all, it may have been possible for the District Court in this 

case to find that the individual distressed debt funds 

involved were not financial institutions given its view of 

that term, but what if the institutions involved were hedge 

funds with tens of billions of dollars under management 

that make regular loans from one arm, while playing 

actively in the distressed debt markets with another?  I 

can think of quite a few hedge funds that fit the bill. 

Borrowers 

Borrowers are lucky that, for now, courts are on their side.  

They should not rely on luck alone to ensure that lenders 

they consider predatory are kept away from their 

collateral when they get in to trouble.  Indeed, the general 

trend in the syndicated loan markets is to move away 

from “Eligible Assignee” clauses altogether.  In most 

deals now in the syndicated loan market, assignments are 

permitted to any person (other than a natural person) 

other than a person listed on the Disqualified Institutions 

List that is part of the loan agreement.  To the extent that 

an Eligible Assignee clause is used, more precise 

language to clarify the types of lenders that are, and are 

not, eligible to participate in their loans is recommended.  

Borrowers should also ensure that they maintain a record 

of their intent when it comes to “Eligible Assignee” 

restrictions, in case the restrictions are ever challenged. 

Lenders 

On the other hand, lenders who value liquidity and the 

ability to trade their debt freely, are advised to negotiate 

for “Eligible Assignee” definitions that are expansive and 

clearly permit them to trade to hedge funds, especially 

following an Event of Default. 

Distressed Investors 

As for distressed debt investors, although paying legal 

fees may eat into returns, paying close attention to 

underlying credit documents prior to acquiring positions 

will help avoid this type of situation in the future.  There’s 

a reason the term caveat emptor comes from Latin:  

unwary buyers have been around since the dawn of time. 

Interview with Bridget Marsh, 
Deputy General Counsel of the 
LSTA on Meridian Sunrise 
Village 
David Griffiths 

We previously covered the Meridian Sunrise Village1
 case 

on the Bankruptcy Blog.  As you may remember, this case 

turned on a choice between two competing interpretations 

of “financial institution” under a $55 million loan 

agreement governed by Washington state law. 

Distressed debt funds in this case had sought to acquire 

the debt of a troubled borrower from an existing lender, 

something they were only able to do if they were an 

“Eligible Assignee” under the terms of the loan agreement 

between the borrower and its lenders.  The distressed 

debt funds argued that they were Eligible Assignees, as 

the definition of “Eligible Assignee” in the loan agreement 

included “financial institutions.”  The borrower argued that 

the distressed debt funds were not financial institutions as 

it is commonly understood, and therefore were not 

“Eligible Assignees.” 

                                                             
1
 Meridian Sunrise Village, LLC v. NB Distressed Debt Investment 

Fund Limited, No. 13-5503RBL, 2014 WL 909219 (W.D. Wash. 

March 7, 2014). 
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Ultimately, the distressed debt funds in the case were 

held not to be “financial institutions” by the United States 

District Court for the Western District of Washington and 

were therefore not “Eligible Assignees.”  The case is 

significant because distressed debt investors who 

purchase the debt of a borrower in bankruptcy, where the 

borrower’s underlying loan agreement contains an 

“Eligible Assignee” restriction, may be at risk of not being 

able to hold such debt and exercise the rights of a lender. 

We received a number of questions from readers of the 

Bankruptcy Blog, market participants, and other attorneys 

as to how the Loan Syndications & Trading Association 

(LSTA) viewed Meridian Sunrise Village.  We reached out 

to Bridget Marsh, Deputy General Counsel of the LSTA, 

who was kind enough to answer our questions. 

Before we get into details, can you tell us a little 
bit about the LSTA and your role at the LSTA? 

The LSTA is the trade association for the corporate loan 

market.  Since its formation in 1995, the LSTA has been 

dedicated to improving liquidity and transparency in the 

loan market.  As the principal advocate for this asset 

class, we aim to foster fair and equitable market practices 

to advance the interest of the marketplace as a whole and 

promote the highest degree of confidence for investors in 

loans.  We develop policies, guidelines, and standard 

documentation and encourage coordination with firms 

facilitating transactions in loans and related claims.  We 

currently have 365 members drawn from both the sell-

side and buy-side, as well as law firms and vendors. 

I’m the Deputy General Counsel of the LSTA and have 

worked here for nine years.  I head the two largest LSTA 

member committees — the Primary Market Committee, 

which is focused on documents and practices relating to 

the origination of loans, and the Trade Practices and 

Forms Committee, which deals with secondary loan 

market trading issues.  In those roles, I’m responsible for 

ensuring that the LSTA’s primary market and trading 

documentation reflects current market practice and for 

addressing secondary loan market trading disruptions. 

How often do market participants document their 
loans on LSTA forms compared with bespoke 
agreements? 

I’ll answer that in two parts — looking first at the 

secondary trading market and then the primary market.  

When loans made by U.S. borrowers are traded in the 

secondary loan market, market participants universally 

use the standard LSTA confirmation and then settle those 

loan trades on one of the LSTA’s standard documents.  

The primary market is a little different because the LSTA 

does not have a complete form of credit agreement.  

Instead, the LSTA has published “Model Credit Agreement 

Provisions” (“MCAPs”).  When first published about a 

decade ago, the MCAPs were somewhat limited and 

included only administrative agency, yield protection, tax, 

and assignment provisions — the boilerplate language 

typically found at the back of a credit agreement.  Over 

the years, these have been expanded and, following last 

month’s release, now include provisions relating to amend 

and extend transactions, defaulting lender language, 

borrower and sponsor loan buybacks, and disqualified 

lender lists.  From initial market feedback, it seems that 

the market is generally using these provisions, but they 

may, of course, be modified somewhat to reflect the 

nuances of each particular deal.  In fact, we learned that 

the new “DQ Structure” found its way into deals shortly 

after being released to the membership as an exposure 

draft earlier this year. 

How does the LSTA balance their different 
constituencies when determining the right 
approach in its forms to restrictions on loan 
assignments and loan participations? 

Before responding to your question, first let me explain 

the LSTA’s consensus building process.  As I mentioned 

above, the LSTA membership includes both sell- and buy-

side institutions which is rather unique for a trade 

association.  We’ve worked hard over the years to ensure 

that those who are active in the loan market join the 

LSTA.  It is only by having a diverse membership that we 

can successfully create documents that market 

participants will use and develop practices that market 

participants will adopt.  When we seek to create or revise 

an LSTA standard document, we form a working group 

comprised of interested members and then ensure that all 

constituents are represented in that group.  Because so 

many disparate views are represented in each project’s 

working group, negotiating a new LSTA form can take 

many months.  After the working group completes its 

work, the document is distributed to the larger committee 

for review and comment and then to the entire 

membership.  Although reaching consensus on a 



Weil Bankruptcy Blog Annual Review 

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

document can be tricky and time-consuming, the result is 

a new document that is typically widely adopted by the 

loan market. 

We followed that same consensus building approach 

when drafting the Model Credit Agreement Provisions 

which were published in August, and in particular, when 

drafting the new provisions relating to restrictions on loan 

assignments and loan participations which relate to 

disqualified institutions, i.e., those institutions which a 

borrower does not want in its syndicate or to hold its loan 

by participation (“DQ Structure”).  In this instance, we 

carefully considered the concerns of all interested parties 

— borrowers borrowers, agents, and lenders — and sought 

to develop a DQ Structure which would not impede the 

liquidity of the market or contribute to delays in settling 

loan trades.  With all those views represented in the 

working group, the process took about a year, but as a 

result, I think we’ve developed a sound, workable 

structure for handling, monitoring, and, when necessary, 

updating lists of disqualified institutions, which finely 

balances the competing demands of all interested parties, 

as well as the market as a whole. 

What type of recourse provisions are typical in the 
LSTA form assignment agreement?  If the loan 
assignment at issue in the Meridian Sunrise 
Village case were documented on an LSTA form, 
would the distressed funds (or assignee) have had 
recourse to the assignor in the event they were 
deemed not to be an eligible assignee? 

When parties trade a performing loan on the LSTA’s Par 

Confirm, they settle that trade on the form of Assignment 

Agreement attached to the relevant credit agreement 

which typically is the same as, or substantially similar to, 

the LSTA’s form of assignment agreement.  The seller 

makes very few representations in an assignment 

agreement.  Typically, it represents, for example, that it is 

the legal and beneficial owner of the loan being assigned 

to the buyer and, for certain deals, that it is not a 

defaulting lender; however, the seller expressly assumes 

no responsibility with respect to the legality or 

enforceability of the loan documents.  In fact, it is the 

buyer which represents that it meets all the requirements 

to be an assignee under the credit agreement. 

I think it’s important to note here one of the fundamental 

tenets of loan trading, i.e., once parties agree on the 

material terms of a trade, that trade is legally binding and 

must be settled.  If parties cannot settle their loan trade 

as an assignment, they still have a binding trade and are 

required to settle it as a participation under LSTA 

documents (when settled as a participation, the 

seller/grantor keeps bare legal title to the loan and 

remains in privity of contract with the borrower, and the 

buyer/participant acquires an undivided 100% 

participation interest in the loan).  If that, too, is not 

possible under the terms of the credit agreement, they 

must agree an alternative structure which affords them 

the economic equivalent of the agreed-upon trade. 

Does the LSTA have a recommended definition for 
the term “Financial Institution” that was at issue 
in the Meridian Sunrise Village case? 

No, we don’t — that would exceed the scope of our 

MCAPs. 

Does the LSTA have a view as to whether 
distressed debt funds should be considered 
“Financial Institutions”?  Does the LSTA have a 
view on the Meridian Sunrise Village case? 

The LSTA, reflecting the view of the market, takes a broad 

view of the meaning of “financial institutions” and, 

therefore, we were concerned about the decision in 

Meridian Sunrise and are following it closely.  Those 

entities which are active in the distressed debt market 

play an important role in the loan market by providing 

much needed liquidity to other lenders seeking to sell 

their debt.  Distressed debt funds are necessary for a 

properly functioning market.  Any restrictions placed on 

such distressed debt investors is worrisome and could 

impede the liquidity of our market. 

What would you recommend to LSTA participants 
to avoid the types of problems that arise in 
Meridian Sunrise Village? 

Loan market participants involved in negotiating credit 

agreements should try to ensure that the definition of 

“eligible assignee” is drafted as broadly and as clearly as 

possible so that loans can easily be transferred to all the 

different entities active in the loan market.  Alternatively, 

where the borrower has opted to use a disqualified lender 

list, they should try to follow the LSTA DQ structure and 

ensure that any disqualified institutions are clearly 

identified and that the list of such disqualified institutions 
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is posted on the relevant electronic platform so that it 

may easily be accessed by lenders in the syndicate. 

Bankruptcy Court Bars Future 
Claimant from Seeking to 
Avoid Effect of Discharge 
Katherine Doorley 

A recent decision from the United States Bankruptcy 

Court for the Western District of Texas touched on two of 

our popular bankruptcy topics:  notice requirements and 

what constitutes a dischargeable claim.  As we have 

previously discussed, these issues play an important role 

in the claims process. 

In AMPAM Power Plumbing, L.P. v. Capstone Building 

Corporation (In re AMPAM Power Plumbing),2 
the 

Bankruptcy Court found that claims arising from a 

postpetition, pre-confirmation contract were properly 

barred by the debtor’s discharge where the creditor 

received actual notice of the debtor’s bankruptcy case. 

Background 

The debtor, AMPAM Power Plumbing L.P., filed a 

voluntary petition for relief under chapter 11 of the 

Bankruptcy Code in 2003 in the United States Bankruptcy 

Court for the Western District of Texas.  A plan of 

reorganization was confirmed on July 30, 2004.  After the 

petition date, but prior to confirmation, Capstone Building 

Corporation and the debtor entered into a contract under 

which the debtor was to provide plumbing services at a 

local university.  At some point after the parties executed 

the contract, but prior to the confirmation date, the debtor 

advised Capstone of the pendency of its bankruptcy case. 

The work the debtor was required to provide to Capstone 

was largely completed by the confirmation date, with the 

exception of “punch list items” to be provided by the 

debtor and an additional meeting to be attended by 

AMPAM’s representative.  By August 2004, a certificate of 

substantial completion was issued on the project.  

Capstone was unaware of any potential issues related to 

the debtor’s work until February 16, 2011, long after the 

debtor’s plan was confirmed. 

                                                             
2
 520 B.R. 553 (Bankr. W.D. Tex. 2014). 

Several years after confirmation, Capstone filed a state 

court complaint against the reorganized debtor in which 

Capstone asserted contractual indemnity and contribution 

claims related to the debtor’s work on the project.  The 

debtor reopened its chapter 11 case and sought to enforce 

the discharge. 

Analysis 

The court began by noting that the claims held by 

Capstone at confirmation were “future claims.”  The court 

explained that future claims are those claims that arise 

from a debtor’s pre-petition conduct but do not manifest 

any injury until after confirmation.  To determine proper 

treatment of such future claims, the court noted, “it is 

essential first to ascertain whether the claimant held a 

pre-confirmation claim and then determine whether the 

pre-confirmation claim may be discharged by confirmation 

within the restraints of constitutional due process.” 

To determine whether the debtor held a pre-confirmation 

claim, the court first looked to the definition of the term 

“claim” in the Bankruptcy Code.  Section 101(5)(A) defines 

claim as a “right to payment, whether or not such right is 

reduced to judgment, liquidated, unliquidated, fixed, 

contingent, matured, unmatured, disputed, undisputed, 

legal, equitable, secured, or unsecured.”  Observing that 

Congress intended to apply the broadest possible 

definition to the term “claim,” the court noted that several 

approaches have emerged on the manner in which the 

term “claim” must be interpreted, particularly in the 

context of future claims.  The court applied the pre-

petition-relationship test set forth in the Fifth Circuit’s 

decision in In re Piper Aircraft Corp..3  Under the Piper 

test, a claim arises at the time of the “debtor’s [tortious] 

conduct forming the basis of liability only if the claimant 

had some type of specific relationship with the debtor at 

that time.”  The court found that the contractual 

relationship between the debtor and Capstone existed 

prior to confirmation of the debtor’s chapter 11 plan.  

Citing to section 1141(d)(1)(A) of the Bankruptcy Code, 

which provides that the confirmation of a plan “discharges 

the debtor from any debt that arose before the date of 

such confirmation,” the court concluded that the definition 

of the word “claim” extended to postpetition but pre-

confirmation conduct.  The court further found that a 

claim arising from a pre-confirmation, non-executory 

                                                             
3
 18 F.3d 1258 (5th Cir. 1994). 
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contract, such as the claim at issue before it, is similar to 

any other pre-petition claim, and would be discharged by 

confirmation of the debtor’s plan.  The court concluded 

that Capstone’s claims arose at the time the debtor’s 

wrongful conduct forming the basis for liability occurred. 

The court next examined when the debtor’s conduct 

occurred that formed the basis of the alleged liability. 

In asserting that the conduct in question arose post-

confirmation, Capstone pointed to the incomplete “punch 

list” items, meetings attended by the debtor post-

confirmation, and a one-year warranty executed two days 

after confirmation.  The court concluded that the basis for 

liability in the state court suit was the work the debtor 

completed prior to confirmation, not the limited post-

confirmation activities, and accordingly, the claim arose at 

the time that conduct took place, even though the 

resulting injury had not manifested by the confirmation 

date.  Therefore, the court held that Capstone’s claims 

were pre-confirmation claims against the debtor for its 

work on the project. 

Having concluded that Capstone’s claims were pre-

confirmation claims, the court next analyzed whether 

Capstone’s claims should have been discharged under the 

debtor’s plan.  The analysis turned on whether Capstone 

had received proper notice of the debtor’s bankruptcy.  

Observing that although the broad definition of “claim” 

was designed to further the debtor’s interest in obtaining a 

fresh start, due process can properly act as a restraint on 

the debtor’s efforts to bar creditors from pursuing claims.  

Due process requires that notice be “reasonably 

calculated, under all circumstances, to inform interest 

parties of the pendency” of a proceeding.  The amount of 

notice required depends on whether a creditor is “known” 

or “unknown.” 

In the Fifth Circuit, actual notice is required only for known 

creditors, which are defined as those creditors that the 

debtor possesses specific information about a manifested 

injury against, to make the claim more than “merely 

foreseeable.”  While the court noted that Capstone may 

technically have been an “unknown creditor” because 

Capstone’s injury had not manifested pre-confirmation, it 

was undisputed that Capstone received actual notice of 

the pendency of the bankruptcy.  The court concluded that 

this actual notice satisfied even the more onerous due 

process requirements for notice to known creditors. 

Capstone asserted that because it was not aware of any 

defect in the debtor’s work at the time Capstone received 

notice of the bankruptcy case, Capstone was unable to 

protect its rights and therefore discharge of its claims 

would deprive Capstone of due process.  The court 

dismissed Capstone’s argument noting that the Fifth 

Circuit has held that claimants are not deprived of due 

process even when, at the time they receive notice of the 

bankruptcy, they are unaware of any injury.  Ultimately, 

the court concluded that Capstone’s claims were properly 

discharged by the confirmation of the debtor’s plan. 

Conclusion 

While the debtor’s discharge was enforced in AMPAM, it is 

unclear whether the court would have concluded that 

there was no violation of due process if Capstone had not 

received actual notice of the debtor’s bankruptcy.  Debtors 

would be well served to ensure that all parties with whom 

they deal during the pendency of their cases receive 

actual notice of the case. 

No Proof of Claim, No Problem:  
Bankruptcy Court Finds 
Declaration to Be Effective as 
Informal Proof of Claim 
Matthew P. Goren 

Regardless of whether a creditor has a claim identified in 

a debtor’s schedules of assets and liabilities, generally 

speaking, most attorneys representing creditors in the 

context of a chapter 11 case will advise their clients to file 

a formal proof of claim with the bankruptcy court.  Often 

this is just “belts and suspenders” and a matter of good 

practice but, if nothing else, a formal proof of claim will 

serve to protect a creditor’s rights and interests vis-à-vis 

the estate.  In many cases, however, some creditors, for 

whatever reason, either forget or simply fail to file a proof 

of claim prior to the expiration of the bar date.  Although 

the usual effect would be that the claim would be barred 

against the estate, a recent decision out of the United 

States Bankruptcy Court for the District of Idaho
4
 shows 

that all may not be lost because another document 

                                                             
4
 In re Parrott Broadcasting Ltd. P’ship, 518 B.R. 602 (Bankr. D. 

Idaho Sept. 30, 2014). 
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prepared by the creditor (there, a declaration submitted to 

the United States Trustee) may serve as an effective 

“informal proof of claim.” 

Background 

Parrott Broadcasting Limited Partnership filed for chapter 

11 bankruptcy protection and identified Marquee 

Broadcasting, Inc. as an unsecured creditor on its 

schedules holding a non-contingent, undisputed, and 

liquidated claim.  Prior to any bar date, Marquee filled out 

and submitted a form declaration that was sent by the 

U.S. Trustee to various creditors identified in the debtors’ 

schedules for the purpose of gauging the creditors’ 

interest in serving on the official committee of unsecured 

creditors.  The declaration was executed by a Marquee 

officer and indicated that Marquee’s claim was based 

upon a “promissory note” and that the claim amount was 

approximately $230,000.  The declaration was neither 

sent to, nor filed with, the bankruptcy court; rather, it was 

submitted directly to the U.S. Trustee.  Thereafter, 

Marquee was appointed by the U.S. Trustee to serve on 

the Creditors’ Committee, and the Marquee officer that 

executed the declaration was elected to serve as the 

Committee’s chairperson. 

After about a year in chapter 11, the debtor’s case was 

converted to chapter 7 and a trustee was appointed.  After 

the deadline to file claims had passed, the chapter 7 

trustee filed a final report which outlined, among other 

things, the anticipated pro rata distributions to allowed 

general unsecured claims in the case.  It was at that time 

that Marquee’s representatives realized that they had 

failed to file a proof of claim at any time during the 

bankruptcy case.  Marquee filed a formal proof of claim 

shortly thereafter (which was later amended to include a 

copy of its promissory note) and later, at the bankruptcy 

court’s direction, Marquee filed a formal motion 

requesting that its claim be deemed timely and allowed.  

Hilo Broadcasting LLC, one of the debtor’s other 

unsecured creditors, objected to the motion arguing that 

(a) Marquee had failed to meet the standards for 

allowance set forth under the applicable case law, and (b) 

Hilo would be prejudiced if Marquee’s amended claim was 

allowed because its anticipated distribution would be 

diminished. 

Analysis 

The court correctly noted that because Marquee had not 

physically filed the declaration with the bankruptcy court, 

nor was there any evidence that it had intended for it to be 

filed, the relevant provisions of the Bankruptcy Code (i.e., 

Sections 501(a), 502(a), and 726) and the Bankruptcy 

Rules (i.e., Rules 3002, 5005, and 9009) governing the 

filing and allowance of claims were inapplicable to the 

case at hand.  The court, instead, focused its attention on 

whether the declaration constituted an “informal” proof of 

claim. 

The doctrine of informal proofs of claim implements a 

“so-called rule of liberality in amendments to creditors’ 

proofs of claim so that a late-filed formal claim relates 

back to a previously filed informal claim.”  To be 

considered effective in the Ninth Circuit, an informal proof 

of claim must state an explicit demand, showing the 

nature and amount of the claim against the estate, and 

evidence an intent to hold the debtor liable.  In applying 

this doctrine in various contexts, the Ninth Circuit BAP has 

instructed that a creditor must show (i) the presentment 

of a writing, (ii) within the time for the filing of claims, (iii) 

by or on behalf of the creditor, (iv) bringing the claim to 

the attention of the court, and (v) the nature and amount 

of a claim asserted against the estate.
5
 

Although Hilo did not dispute that the first two prongs of 

the informal proof of claim doctrine had been satisfied, it 

contended that the declaration failed to satisfy the 

remaining three prongs of the test.  With respect to the 

third prong, the court concluded that, although there was 

some minor variance between the name on the 

declaration and the name in the late proof of claim, 

“reasonably construed,” the declaration made it clear 

enough that a claim was held by Marquee, even though 

the exact name of the creditor in the declaration was not 

precisely correct.  The court next concluded that the 

declaration, which indicated both that Marquee’s claim 

was based on a promissory note and the amount of that 

claim, adequately stated the nature and amount of the 

claim asserted against the estate.  The court further noted 

that, as a request to be appointed to the Creditors’ 

Committee, whose goal it was to represent the interests 

of the debtor’s unsecured creditors, the declaration was 

                                                             
5
 Pac. Res. Credit Union v. Fish (In re Fish), 456 B.R. 413, 417 (9th 

Cir. BAP 2011). 
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“sufficient to state Marquee’s intent to hold the 

bankruptcy liable for the amount claimed.” 

The harder issue for the court, however, was determining 

whether the declaration, sent only to the U.S. Trustee, 

was sufficient to “bring the claim to the attention of the 

court.”  This is when it is important to remember that this 

decision comes out of the Ninth Circuit.  As the 

bankruptcy court explained, unlike other circuits, in the 

Ninth Circuit, an informal proof of claim need not be filed 

with the court; rather, the writing need only be received by 

either the bankruptcy court or a representative of the 

bankruptcy estate no later than the claims bar date.  This 

is a significant distinction from courts in other circuits, 

including the Fifth, Sixth, Tenth, and Eleventh Circuits, 

which require a writing to be filed for consideration as an 

informal claim.
6
  The Bankruptcy Court in Parrot 

Broadcasting stated, “In other words, in this Circuit, letters 

or other communications to representatives of the 

bankruptcy estate, so long as the writing meets the other 

requirements for an informal proof of claim, can satisfy 

this prong of the test even though they were never filed 

with the court.”  Relying in part on a similar decision out of 

the Eighth Circuit, First Am. Bank & Trust of Minot v. 

Butler Machinery Co. (In re Haugen Constr. Servs., Inc.),7 

and based upon the Ninth Circuit’s liberal approach to 

what constitutes an informal proof of claim, the court 

concluded that the U.S. Trustee was “a representative for 

purposes of receiving an informal proof of claim” and that 

the declaration sent to the U.S. Trustee prior to the 

deadline for filing claims was sufficient to bring the claim 

to the attention of the court. 

The court further determined that, although the 

declaration did not contain all of the information required 

by the Bankruptcy Rules for an allowed proof of claim, 

Marquee successfully amended its informal claim when it 

later filed its formal proof of claim, which contained a 

copy of the promissory note in question.  Despite 

                                                             
6
 See, Nikoloutsos v. Nikoloutsos (In the Matter of Nikoloutsos), 

199 F.3d 233, 236 (5th Cir.2000), Barlow v. M.J. Waterman & 

Assoc., Inc. (In re M.J. Waterman & Assoc., Inc.), 227 F.3d 604, 

609 (6th Cir.2000), Clark v. Valley Fed. Sav. & Loan Assoc. (In re 

Reliance Equities, Inc.), 966 F.2d 1338, 1344 (10th Cir.1992), and 

The Charter Co. v. Dioxin Claimants (In re the Charter Co.), 876 

F.2d 861, 864 (11th Cir.1989), respectively. 

7
 876 F.2d 681 (8

th
 Cir. 1989). 

assertions by Hilo of prejudice, the court found that the 

informal proof of claim had been properly amended, 

holding that “a mere reduction in the distribution is not 

sufficient prejudice to justify disallowing Marquee’s 

amended claim.” 

Conclusion 

Although this case may describe a good back-up plan for 

creditors that fail to timely file a proof of claim, the 

decision should be read with a grain of salt.  The 

bankruptcy court more than once stated that it was 

granting Marquee’s relief “somewhat reluctantly.”  More 

importantly, as previously noted, this decision comes out 

of the Ninth Circuit, which has especially liberal rules with 

respect to informal proofs of claims.  Creditors in other 

circuits may not be so lucky. 

Rejecting Frenville (again), 
Third Circuit Extends 
Grossman’s and Broadens 
Scope of Prepetition Claims 
Marvin Mills 

As our readers may recall, two years ago, Judge Ambro of 

the Third Circuit opined that “[t]he shadow of Frenville 

fades, but more slowly than we would like.”
8
  In Frenville,

9
 

the Third Circuit established that a claim arose, for 

bankruptcy purposes, when the underlying state law 

cause of action accrued.  Recognizing the flaws of the 

accrual test, the Third Circuit overruled Frenville in JELD-

WEN, Inc. v. Van Brunt (In re Grossman’s),10
 and held that 

a prepetition claim arises at the time of exposure or 

conduct giving rise to the injury.  Although Frenville was 

overruled, it left its footprints behind.  Recently, however, 

in In re Paul Ruitenberg, III,11 the Third Circuit has again 

rejected the Frenville accrual test, this time with respect 

to a debtor’s spouse’s interest in a pending divorce 

                                                             
8
 See Frenville Leaves Its Footprints Behind as Third Circuit 

Refuses to Discharge Latent Claims dated May 30, 2012 on the 

Weil Bankruptcy Blog. 

9
 Avellino & Bienes v. M. Frenville Co. (In re Frenville Co.), 744 

F.2d 332 (3d Cir. 1984), cert. denied, 469 U.S. 1160 (1985). 

10
 607 F.3d 114 (3d Cir. 2010). 

11
 In re Ruitenberg, 745 F.3d 647 (3d Cir 2014). 



Weil Bankruptcy Blog Annual Review 

Weil, Gotshal & Manges LLP bfr.weil.com 85 

proceeding.  Explicitly expanding the scope of Grossman’s 

beyond tort claims, the Third Circuit — which included 

Judge Ambro, Judge Smith, and retired Associate Justice 

for the Supreme Court of the United States, Sandra Day 

O’Connor — broadened the scope of prepetition claims and 

firmly rejected application of the accrual test. 

Background 

In Ruitenberg, the debtor commenced a chapter 7 case 

while a divorce proceeding with his spouse was pending in 

New Jersey state court.  At the time of the debtor’s 

bankruptcy filing, the state court had not yet entered a 

judgment apportioning the couple’s marital assets.  

Nevertheless, the debtor’s spouse timely filed a proof of 

claim for her anticipated share of marital property. 

The chapter 7 trustee for the debtor’s estate sought to 

expunge the spouse’s proof of claim.  The trustee argued 

that the wife’s interest in the marital property was not a 

claim under bankruptcy law because the state court had 

not entered a final divorce decree prior to the 

commencement of the debtor’s bankruptcy case.  The 

characterization of the spouse’s interest as either a 

prepetition claim or a postpetition claim would 

significantly impact her potential recovery.  If the interest 

was a prepetition claim, the spouse would be eligible to 

receive a share of any distribution made to general 

unsecured creditors from the debtor’s estate.  If the 

interest was a postpetition claim, however, the spouse’s 

recovery would be limited to the assets available after the 

debtor’s liquidation — a recovery that might be 

substantially less than she would receive from the estate 

as a general unsecured creditor.  (We note that this may 

seem backwards to most situations we encounter in the 

chapter 11 context, where the debtor argues that a claim 

is a prepetition claim while the creditor argues that it is a 

postpetition claim.) 

The United States Bankruptcy Court for the District of 

New Jersey concluded that the spouse’s interest in a 

potential distribution of marital assets arose prepetition 

and, therefore, was an allowable claim.  The district court 

certified the case for direct appeal to the Third Circuit. 

Analysis 

At the outset of its analysis, the appellate court explained 

that the Bankruptcy Code is the starting point for 

determining whether a spouse’s interest in an equitable 

distribution of marital assets in a divorce proceeding 

constitutes a claim.  Section 101(5)(A) defines a claim (in 

pertinent part) as a “right to payment, whether or not such 

right is reduced to judgment, liquidated, unliquidated, 

fixed, contingent, matured, unmatured, disputed, 

undisputed, legal, equitable, secured, or unsecured[.]” 

According to the Third Circuit, when the debtor filed for 

bankruptcy, even though the state court had not entered a 

final judgment for the spouse, “her interest was, at the 

least, unliquidated and contingent on a final decree 

apportioning marital property, perhaps unmatured, and 

likely disputed.  But, no matter, it literally [was] a ‘claim’ 

under [section] 101(5).” 

In support of this view, the Third Circuit relied on its 

analysis in Grossman’s, in which it concluded that an 

asbestos-related claim — and thus a right to payment 

under the Bankruptcy Code — arises at the time of 

exposure even if the injury manifests postpetition.  The 

Third Circuit reiterated that Congress and the Supreme 

Court have instructed that the term claim under the 

Bankruptcy Code should have “the broadest possible 

definition.”  The court went on to explain that in 

Grossman’s it overruled the Frenville accrual test 

(pursuant to which a claim arose, for bankruptcy 

purposes, when the underlying state law cause of action 

accrued) because the Frenville test interpreted the 

definition of a claim under the Bankruptcy Code too 

narrowly.  Grossman’s expanded the definition of a claim, 

and the spouse’s interest fell within the expanded 

definition. 

The Third Circuit firmly rejected the chapter 7 trustee’s 

argument that the court should apply the Frenville 

accrual test because Grossman’s was limited to tort-

related claims, and that under New Jersey state law, a 

spouse’s claim to apportioned martial property arises 

upon entry of a judgment of divorce.  Judge Ambro 

acknowledged that the formulation of the Grossman’s test 

was tailored to common law tort claims, but noted that in 

that decision, the Third Circuit had highlighted the flaws of 

the accrual test, and that such test was inconsistent with 

section 101(5).  Consequently, the court found that the 

underlying rationale of Grossman’s and the language of 

section 101(5) warranted a “broader rejection of the 

Frenville accrual test.” 

The appellate court went on to note that allowing the 

spouse’s claim did not raise the due process concerns 

addressed in Grossman’s (e.g., adequacy of notice).  
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Rather, the debtor and the spouse were fully aware of the 

pending divorce proceeding and the potential distribution 

of marital assets at the time of the bankruptcy filing. 

The Ruitenberg decision has implications far beyond 

divorce proceedings.  The Third Circuit’s expansive 

application of Grossman’s not only sounds a second and 

final death knell for Frenville (to the extent Frenville had 

any life post-Grossman’s), but also should be a warning to 

potential creditors in any proceeding in which an adverse 

party files for bankruptcy.  Parties to proceedings 

commenced prior to another party’s bankruptcy filing 

should timely file proofs of claim if they seek a recovery 

from the bankruptcy estate, or else run the risk of their 

claims being discharged. 

Draft Wisely or Pay Dearly:  
The Fifth Circuit Weighs in on 
the Enforceability of 
Prepayment Premiums 
(Absent Prepayment) 
Dana Hall 

Prepayment premium litigation is all the rage these days.  

Lenders’ degree of success enforcing payment of such 

premiums – also commonly referred to as “make-whole” 

premiums – in the bankruptcy context has generally been 

dependent on state law contract interpretation and courts’ 

legal determinations of whether such premiums should be 

properly characterized as disallowable “unmatured 

interest” under section 502(b)(2) of the Bankruptcy Code 

or, alternatively, as liquidated damages.  The United 

States Court of Appeals for the Fifth Circuit recently 

weighed in with an opinion denying a lender’s claim for a 

prepayment premium because (i) no payment was 

actually made prior to the accelerated maturity date of 

the applicable note and (ii) the note did not expressly 

provide for payment of the prepayment premium in the 

event of acceleration alone.  The Fifth Circuit’s decision in 

In re Denver Merchandise Mart, Inc.12
 is the latest in a 

string of notable decisions on prepayment premium-

related issues, including decisions issued by the Second 

                                                             
12

 In re Denver Merchandise Mart, Inc., 740 F.3d 1052 (5
th

 Cir. 

2014). 

Circuit in In re AMR Corporation13 this past September 

(holding that the governing indenture in that case 

precluded the indenture trustee’s recovery on its claim for 

a make-whole premium) and the United States 

Bankruptcy Court for the District of Delaware in In re 

School Specialty14 this past April (allowing a lender’s 

claim for a make-whole premium after finding that the 

credit agreement clearly provided for payment of the 

premium).  We’ve also previously discussed a number of 

other, older decisions.
15

 

If you haven’t been tracking this issue, you may be asking 

yourself – “what, exactly, is a prepayment premium 

anyway?” Although the precise terms of prepayment 

premiums vary greatly (part of the reason for all the 

recent sturm und drang), prepayment premium provisions 

(usually included in an indenture, note, or credit 

agreement) generally provide that in the event a borrower 

pays the loan or note balance, in whole or in part, in 

advance of the date on which payment is due, the 

borrower is required to pay the lender an additional 

amount to compensate the lender for its anticipated 

interest on the prepaid amounts.  Lenders reason that 

such provisions protect them in the event that a borrower 

refinances to a lower interest rate and the lender, likely 

facing less favorable market conditions, is unable to re-

lend funds at the same interest rate and obtain the benefit 

of its bargain.  The word “prepayment” can be somewhat 

misleading, however, as in some cases the premium may 

become payable even in the absence of a payment prior to 

the maturity date.  For instance, in Denver Merchandise, 

the lender and borrower both agreed that no prepayment 

                                                             
13

 In re AMR Corporation, 730 F.3d 88 (2d Cir. 2013). 

14
 In re School Specialty, No. 13-10125-KJC, 2014 WL 1838513, 

slip op. (Bankr. D. Del. Apr. 22, 2013).  

15
 See Solvent Debtors Beware – Noteholders May Be Entitled to 

an Unsecured Claim for Expectation Damages Resulting From a 

No-Call Provision in Indenture dated December 21, 2010; see 

also Noteholders in the Southern District of New York Not 

Entitled to an Unsecured Claim for Expectation Damages 

Resulting From a No-Call Provision in an Indenture dated 

January 11, 2011; In re Chemtura Corporation:  An Analysis of 

the Enforceability of Make-Whole and No-Call Provisions in the 

Southern District of New York dated May 15, 2011; and 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, all on the 

Weil Bankruptcy Blog.  
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had actually occurred.  Rather, the lender argued that the 

note provided for payment of a premium in the event of 

acceleration of the note, regardless of whether or not the 

borrower actually made payment prior to the accelerated 

maturity date. 

In Denver Merchandise, the borrower defaulted on a note 

and, following the lender’s acceleration of the outstanding 

amounts owed under the note, the borrower commenced 

a chapter 11 case.  The prepayment premium dispute in 

that case centered on two key note provisions.  The first 

provision, contained in Article 6 (“Prepayment”), provided 

as follows: 

Borrower shall pay the Prepayment Consideration 

due hereunder whether the prepayment is 

voluntary or involuntary (including without 

limitation in connection with Lender’s 

acceleration of the unpaid principal balance of the 
Note)…. 

(emphasis added). 

The second provision, contained in Article 4 (“Default and 

Acceleration”), provided as follows: 

(a) The whole of the principal sum of this Note, (b) 

interest, default interest, late charges and other 

sums, as provided in this Note … [and] (c) all 

other moneys agreed or provided to be paid by 

Borrower in this Note … shall without notice 

become immediately due and payable at the 

option of Lender if any payment required in this 

Note is not paid prior to the tenth (10
th

) day after 

the date when due or on the Maturity Date or on 

the happening of any other default …. 

(emphasis added). 

The lender in Denver Merchandise included the 

prepayment premium amount (approximately $1.8 million) 

in its proof of claim filed in the debtor-borrower’s chapter 

11 case.  The debtor objected to the lender’s claim and the 

lender responded, arguing that it was entitled to payment 

of the premium because the language in Articles 6 and 4, 

taken collectively, provided for payment of the premium in 

the event of acceleration.  The debtor argued, on the other 

hand, that Article 6 dealt only with voluntary or 

involuntary “prepayments” and that the language 

pertaining to acceleration merely provided an example of 

a situation in which an involuntary prepayment might be 

made.  Similarly, Article 4 did not explicitly provide for 

payment of a premium in the event of acceleration, but 

rather just permitted the lender to accelerate “all other 

moneys agreed or provided to be paid” by the debtor 

pursuant to the note.  Because neither provision explicitly 

provided the lender with a right to the prepayment 

premium in the absence of an actual prepayment, the 

lender was not entitled to a claim for the asserted 

premium amount.  The United States Bankruptcy Court 

for the Northern District of Texas agreed with the debtor 

and issued a short order granting the debtor’s claim 

objection.  The United States District Court for the 

Northern District of Texas affirmed, and, on de novo 

review,
16

 the Fifth Circuit affirmed the District Court’s 

ruling. 

The Fifth Circuit noted as an initial matter that, absent a 

clear contractual provision to the contrary or evidence of a 

borrower’s bad faith in defaulting to avoid a penalty, a 

lender’s decision to accelerate acts as a waiver of a 

prepayment penalty.  Other courts have stated this 

differently, noting that because acceleration necessarily 

“accelerates” the maturity date, any subsequent payment 

is, per se, not a “pre”-payment.  Regardless of whether 

you look at the issue as one of mechanics or one of waiver, 

the Denver Merchandise court was clear that absent 

express language providing for payment of a premium in 

the event of acceleration alone, a prepayment premium 

would not be enforceable absent prepayment. 

The court determined that there was no language in the 

note at issue that “would deem the prepayment to have 

been made in the event of acceleration” and that although 

“[t]here are several conditions that might trigger the 

obligation to pay the Prepayment Consideration … none 

requires the Borrower to pay the Prepayment 

Consideration absent an actual prepayment.”  The court 

also noted that if the lender had desired to ensure 

payment of the premium in the event of acceleration, it 

could have easily achieved that result by including 

unambiguous language in the note to that effect.  As an 

example of the type of unambiguous language that would 

have supported enforcement of the premium, the Fifth 

Circuit cited to a case in the United States District Court 

for the Western District of Missouri,
17

 in which the note 

                                                             
16

 Colorado law provides that interpretation of a contract is a 

matter of law and is reviewed de novo. 

17
 332 B.R. 380 (W.D. Mo. 2005). 



Weil Bankruptcy Blog Annual Review 

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

provided, in part, that “[t]he [borrower] agrees that if the 

holder of this Note accelerates the whole or any part of 

the principal sum … the undersigned waives any right to 

prepay said principal sum in whole or in part without 

premium and agrees to pay a prepayment premium.” 

Because the Fifth Circuit determined that no premium 

was due and owing under the terms of the note, the court 

did not need to determine whether the premium was 

properly characterized as unmatured interest or liquidated 

damages; an issue that a number of other courts, 

including the School Specialty court, have wrestled with.  

The Fifth Circuit stated, in dicta, and in contrast to the 

majority opinion on this issue, that a “prepayment penalty 

is not liquidated damages and is not subject to the rules of 

reasonableness for liquidated damages.”  The court, 

however, also appears to have assumed that the 

prepayment premium did not constitute disallowable 

unmatured interest under section 502(b)(2) of the 

Bankruptcy Code because the court’s opinion suggests 

that the premium would have been allowed if it had been 

properly provided for in the note.  The Fifth Circuit’s 

opinion implies that, at least in the Fifth Circuit, 

prepayment premiums do not constitute liquidated 

damages or unmatured interest. 

As with the AMR Corporation and School Specialty 

decisions, the outcome in Denver Merchandise hinged on 

the governing language in the note.  Although the law 

regarding enforceability of prepayment premiums is still 

rapidly developing, one thing is clear – if a lender intends 

to obtain a prepayment premium in the event of 

acceleration and regardless of any actual prepayment, the 

lender should be sure to include tight, unambiguous 

language to that effect in the governing documents.   

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

In our previous posts, we have devoted
18

 extensive
19

 

discussion
20

 to “make-whole” provisions.  We have asked 

whether a debtor may repay debt prior to its maturity 

where the debt instrument prohibits such prepayment and 

whether prepayment penalties pursuant to “make-whole” 

provisions entitle the lenders to a claim over and above 

principal and accrued interest.  Yet the question still 

remains:  what is a “make-whole” provision?  Yes, a make-

whole provision may provide for a prepayment premium – 

a charge for prepaying debt, designed to compensate 

lenders or noteholders for the loss of future interest that 

would have been earned had the debt not been paid down 

early.  But what is that payment?  Is it interest?  A 

penalty?  Neither?  Both?  

Though the answers to those questions are not 

necessarily fully settled in all jurisdictions, Judge 

Shannon of the United States Bankruptcy Court for the 

District of Delaware recently provided further guidance in 

construing the fundamental nature of prepayment 

penalties pursuant to make-whole provisions, holding that 

make-whole payments are not payments of unmatured 

interest, but should, instead, be construed as liquidated 

damages. 

                                                             
18

 See Solvent Debtors Beware – Noteholders May Be Entitled to 

an Unsecured Claim for Expectation Damages Resulting From a 

No-Call Provision in Indenture dated December 21, 2010 on the 

Weil Bankruptcy Blog. 

19
 See Noteholders in the Southern District of New York Not 

Entitled to an Unsecured Claim for Expectation Damages 

Resulting From a No-Call Provision in an Indenture dated 

January 11, 2011 on the Weil Bankruptcy Blog. 

20
 See In re Chemtura Corporation:  An Analysis of the 

Enforceability of Make-Whole and No-Call Provisions in the 

Southern District of New York dated March 15, 2011 on the Weil 

Bankruptcy Blog. 
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In In re Trico Marine Servs., Inc.,21
 the debtor, Trico Marine 

International, Inc. issued approximately $18.9 million in 

notes to finance the construction of two supply vessels.  

The indenture for those notes provided that payments 

thereunder were subject to an optional redemption 

premium (i.e., a make-whole premium) that would mature 

if and when the debtor elected to redeem the notes “in 

whole or in part, at any time, at the redemption prices.” 

The notes were not secured by any of the debtor’s 

property, but to induce the extension of this facility to the 

debtor, the United States Secretary of Transportation 

guaranteed the notes on behalf of the Maritime 

Administration, which administers a financial program to 

develop and promote the U.S. Maritime Service and other 

programs in furtherance of national maritime defense.  

Specifically, the Maritime Administration guaranteed 

payment of any unpaid interest or principal on the Trico 

notes.  In exchange, the debtor granted the Maritime 

Administration a promissory note secured by a first 

priority lien on the vessels. 

After commencing its chapter 11 case, the debtor sold the 

vessels.  In exchange for its consents to the sale, the 

Maritime Administration demanded that the debtor use 

the proceeds to repay the outstanding notes (so as to 

ensure that the guarantee would not be called).  Following 

the sale, the debtor paid the indenture trustee’s claims for 

outstanding principal and accrued interest under the 

indenture, but disputed the indenture trustee’s claim for 

make-whole premiums relating to the payoff.  The debtor 

argued, among other things, that the make-whole 

premium should be disallowed as unmatured interest 

pursuant to section 502(b)(2) of the Bankruptcy Code, or, 

in the alternative, that the make-whole premium was a 

general unsecured claim that was not covered by the 

guarantee.  Implicitly conceding that the make-whole 

premium was unmatured interest, the indenture trustee 

argued that the make-whole premium was covered by the 

guarantee and that it could, therefore, look to the 

Maritime Administration for payment of the make-whole 

premium.  Not surprisingly, the Maritime Administration 

contended that the make-whole premium was not 

“interest” and thus, not covered by its guarantee.   

                                                             
21

 In re Trico Marine Servs., Inc., 450 B.R. 474 (Bankr. D. Del. 

2011).  

Judge Shannon observed that courts have disagreed on 

the proper understanding of make-whole provisions and 

whether payments pursuant to those provisions should be 

characterized as unmatured interest or as liquidated 

damages.  Judge Shannon agreed with the apparent 

majority view that prepayment premiums should more 

properly be construed as liquidated damages, noting that 

a majority of courts to have faced the issue have held 

similarly.  Although Judge Shannon did not devote 

extensive discussion to the issue, the cases cited in Trico 

had reached that conclusion largely because make-whole 

payments constitute fully matured obligations pursuant to 

a contract and are not unmatured obligations that simply 

would have been incurred had the loan not been prepaid.  

In other words, because the obligation itself comes due at 

the time of prepayment, any such prepayment penalties 

are not deemed to be “interest” simply because the 

amounts of such payments are based on calculations of 

future interest obligations that would have been incurred. 

A significant implication of the Trico decision is that, 

according to that holding, make-whole premiums cannot 

be disallowed pursuant to section 502(b)(2) of the 

Bankruptcy Code because they are not unmatured 

interest.  What is a make-whole payment? The answer 

may not yet be fully clear for all purposes, but, at least 

under Trico, it is not unmatured interest. 
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Executory Contracts 
The term “executory contract” is unique to the bankruptcy world.  It refers to a 

contract under which the obligation of both the debtor and the non-debtor 

counterparty are so unperformed that the failure of either to complete 

performance would constitute a breach of the contract.  Seems simple 

enough, right?  Well, an annual review of the Weil Bankruptcy Blog suggests 

otherwise.  First, courts continue to grapple with whether certain types of 

agreements, such as a membership agreement in a limited liability company, 

constitute executory contracts.  Second, courts are split on how to reconcile a 

debtor’s 363(f) rights (i.e., the debtor’s right to sell its assets free and clear of 

any interest of an entity other than the estate) with other Bankruptcy Code 

provisions that protect the rights of parties leasing or licensing from the 

debtor.  Third, as the Weil Bankruptcy Blog examined in Crumbs Bake Shop 

Finds Layers of Rights Under a Rejected Trademark License and The Eighth 

Circuit Reverses Course and Concludes That a License Agreement That Is Part 

of a Completed Sale Transaction Is Not an Executory Contract, courts are 

divided on how to treat the rights and protections afforded to licensees of a 

debtor’s trademark.  The diverging cases on all three of these issues are ripe 

for the Weil Bankruptcy Blog and we will keep you posted as courts continue 

to address these complex and open issues!  This year, the Weil Bankruptcy 

Blog also explored the intersection of certain state law contractual remedies 

with bankruptcy law highlighting yet another layer of complexity when 

considering the postpetition rights and remedies of non-debtor parties to an 

executory contract. 
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363(f) Versus 365(h):  A 
Victory for 363(f), At Least in 
This Case 
Katherine Doorley 

Section 363(f) of the Bankruptcy Code allows a trustee to 

sell property of the estate free and clear of any interest of 

an entity other than the estate.  Section 365(h) of the 

Bankruptcy Code, on the other hand, protects the 

interests of a lessee in the event the trustee rejects an 

unexpired lease of real property where the debtor was the 

lessor.  Among the protections afforded by section 365(h) 

are the ability of the lessee to retain its rights under the 

lease such as the right of possession.  The conflict 

between these two sections is apparent:  does free and 

clear really mean free and clear, even of rights granted 

under the Bankruptcy Code?  Or can another provision of 

the Bankruptcy Code, for example section 365(h), limit a 

sale under section 363(f)?  What happens to a tenant (or a 

licensee of intellectual property with rights post-rejection 

under section 365(n) of the Bankruptcy Code) when a 

debtor sells substantially all of its assets, including assets 

subject to a lease or license during a bankruptcy case?  

The United States Bankruptcy Court for the District of 

Montana weighed in on this issue in In re Spanish Peaks 

Holdings II, LLC.1 

Background 

Spanish Peaks Holdings II, LLC and its affiliated debtors 

sought to develop a private high-end residential ski and 

golf resort in Big Sky, Montana.  To that end, in November 

2006, the debtor entered into a loan agreement secured 

by its real property.  Subsequently, Spanish Peaks entered 

into a lease, as lessor, with one of its non-debtor affiliates 

for The Pinnacle at Big Sky Restaurant.  The Pinnacle 

lease was for a term of 99 years at a rental rate that was 

significantly below market.  Spanish Peaks also entered 

into a lease, known as the Opticom lease, with a separate 

affiliate, covering real property in Gallatin and Madison 

Counties, Montana, under which Spanish Peaks was the 

lessor.  The lease was for a term of 60 years and was 

never recorded. 

                                                             
1
 In re Spanish Peaks Holdings II, LLC, Case No. 12-60041, 2014 

WL 929701 (Bankr. D. Mont. Mar. 10, 2014). 

In October 2011, the debtors filed a petition under chapter 

7 of the Bankruptcy Code.  The chapter 7 trustee sought 

to sell substantially all of the debtors’ assets to the 

debtors’ prepetition lender pursuant to section 363.  The 

trustee’s proposed sale order provided that the sale would 

be free and clear of all liens, claims, interests, and 

encumbrances under section 363(f) with the exception of 

certain permitted encumbrances.  The Pinnacle and 

Opticom leases were never listed as permitted 

encumbrances. 

Section 363(f) vs. Section 365(h) 

At the sale procedures hearing, the affiliates that were 

lessees under the Pinnacle and Opticom leases opposed 

the sale and stated that if the leases were rejected, the 

affiliates would elect to retain all of their rights under 

section 365(h).  The parties agreed to postpone a decision 

on the nature of the affiliates’ rights until the sale hearing.  

Subsequently, the trustee filed a motion to reject the 

Pinnacle and Opticom leases.  No timely objection was 

received, and the court granted the trustee’s motion. 

At the sale hearing, the lender sought a determination 

that the sale was free and clear of the Pinnacle and 

Opticom leases under section 363, and that section 365(h) 

did not apply to preserve the affiliates’ subordinate and/or 

voidable leasehold interests following the sale.  The 

affiliates objected. 

In making its decision, the Bankruptcy Court examined a 

split in the case law between courts holding that section 

365(h) rights may be terminated in a section 363 sale, and 

courts holding that a tenant’s rights under section 365(h) 

may not be ended by a sale free and clear. 

The Bankruptcy Court noted that courts holding that 

section 363(f) trumps generally rely on two canons of 

statutory construction:  (i) statutes should be given their 

plain meaning; and (ii) courts should interpret statutes so 

as to “avoid conflicts between them if such construction is 

possible and reasonable.”  The main case holding that 

section 365(h) rights may be terminated by a section 

363(f) sale is the Seventh Circuit’s decision in Precision 

Industries, Inc. v. Qualitech Steel SBQ, LLC.  In Precision 

Industries, the Seventh Circuit concluded that: 

Where estate property under lease is to be sold, 

section 363 permits the sale to occur free and 

clear of a lessee’s possessory interest — provided 

that the lessee (upon request) is granted 
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adequate protection for its interest.  Where the 

property is not sold, and the debtor remains in 

possession thereof but chooses to reject the 

lease, section 365(h) comes into play and the 

lessee retains the right to possess the property. 

327 F.3d at 548.  Under Precision Industries, any lessee 

could have its possessory interest ended, subject to 

receiving adequate protection, if requested. 

In contrast, the cases holding that section 365(h) trumps 

have noted that “specific legislation governs general 

legislation” and that section 365(h) “evinces a clear 

intent” that a “tenant will not be deprived of his estate for 

the term for which he bargained.”  These cases further 

conclude that “since Congress decided [with the 

enactment of section 365(h)] that lessees have the option 

to remain in possession, it would make little sense to 

permit a general provision, such as section 363(f), to 

override its purpose.”
2
  Thus, according to these cases, 

“the lessee’s leasehold estate cannot be diminished, 

changes or modified due to bankruptcy’s intervention….  In 

short, §365(h) seeks to prevent forcible evictions 

whenever possible.”
3  These cases all agree that section 

365(h) is intended to protect the terms for which a lessee 

has bargained, including the rights of possession and quiet 

enjoyment. 

The bankruptcy court in Spanish Peaks adopted neither of 

these two approaches.  Instead, it found that a “case-by-

case, fact-intensive, totality of the circumstances, 

approach, rather than a bright line rule” should guide 

whether section 363(f) or section 365(h) governs in any 

situation.  In the case before it, the Bankruptcy Court held 

that the property could be sold free and clear of the 

affiliates’ section 365(h) possessory rights, based on 

findings that (i) the leases between the debtors and the 

affiliates were entered into at a time when all parties were 

controlled by the same individual; (ii) the Pinnacle lease 

provided for lease rates that were far below fair market 

rental rates; (iii) the Opticom lease was never recorded; 

and (iv) the affiliates neither sought nor obtained a 

nondisturbance agreement from the prepetition lender to 

protect their rights. 

                                                             
2
 In re Churchill Props. III, L.P. 

3
 In re Lee Road Partners, Ltd. 

Moreover, notwithstanding section 363(e) of the 

Bankruptcy Code, which generally provides that a party 

with an interest in property being sold by the 

trustee/debtor is entitled to adequate protection, the 

Bankruptcy Court found that the affiliates were not 

entitled to adequate protection in the case before it.  This 

is because they had not requested adequate protection 

and they provided no evidence that they would suffer any 

economic harm if their possessory interests were 

terminated. 

Relevance for Section 365(n) 

Just as section 365(h) protects the rights of lessees, 

section 365(n) protects the rights of licensees of 

intellectual property in the event the trustee rejects an 

executory contract under which the debtor is a licensor.  

Section 365(n), in part, allows a licensee to retain certain 

rights under any such contract for the duration of the 

agreement.  The outcome of any 363(f)/365(n) dispute 

would likely turn on the approach adopted by the 

bankruptcy court.  A court following Precision Industries 

would likely hold that a section 363(f) sale terminated the 

licensee’s section 365(n) rights, although the licensee 

would still be entitled to adequate protection to the extent 

damages were established.  Courts following the Churchill 

Properties/Lee Road Partners line of cases would likely 

hold that the licensee’s section 365(n) rights are 

preserved in any sale under section 363(f).  Finally, courts 

using a fact-intensive approach, similar to the one here, 

would conduct the requisite inquiry and allow a totality of 

the circumstances guide them. 

Conclusion  

Although here the Bankruptcy Court appeared to side with 

the cases holding that section 363(f) trumps, the facts 

before the Bankruptcy Court were unique enough that 

most courts applying a similar fact-intensive framework 

might decide that a lessee’s 365(h) rights should be 

preserved.  The leases in this case were between insiders 

and were well under-market, and the lessees did not take 

any actions to protect themselves either by seeking a 

nondisturbance agreement with the lender or by 

establishing a case for adequate protection.  Moreover, in 

most cases where courts hold that section 363(f) trumps, 

lessees would likely seek, and be granted, adequate 

protection.  We here at the Weil Bankruptcy Blog will 

continue to monitor the battle of section 363(f) versus 
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365(h)/365(n) and we will be sure (of course) to keep you 

informed of any future developments. 

The Eighth Circuit Reverses 
Course and Concludes That a 
License Agreement That Is 
Part of a Completed Sale 
Transaction Is Not an 
Executory Contract 
Rich Mullen 

In 1988, Congress added section 365(n) to the Bankruptcy 

Code to provide special protections for licensees of 

intellectual property upon a debtor’s rejection of an 

intellectual property license agreement.  Whether 

trademarks are within the ambit of section 365(n) 

protection, though, is open to question.  Accordingly, one 

way that licensees of trademarks have sought to protect 

their trademark licenses is to challenge the ability of a 

debtor to reject license agreements on the ground that 

the agreement is not an executory contract.  The United 

States Court of Appeals for the Third Circuit has already 

addressed this issue in In re Exide Techs., 607 F.3d 957 

(3
rd

 Cir. 2010), concluding that a license agreement 

granting a perpetual, royalty-free, and exclusive 

trademark license in connection with a completed sale 

transaction should not be treated as an executory 

contract.  Now the Eighth Circuit has weighed in on a 

similar issue with Lewis Brothers Bakeries Inc. v. 

Interstate Brands Corp. (In re Interstate Bakeries Corp.).4  

In Interstate Bakeries Corp., the United States Court of 

Appeals for the Eighth Circuit, sitting en banc, reversed a 

divided panel decision
5
 and concluded, among other 

things, that the debtor could not reject a perpetual, 

royalty-free, and exclusive trademark license agreement 

because the license agreement was part of a larger, 

integrated agreement that had been substantially 

performed by the debtor, and, thus, was not an executory 

contract. 

                                                             
4
 751 F.3d 955 (8

th
 Cir. 2014) (en banc). 

5
 Lewis Bros. Bakeries Inc. v. Interstate Brands Corp. (In re 

Interstate Bakeries Corp.), 690 F.3d 1069 (8
th

 Cir. 2012). 

Background 

As part of a divestiture required by an antitrust decree, 

Interstate Brands entered into an agreement with Lewis 

Brothers Bakeries to sell certain of its bread operations 

and assets located in territories in Illinois.  This agreement 

was effectuated by the execution of two agreements, an 

Asset Purchase Agreement and a License Agreement.  

The Asset Purchase Agreement provided for the transfer 

to Lewis Brothers certain of Interstate Brands’ tangible 

assets and the grant of a “perpetual, royalty-free, 

assignable, transferable exclusive license to the 

trademarks … pursuant to the License Agreement.”  The 

License Agreement provided Lewis Brothers a fully paid-

up, perpetual license to use certain of Interstate Brands’ 

trademarks.  Of the $20 million purchase price paid by 

Lewis Brothers, the parties allocated $8.12 million to the 

intangible assets, including the trademarks. 

Nearly eight years after the completion of the sale to 

Lewis Brothers, Interstate Brands filed for chapter 11 

protection.  Interestingly, Interstate Brands proposed in its 

plan of reorganization to assume the License Agreement.  

Although the opinion does not discuss why Lewis Brothers 

should have been content with such decision (perhaps 

filing a reservation of rights with respect to the 

characterization of the License Agreement as executory in 

the event the debtor were to change its mind and seek 

rejection), Lewis Brothers required more clarity and 

sought to cure its uncertainties by commencing an 

adversary proceeding seeking a declaratory judgment that 

the License Agreement was not an executory contract and 

was therefore not subject to assumption or rejection. 

The Prior Decisions 

Looking solely to the License Agreement and relying on 

the lower courts’ decisions
6
 in In re Exide Techs. which 

was later vacated and remanded by the Third Circuit in In 

re Exide Techs., 607 F.3d 957 (3
rd

 Cir. 2010), the 

Bankruptcy Court concluded that both Interstate Brands 

and Lewis Brothers had material, outstanding obligations 

that caused the License Agreement to be an executory 

contract and subject to assumption and rejection under 

section 365 of the Bankruptcy Code.  Such obligations 

included, among others, (i) Interstate Brands’ duties to 

                                                             
6
 In re Exide Techs., 340 B.R. 222 (Bankr. D. Del. 2006), appeal 

denied, judgment aff’d, No. 06-302 SLR, 2008 WL 522516 (D. 

Del. Feb. 27, 2008). 
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maintain and defend the trademarks, control the quality of 

goods produced under the trademarks, provide certain 

notice to Lewis Brothers, and refrain from using the 

trademarks in certain territories, and (ii) Lewis Brothers’ 

obligations to refrain from sublicensing the trademarks, 

limit its use of the trademarks to certain territories and 

products, maintain the character and quality of all goods 

sold under the trademarks, and assist Interstate Brands in 

any infringement litigation. 

On appeal, the District Court affirmed the Bankruptcy 

Court’s decision, again only looking to the License 

Agreement.  Specifically, the district court reasoned that 

Lewis Brothers’ “failure to maintain the character and 

quality of goods sold under the [t]rademarks would 

constitute a material breach of the License Agreement, 

thus a material obligation remains under the License 

Agreement, and it is an executory contract.” 

On appeal to the Eighth Circuit, a divided panel affirmed 

the District Court.
7
  In a lengthy dissent, though, Judge 

Colloton argued that the Asset Purchase Agreement and 

the License Agreement should be reviewed as an 

integrated asset sale agreement and that the parties’ 

ongoing obligations were not substantial. 

Citing to the Third Circuit’s recent decision in Exide 

Technologies and Judge Colloton’s dissent, Lewis 

Brothers petitioned for rehearing en banc.  After soliciting 

views from the Antitrust Division of the Department of 

Justice and the Federal Trade Commission, which 

opposed the termination of a license that was granted 

following an antitrust decree, the Eighth Circuit granted 

Lewis Brothers’ petition. 

The En Banc Decision 

Judge Colloton wrote the Eighth Circuit’s en banc 

decision, which started its inquiry by identifying the 

precise agreement that was at issue.  Noting that the 

lower courts had focused on the License Agreement 

standing alone, the Eighth Circuit stated that proper 

analysis must consider the integrated agreement that 

includes both the Asset Purchase Agreement and the 

License Agreement.  In reaching this conclusion, the 

Eighth Circuit turned to Illinois state contract law and its 

“general rule” that “in the absence of evidence of a 

contrary intention, where two or more instruments are 

                                                             
7
 In re Interstate Bakeries Corp., 690 F.3d 1069 (8

th
 Cir. 2012). 

executed by the same contracting parties in the course of 

the same transaction, the instruments will be considered 

together … because they are, in the eyes of the law, one 

contract.”  Additionally, the Eighth Circuit pointed out that 

treating the License Agreement as a separate agreement 

would run counter to the plain language of both the Asset 

Purchase Agreement and the License Agreement. 

Turning then to the fundamental question, whether the 

integrated agreement is an executory contract under the 

Bankruptcy Code, the Eighth Circuit implemented 

Professor Countryman’s well-known definition of an 

executory contract:  “a contract under which the 

obligation of both the bankrupt and the other party to the 

contract are so far unperformed that the failure of either 

to complete performance would constitute a material 

breach excusing the performance of the other.”  

Additionally, the Eighth Circuit stated that the doctrine of 

substantial performance, under which the nonbreaching 

party’s performance is not excused if the breaching party 

has “substantially performed,” is “inherent in the 

Countryman definition of executory contract” and that 

substantial performance and material breach are 

“interrelated concepts” as substantial performance is the 

“antithesis” of material breach. 

Ultimately, the Eighth Circuit concluded that the 

integrated contract was not executory in nature because 

Interstate Brands substantially performed its obligations 

under the Asset Purchase Agreement and the License 

Agreement, and its failure to perform any of the remaining 

obligations would not be a material breach of the 

integrated agreement.  The Eighth Circuit reasoned that 

the “root or essence” of the integrated agreement was the 

sale of certain of Interstate Brands’ bread operations in 

specific territories, not the mere licensing of any 

trademarks, and that the full purchase price had been 

paid, the tangible assets had been transferred, and the 

License Agreement had been executed.  Because the only 

remaining obligations (such as obligations of notice and 

forbearance with regard to the trademarks, obligations 

relating to maintenance and defense of the marks, and 

other infringement-related obligations) of Interstate 

Brands arose under the License Agreement and were 

“relatively minor and do not relate to the central purpose” 

of the integrated agreement to sell certain of Interstate 

Brands’ bread operations, the Eighth Circuit concluded 

that Interstate Brands had substantially performed its 

obligations. 



Weil Bankruptcy Blog Annual Review 

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

The Eighth Circuit’s en banc decision was not without 

dissent, which was written by Judge Bye and joined by 

Judges Smith and Kelly.  In the dissent’s view, the 

trademark license was of primary importance to the 

integrated agreement, as were the ongoing obligations 

under the License Agreement, and, accordingly, it was not 

appropriate to tally the various assets transferred through 

the integrated agreement and conclude that the license 

played a minor role in the transaction.  This was especially 

true, in the dissent’s opinion, given the “central character” 

of the trademark license to the antitrust decree.  To 

support its position, the dissent compared the language of 

the agreements and, specifically, the severability 

provisions of the Asset Purchase Agreement, which 

indicated that if a provision would be declared invalid, the 

provision was severable and the remaining provisions 

were valid, and the License Agreement, which indicated 

that if any provision of the License Agreement were 

determined to be invalid, either party could request a 

renegotiation of the License Agreement.  Thus, the dissent 

reasoned that Interstate Brands had not substantially 

performed its obligations under the integrated agreement, 

and a breach of those obligations would be material. 

Wrap-Up 

Parties considering trademark license agreements in 

connection with larger asset sales should be made aware 

of decisions such as the Eighth Circuit’s en banc decision 

in Interstate Bakeries.  Interstate Bakeries may provide 

some assurance to licensees in such deals, especially in 

conjunction with the Third Circuit’s recent decision in 

Exide Technologies, that there are at least some courts 

willing to examine license agreements in the context of 

larger, related transactions such that it is more difficult 

for a debtor to escape its obligations under a license 

agreement via rejection pursuant to section 365 of the 

Bankruptcy Code.  In addition, licensees of trademarks 

facing possible rejection of such licenses should consider 

the Seventh Circuit’s approach in Sunbeam,
8
 which upheld 

rejection of a license agreement, but nevertheless found 

that the licensee was not limited to a claim for money 

damages, but was instead entitled to retain its trademark 

licensing rights post-rejection.   

                                                             
8
 686 F.3d 372 (7

th
 Cir. 2012). 

Crumbs Bake Shop Finds 
Layers of Rights Under a 
Rejected Trademark License 
Debra A. Dandeneau and Alana Heumann 

As previously discussed on the Weil Bankruptcy Blog on 

July 24, 2012
9
 and July 26, 2014,

10
 section 365(n) of the 

Bankruptcy Code offers special protection for licensees of 

intellectual property.  When a debtor-licensor rejects an 

intellectual property license, section 365(n) allows the 

licensee to elect to retain its rights under the license 

without binding the licensor to any continuing obligations. 

The Bankruptcy Code expressly defines what constitutes 

“intellectual property” in section 101(35A).  Congress’s 

exclusion of trademarks from such definition has led a 

number of courts to ask whether a trademark licensee is 

entitled to the same rights and protections that are 

afforded to licensees of “intellectual property” that fall 

within the statutory definition.  Did Congress intend for 

this result?  Resolution of this dispute often leads courts 

beyond these specific questions to a broader bankruptcy 

issue:  What is the effect of rejection of an executory 

contract?  Can/should rejection of any type of executory 

contracts strip the non-debtor party of its contractual 

rights, or does rejection simply release the debtor from 

performance of its contractual obligations? 

Add in to the mix yet another layer of analysis:  

Notwithstanding a licensee’s rights, may a debtor 

nevertheless sell its property free and clear of such rights 

under section 363(f) of the Bankruptcy Code? 

The icing on the cake is the issue of who gets to keep the 

royalties if the licensee is permitted, and elects, to retain 

its rights under a rejected license — the debtor’s estate or 

the purchaser of its assets? 

In a recent decision, In re Crumbs Bake Shop, Inc.,11
 the 

Bankruptcy Court for the District of New Jersey 

                                                             
9
 See Seventh Circuit’s Take on Section 365(n) of the Bankruptcy 

Code:  What’s the Point? dated July 24, 2012 on the Weil 

Bankruptcy Blog. 

10
 See The Eighth Circuit Reverses Course and Concludes that a 

License Agreement that Is Part of a Completed Sale Transaction 

Is Not an Executory Contract, dated July 26, 2014 on the Weil 

Bankruptcy Blog. 

11
 No. 14-24287, 2014 WL 5508177 (Bankr. D.N.J. Oct. 31, 2014). 
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attempted to come up with a recipe for addressing these 

questions. 

Background 

Crumbs Bake Shop entered into licensing agreements 

with various third party licensees prior to bankruptcy.  

These licensees were able to use the Crumbs trademark 

and trade secrets, as well as sell cupcakes, baked goods, 

and beverages under the Crumbs brand.  After the 

Crumbs debtors ceased operations and closed their bake 

shops, they filed for chapter 11 protection.  Marcus 

Lemonis’s joint venture, Lemonis Fischer Acquisition 

Company, stepped in, provided financing for the debtors, 

and then entered into an asset purchase agreement with 

the debtors pursuant to which Lemonis would credit bid 

its loan to purchase substantially all of the debtors’ 

assets, free and clear of liens, claims, encumbrances, and 

interests. 

The day after the Bankruptcy Court approved the sale, the 

debtors filed a motion to reject certain executory 

contracts and unexpired leases, including the trademark 

license agreements.  The licensees elected to retain their 

rights under the license agreements pursuant to section 

365(n). 

Analysis 

Should Trademarks Fall Under the Protection of Section 

365(n)? 

Prior to Congress’s enactment of section 365(n), the 

controlling case on the topic of trademark licenses was 

Lubrizol Enterprises, Inc. v. Richmond Metal Finishers, 

Inc.12  In that case, the Fourth Circuit held that when a 

debtor-licensor rejects a trademark license pursuant to 

section 365(a) of the Bankruptcy Code, the licensee may 

no longer continue to use the licensed trademarks.  The 

rejection, however, would constitute a breach, entitling the 

licensee to monetary damages under section 365(g).  In 

response to Lubrizol, Congress enacted section 365(n), 

which allows the licensee of a rejected license of 

intellectual property to elect either to treat the license as 

terminated or to retain its rights under the license (other 

than any rights to enforce performance by the debtor 

other than as to exclusivity provisions) and continue to pay 

royalties under the license. 

                                                             
12

 756 F.2d 1043 (4
th

 Cir. 1985). 

The Crumbs court was faced with determining the effect 

of rejection of the trademark licenses.  In concluding that 

the rejection could not deprive the trademark licensees of 

their rights, the court adopted two different approaches – 

one that, based upon Judge Ambro’s concurring opinion in 

In re Exide Technologies,
13

 relies upon “equity” to expand 

the scope of the definition in section 101(35A), and one 

that adopts the Seventh Circuit’s narrow view of the effect 

of rejection, as set forth in Sunbeam Products, Inc. v. 

Chicago American Manufacturing, LLC.
14

 

From an “equity” perspective, the Crumbs court first 

examined the Senate committee report
15

 on the 

amendments to section 365(n).  In that bill, Congress 

stated that it wanted to allow for the development by the 

bankruptcy courts of equitable treatment of trademark 

rejection and retention of rights.  The Crumbs court 

shared Judge Ambro’s opinion that Congress, therefore, 

intended for bankruptcy courts to exercise their equitable 

powers, on a case by case basis, to decide whether 

trademark licensees may retain the rights listed in section 

365(n).  The Crumbs court found it inequitable to strip 

trademark licensees of their rights.  Taking a swipe at 

lenders, the Bankruptcy Court noted that bankruptcy 

estates already benefit from the ability to assume or 

reject executory contracts, and no reason exists to 

augment such benefits at the expense of third parties: 

[I]n sale cases, which currently dominate the 

retail Chapter 11 landscape, monetary recoveries 

primarily benefit the pre-petition and post-petition 

lenders and administrative claimants.  Minimal 

distributions to general unsecured creditors are 

the norm.  It is questionable that Congress 

intended to sacrifice the rights of licensees for the 

benefit of the lending community. 

In what may be characterized as two bites at the apple 

(tart), the Crumbs court then went on to rely upon the 

reasoning of Sunbeam Products.  Interestingly, though, 

the Seventh Circuit in Sunbeam Products expressly 

rejected the equitable expansion of section 101(35A) 

advocated by the Crumbs court.  The definition of 

“intellectual property” does not use the word “includes” 
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 607 F.3d 957, 966 (3
rd

 Cir. 2010). 

14
 686 F.3d 372, 377 (7

th
 Cir. 2012). 

15
 S. Rep. No. 100-505, at 5. 
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and instead uses “means.”  The court in Crumbs 

characterized the definition as creating only a “negative 

implication” that trademarks are not within the protection 

of section 365(n), whereas the Seventh Circuit held that 

the “[w]hat the Bankruptcy Code provides, a judge cannot 

override by declaring that enforcement would be 

inequitable.” 

Why, then, did the Seventh Circuit in Sunbeam Products 

protect trademark licenses?  The court was troubled by 

the use of the rejection power to strip away a licensee’s 

vested rights.  Indeed, the Third Circuit majority in Exide 

expressed the same concern when it concluded that 

rejection could not affect the trademark license rights that 

were part of an otherwise completed transaction, and, 

therefore, no executory contract subject to rejection 

existed.  In the Interstate Bakeries case, the Eighth 

Circuit
16

 also concluded that a license agreement that 

was part of a completed sale transaction was not an 

executory contract subject to rejection. 

The Seventh Circuit, though, was not faced with the type 

of perpetual, royalty-free license that the Third and Eighth 

Circuits had before them.  Instead, it held that a 

trademark licensee that had a rejected supply agreement 

with the debtor coupled with a rejected trademark license 

could continue to sell products under the debtor’s 

trademark.  The Seventh Circuit in Sunbeam Properties 

noted that the effect of rejection is simply a breach.  That 

breach frees the debtor’s estate from its performance 

obligations, but does not “vaporize” the rights of the 

trademark licensee.  The Crumbs court supported its 

analysis by adopting the Seventh Circuit’s reasoning. 

Licensee Consent Is Required in a Sale Under Section 

363(f) 

The Crumbs court also discussed whether the sale “free 

and clear” under section 363(f) could nevertheless 

extinguish the licensee’s rights.  Here, the Bankruptcy 

Court held that, unless the licensee consents to the 

release of its rights in a 363 sale, section 363 cannot 

trump the rights created under section 365.  (Although 

unclear, this part of the analysis appears to rely upon the 

Bankruptcy Court’s conclusion that section 365(n) applies 

to protect the trademark license rights.) 
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 Lewis Bros. Bakeries Inc. v. Interstate Brands Corp. (In re 

Interstate Bakeries Corp.), 751 F.3d 955 (8
th

 Cir. 2014). 

Consent, however, does not need to be express, and the 

court concluded that consent may be implied from a 

failure to object to the sale free and clear.  If the seller 

and purchaser are going to rely upon such implied 

consent, however, the licensee must receive adequate 

notice of the sale.  This is where the cookie crumbled. 

In Crumbs, the Bankruptcy Court described the notice of 

the sale as a “labyrinth of cross-referenced definitions and 

a complicated network of corresponding paragraphs.”  In 

fact, the court noted that the reference to the licenses 

was a mere ten words in a 29-page document.  Therefore, 

again relying on principles of equity, the Bankruptcy Court 

found that it would inequitable to strip the licensees of 

their rights in the sale, based on their lack of adequate 

notice.  The Bankruptcy Court also assumed that had the 

licensees received adequate notice regarding the 

extinguishment of their rights, they would have objected 

to the sale, and the court would have found that their 

rights under section 365(n) were intact. 

Who Gets to Keep the Royalties? 

Because the licensees were able to retain their trademark 

license rights, they also were required to continue paying 

royalties.  The debtor and the purchaser, however did not 

contemplate that the licensees might be able to retain 

their rights and had listed the trademark licenses as 

“Excluded Assets” in the asset purchase agreement.  

Notwithstanding that the trademark licenses were 

“Excluded Assets,” the purchaser argued that it, and not 

the debtor’s estate, should receive the royalties as the 

parties did not contemplate that the trademark licensees 

actually would retain their rights and continue to pay 

royalties.  This argument, however, did not measure up, 

and the Bankruptcy Court concluded that the debtor’s 

estate — and not the purchaser — had the right to receive 

the ongoing royalties from the trademark licensees. 

Conclusion 

The Crumbs decision may be considered a big win for 

trademark licensees, but it must be taken with a pinch of 

salt.  The notion that a bankruptcy court may use its 

equitable powers to expand the definition of “intellectual 

property” in section 101(35A) is by no means widely 

accepted.  Courts increasingly are viewing license rights 

as vested rights, but the analysis is far simpler when the 

trademark licenses are perpetual, royalty-free licenses 

granted as part of a larger, completed transaction.  How 
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far other courts will take the Sunbeam Properties 

reasoning — that a trademark licensee may continue to 

retain its rights notwithstanding the rejection of a license 

that clearly is executory — remains to be seen, especially 

if the reasoning starts to get applied to other types of 

contracts. 

From the perspective of debtors and asset purchasers, 

though, the decision certainly serves up a sweet reminder 

about some of the necessary ingredients for a successful 

asset sale – thoughtfully drafted agreements that do not 

assume away the issues (i.e., that take into account what 

happens if a licensee is able to retain its rights) and well-

designed and implemented notice to alert licensees of the 

prospect that a sale will extinguish their rights. 

Under any facts, licensees must continue to be vigilant in 

protecting their rights so they are not left trying to pick up 

the crumbs after the fact. 

Contract Remedies in the Face 
of Imminent Default — What 
Happens to State Law 
Adequate Assurance and 
Anticipatory Breach in 
Bankruptcy? 
Sara Coelho 

In the approach to bankruptcy, struggling businesses may 

experience problems performing their contracts, and 

counterparties often see trouble on the horizon.  What can 

a non-debtor counterparty do to protect itself?  And how 

are its rights impaired when the debtor finally commences 

a bankruptcy case?  In two prior posts,
17

 we wrote about 

how the doctrines of adequate assurance and anticipatory 

breach go some distance to solve the dilemmas of 

counterparties who have reason to fear default.  In this 

post, we consider what scope these state law rights may 
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 See Is a Promise Plus a Right to Win a Lawsuit Enough?  How 

the Right to Demand Adequate Assurance (Under State Law) 

Attempts to Protect Contract Counterparties dated September 

23, 2013 on the Weil Bankruptcy Blog, and A Promise Plus a 

Right to Win a Lawsuit — How the Right to Demand Adequate 

Assurance (Under State Law) Attempts to Protect Contract 

Counterparties dated January 30, 2014, on the Weil Bankruptcy 

Blog. 

have in bankruptcy, and how the Bankruptcy Code may 

limit application of these state law rights against a debtor. 

Doctrines of adequate assurance and anticipatory breach 

attempt to manage contractual relations when a party 

foresees default and also facilitate the mitigation of 

damage to parties injured by breach.  The state law 

doctrine of adequate assurance varies by state and type of 

contract, but it generally provides contract counterparties 

that have reasonable grounds for insecurity the right to 

demand adequate assurance of future performance; 

failure to provide the demanded assurance establishes an 

anticipatory breach and a right for the insecure party to 

suspend performance.  The doctrine of anticipatory breach 

allows a non-repudiating party to elect to withhold 

performance, terminate a contract, and sue for damages 

immediately upon an unequivocal repudiation of the 

contract by a counterparty. 

Bankruptcy law, on the other hand, is concerned with 

preserving valuable contractual rights for the debtor’s 

estate — including under defaulted contracts — while 

generally reducing burdensome contractual rights against 

the estate to claims that can be addressed in the 

bankruptcy case.  It replaces these state law remedies 

with procedures under section 365 of the Bankruptcy 

Code that allow a debtor to either assume or reject its 

contracts at any time before confirmation of a plan.  

Moreover, the automatic stay
18

 instituted by 

commencement of the bankruptcy case generally 

prohibits counterparties from terminating contracts, even 

defaulted (or anticipatorily breached) contracts.  Together, 

these rights provide a breathing spell that enables a 

debtor to take time to evaluate the merits of its 

assumption and rejection choices. 

Contract termination rights arising as the result of an 

anticipatory breach do not sit well with the framework for 

contracts under the Bankruptcy Code.  Cases treating the 

doctrine under the prior Bankruptcy Act varied.
19

  

Sometimes, they treated the bankruptcy filing as an 

anticipatory breach, but still suspended counterparty 

rights (such as termination rights) that could impair the 

contract while the debtor decided whether to assume it.  

                                                             
18

 See 11 USC § 362(a)(6). 

19
 See Bohack Corp. v. Truck Drivers Local Union No. 807, 431 F. 

Supp. 646 (E.D.N.Y. 1977). 
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Contemporary bankruptcy cases treating anticipatory 

breach by a debtor are hard to come by, and litigants and 

courts largely ignore the doctrine as irrelevant or 

superseded
20

 by the assumption and rejection framework 

under section 365.  Vestiges of this state law right appear, 

however, in section 365’s requirements to cure defaults, 

compensate pecuniary losses resulting from defaults, and 

provide adequate assurance of future performance where 

the contract has suffered a default or is subject to 

assignment. 

It is less clear, however, that exercise of state law rights 

to demand assurance, including prior to default, or to 

suspend performance following a failure to provide 

assurance should be prohibited.  The Bankruptcy Code 

provides no right to contract counterparties to demand 

assurance in the absence of a default, but does not 

specifically prohibit demands for assurance under state 

law either.  Some courts have at least acquiesced to a 

postpetition assurance demand or to the postpetition 

operation of rights established by a prepetition assurance 

demand, albeit without analysis of what types of 

assurance demands could violate the automatic stay or 

the extent to which various rights arising as a result of a 

debtor’s failure to provide assurance can be exercised 

against a debtor. 

For example, in Beeche,
21

 a nondebtor contract 

counterparty claimed to have made a postpetition 

assurance demand by letter.  The court did not raise any 

concerns with the party having made such a demand 

while the automatic stay was in effect, but also found the 

demand letter unjustified and insufficient to function as an 

assurance demand.  Accordingly, the court found that the 

                                                             
20

 See, e.g., In re Beeche Sys. Corp., Beeche Sys. Corp. v. D.A. Elia 

Constr. Corp., 164 B.R. 12, 15-17 (N.D.N.Y. 1994) (contract 

counterparty argued that debtor’s insolvency, bankruptcy filing, 

failure to assume its contract, and failure to respond to 

assurance demand were anticipatory breach, and court found 

that if bankruptcy filing constitutes anticipatory breach, the 

assumption and rejection provisions of the Bankruptcy Code 

would be rendered meaningless, the Bankruptcy Code expressly 

permits assumption at any time before confirmation of a plan, 

and that assurance demand was unjustified and insufficient to 

give rise to anticipatory breach). 

21
 See In re Beeche Sys. Corp., Beeche Sys. Corp. v. D.A. Elia 

Constr. Corp., 164 B.R. 12, 15-17 (N.D.N.Y. 1994). 

debtor did not anticipatorily breach the contract by failing 

to respond to the demand.  In JW Aluminum,
22

 a court 

held that a supplier’s pre- and postpetition state law 

assurance demands were proper.  It also found that a 

debtor’s offer of an administrative expense as assurance 

was insufficient to prevent its breach given that the 

“mortality rate in Chapter 11 cases is quite high.”  In that 

case, the court had also ordered the debtor to pay its 

expenses promptly and may have had reason to believe 

that an administrative expense was poor security, leaving 

open the possibility that different economics could have 

produced a different holding on the use of administrative 

expenses as assurance.  The court did not comment on 

the supplier’s refusals to ship to the debtor while its 

assurance demands were pending, implying that it was 

acceptable for the supplier to resort to this remedy.
23

 

Some courts have tolerated assurance demands — at 

least implicitly by finding a demand was made or 

purportedly made and failing to comment that the 

demands or purported demands violated the automatic 

stay — but required relief from the stay before a party 

could resort to remedies.  In Hitachi,24
 a district court, in 

the course of deciding a dispute between two non-debtor 

parties, interpreted the effects of pre- and postpetition 

demands for adequate assurance against a third-party 

that was a debtor, as well as a postpetition cancellation of 

that debtor’s contract after it failed to respond to those 

demands.  There, the court found that the inadequate 

response to the assurance demands gave rise to a right of 

cancellation, but that the automatic stay deprived the 

non-debtor party of authority to unilaterally cancel or 

terminate the contract.  It also found, however, that the 

automatic stay “did not … change the fact that [the 

debtor] had anticipatorily breached … giving [its 

counterparty] the option to cancel” and that the stay 

“simply required [the nondebtor party] to get formal 
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 In re JW Aluminum Co., 200 B.R. 64, 67 (Bankr. M.D. Fla. 

1996). 

23
 See also In re Humboldt Fir, Inc., U.S. v. Humboldt Fir, Inc., 426 

F. Supp. 292 (N.D. Cal. 1977) (allowing, without analysis or 

comment, under predecessor to the current bankruptcy statute, 

a postpetition notice of breach and resort to remedies following 

failure to perform contract or provide adequate assurance of 

performance after counterparties made prepetition demands). 

24
 Hitachi Zosen Clearing, Inc. v. Liberty Mut. Ins. Co., 1996 U.S. 

Dist. Lexis 9562 (N.D. Ill. 1996). 



Weil Bankruptcy Blog Annual Review 

Weil, Gotshal & Manges LLP bfr.weil.com 101 

approval of the bankruptcy court” to replace the debtor 

under the contract with another party.  Similarly, in Coast 

Trading,
25

 a bankruptcy court held that postpetition 

cancellation of a contract for failure to provide assurance 

would violate the stay and that the counterparty’s only 

remedies under the facts of that case were to seek a 

modification of the stay or move in the bankruptcy court to 

compel the debtor to assume or reject.  Allowing 

postpetition assurance demands while prohibiting 

exercise of remedies may be a sensible way to mesh state 

law and bankruptcy rights because demands are an 

efficient way for parties to bring disputes to a head and 

hopefully resolve them.  The requirement of court 

approval for exercise of remedies ensures an orderly 

remedial process and the protection of estate assets from 

self-help. 

Bankruptcy courts also have made use of assurance 

concepts in fashioning other kinds of relief.  For example, 

one court required assurance of payment, in the form of 

an advance or contemporaneous cash payment, when it 

compelled a party to perform contracts
26

 with a debtor in 

bankruptcy.  Another used its equitable powers to 

condition assumption
27

 of a lease on the posting of an 

adequate assurance deposit, even though there was no 

default under the lease.  The facts in that case gave the 

lessor “reason to believe that the debtor will not 

adequately perform” and the lessor was itself at risk of 

defaulting on a debt secured by property leased to the 

debtor if the debtor did not timely perform. 

Cases treating state law adequate assurance demands on 

a debtor subject to rights and duties under the Bankruptcy 

Code are hard to find, but the above cases indicate that 

some courts are allowing this state law right to operate in 

bankruptcy, at least where it doesn’t wreak havoc with 

                                                             
25

 In re Coast Trading Co., Inc., 26 B.R. 737, 740-41 (Bankr. D. Or. 

1982). 

26
 See In re Ike Kempner & Bros., Inc., Ike Kempner & Bros., Inc. 

v. U.S. Shoe Corp., 4 B.R. 31 (Bankr. E.D. Ark. 1980); Sportfame of 

Ohio, Inc. v. Wilson Sporting Goods Co. (In re Sportfame of Ohio, 

Inc.), 40 B.R. 47 (Bankr. N.D. Ohio 1984) (enjoining suppliers to 

do business with debtors, but on a cash basis); Blackwelder 

Furniture Co. Inc. v. Drexel-Heritage Furnishings, Inc. (In re 

Blackwelder Furniture Co.), 7 B.R. 328 (Bankr. W.D.N.C. 1980) 

(same). 

27
 In re Currivan’s Chapel of the Sunset, 51 B.R. 217 (Bankr. N.D. 

Cal. 1985). 

estate assets.  Therefore, in some circumstances, 

adequate assurance demands may be an appropriate 

protection for contract counterparties, even outside of the 

context of assumption of defaulted contracts, when the 

Bankruptcy Code expressly provides for it.  Indeed, courts 

may favor allowance of assurance demands against 

debtors because the laudable objectives advanced by this 

right — causing counterparties to communicate, address 

disputes without judicial intervention, prevent breach, and 

mitigate damages — are as important in bankruptcy as 

outside of it.  If a demand is tailored to avoid causing any 

immediate change in the parties’ position, a court may say, 

what’s the harm?  The debtor may always protect its 

interests after receiving a demand by seeking relief in the 

bankruptcy court, including assuming the contract or 

seeking to enforce the stay. 

These cases do not analyze the circumstances under 

which demands may violate the automatic stay, however, 

and it easy to imagine circumstances that would 

constitute a stay violation.  Demands for assurance are 

adaptable to circumstance and can take many potentially 

objectionable forms.  For example, requesting a debtor to 

bring current a past-due account consisting of prepetition 

debts falls within the automatic stay against “any act to 

collect” a prepetition claim against the debtor.  A request 

for a deposit is a request to add a new security feature to 

an existing contract.  Even a request for simple verbal 

assurances impinges
28

 on a debtor’s right to use the full 

length of the time provided to debtors under the 

Bankruptcy Code for deciding to assume or reject a 

contract.  Moreover, as the first step in establishing an 

anticipatory breach and a right to resort to remedies, a 

court could determine that even a benign form of 

assurance demand initiates the compromise of a debtor’s 

contract rights and violates the stay.  Perhaps that’s why 

in one case, a party sought adequate assurance by moving 

                                                             
28

 See Vern Countryman, Executory Contracts in Bankruptcy:  

Part II, 58 MINN. L. REV. 479 (1973-74) (enumerating the ways in 

which UCC adequate assurance demands could impair a debtor’s 

rights under the bankruptcy statute and concluding, “The 

provisions of the UCC, like the common law doctrine of 

anticipatory breach, should not be available to fetter the option 

[to assume or reject a contract], and the time for exercising that 

option, that the Act gives to the trustee.”) 
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for it in the bankruptcy court, coupled with a motion to 

compel early assumption or rejection of its contract.
29

 

The cases also offer little guidance on the range of 

remedies that may be subject to the automatic stay, and 

there may be room for exercise of very basic remedies, 

such as suspending performance, as occurred in the JW 

Aluminum case, without violating the stay.  Courts have 

allowed exercise against debtors of other, equivalent 

remedial rights provided to insecure parties under the 

Uniform Commercial Code.  Exercise of rights under these 

sections of the UCC can effectively enable a contract 

counterparty to withhold performance because of a 

debtor’s insolvency and seize estate property.  If permitted 

in this context, should suspending performance under 

other provisions of the UCC, including 2-610, which 

provides a right of performance suspension upon 

anticipatory breach, be permitted?  What if the right to 

suspend arises under common law?  How about exercise 

of other state law contract remedies for breach that do 

not impinge on estate assets other than rights under the 

contract subject to remedial measures? 

Although adequate assurance and anticipatory breach 

may be relatively simple and efficient enforcement tools 

outside of bankruptcy, their operation and utility are more 

limited in the bankruptcy context, where competing law 

and policy either trump them or make it very difficult to 

predict when and how they may be exercised.  

Nonetheless, one can find examples of state law adequate 

assurance demands operating in bankruptcy, and parties 

willing to navigate the murky bounds between this right 

and the Bankruptcy Code may find it a useful tool in 

sorting out contractual relations with a debtor. 

Interest in an LLC:  Property 
or a Contractual Right?  You 
Decide (But We Are Warning 
You the Stakes Are High)! 
Jessica Diab 

Should a membership agreement governing a debtor’s 

interest in an LLC be treated as property of the estate or 

                                                             
29

 See In re Visteon Corp., Case No. 09-11786 (CSS) (Docket No. 

275) (Bankr. D. Del. June 16, 2009) (the court did not rule on the 

motion). 

an executory contract?  Equally, should a debtor’s 

economic and non-economic interests in an LLC be 

treated as property or a contractual right?  Can’t make up 

your mind?  Don’t worry — the bankruptcy courts can’t 

either.  

As discussed on August 29, 2011
30

 and October 21, 

2013,
31

 it is not clear whether, in chapter 11, a debtor’s 

LLC membership agreement and the accompanying 

interest in the LLC should be treated as property or 

contractual rights.  What is clear, however, is that 

inconsistent treatment of the LLC membership agreement 

and the accompanying interests in the LLC by bankruptcy 

courts has the great potential for diverging outcomes in 

chapter 11 cases.  Consider, for instance, that when a 

court treats an LLC membership agreement and the 

accompanying interest in the LLC as property of the 

estate, provisions in the state statute governing the LLC 

that would otherwise divest the debtor of certain rights in 

the LLC solely because of the bankruptcy filing 

(commonly referred to as an “ipso facto” provision) would 

be preempted by section 541(c)(1) of the Bankruptcy 

Code, which preempts any applicable nonbankruptcy law 

from divesting a debtor of its interest in property solely 

because of the debtor’s insolvency or financial condition.  

By contrast, when a court treats an LLC membership 

agreement as an executory contract, it is less clear 

whether such an ipso facto provision would be preempted 

by the Bankruptcy Code because section 365(c)(1)(A) 

preserves the enforceability of certain ipso facto 

provisions in executory contracts.   

A recent decision from the Bankruptcy Court for the 

Middle District of Pennsylvania,
32

 provides us with another 

example of how the outcome of chapter 11 cases might 

diverge depending on whether a debtor’s interests in an 

                                                             
30

 See Peering Through the Muck:  Court Analyzes Operation of 

Ipso Facto Provisions in LLC Membership Agreements Under 

Section 541 of the Bankruptcy Code dated August 29, 2011 on 

the Weil Bankruptcy Blog. 

31
 See Nine Years Later and We Are Still Peering Through the 

Muck:  Are LLC Membership Agreements Property Interests or 

Executory Contracts? dated October 21, 2013 on the Weil 

Bankruptcy Blog. 

32
 Schwab v. Stroup (In re Stroup), 2014 WL 5591080 (Bankr. 

M.D. Pa. Nov. 4, 2014). 



Weil Bankruptcy Blog Annual Review 

Weil, Gotshal & Manges LLP bfr.weil.com 103 

LLC is treated as property of the estate or as a 

contractual right. 

Background 

On February 13, 2014, Scott and Karen Stroup filed for 

chapter 7 (Valentine’s Day must have been extra special 

that year).  The Stroups, along with three other members, 

each owned approximately 20% of an LLC located in 

Pennsylvania.  The Stroups listed their membership 

interest in this LLC as part of their personal property.  The 

chapter 7 trustee, by means of an adversary proceeding, 

moved for summary judgment to sell both the Stroups’ 

and the co-owners’ interest in the LLC under section 

363(h) of the Bankruptcy Code and to distribute the 

proceeds from the sale of such property to the Stroups 

and the co-owners based on their respective interests.   

Pursuant to section 363(h), a trustee may, among other 

things, sell the interest of any co-owner in the debtor’s 

property.  A trustee is empowered to do so if, at the time 

of the commencement of the case, the debtor had an 

undivided interest in the property as a tenant in common, 

joint tenant, or tenant by the entirety and the trustee 

proves that (1) the partition of the property among the 

estate and the co-owners would be impracticable; (2) the 

sale of the estate’s undivided interest in such property 

would realize significantly less for the estate than sale of 

such property free of the interests of such co-owners; (3) 

the benefit to the estate of a sale of such property free of 

the interests of co-owners outweighs the detriment to 

such co-owners; and (4) the property is not used in, 

among other things, the production or distribution of 

electric energy or of natural or synthetic gas for heat, 

light, or power.  

In his motion for summary judgment, the trustee stated 

that it was clear that the proposed sale satisfied the 

requirements under section 363(h).  In opposition, 

however, the co-owners argued that genuine issues of 

material fact were outstanding, particularly with respect 

to whether the property could be subject to partition and 

whether the sale of the interests free and clear of the co-

owners interest would realize significantly more value for 

the estate than the sale of only the Stroups’ undivided 

interests in the LLC.  

Analysis 

Because these facts were presented to the court on a 

motion for summary judgment, the court assumed for the 

purposes of the analysis that the membership interest 

was personal property (without any consideration of 

whether the interest might be contractual), and 

accordingly, could be subject to a sale under section 

363(h) if the requisite elements were met.  Here, however, 

the Bankruptcy Court denied the trustee’s motion for 

summary judgment agreeing that there was an 

outstanding issue of material fact (though, the Bankruptcy 

Court identified an outstanding issue of material fact that 

differed from those identified by the co-owners).  The 

Bankruptcy Court determined that, before proving that the 

four requirements of section 363(h) were satisfied, the 

trustee needed to first produce sufficient evidence 

showing that the debtor had an undivided interest in the 

property as a tenant in common, joint tenant, or tenant by 

the entirety with the co-owners.  Based on the evidence 

presented, the Bankruptcy Court held that the trustee 

failed to prove that the Stroups held their respective 

interests in the LLC with any of the co-owners in one of 

the types of ownerships required by section 363(h), and 

the Bankruptcy Court was not willing to speculate.   

Conclusion 

Section 363(h) applies only to the sale of the debtor’s 

property.  Therefore, although the Bankruptcy Court 

dismissed the motion for summary judgment and did not 

make a determination of the nature of the Stroups’ 

membership interest in the LLC, this decision is notable 

because it suggests that, to the extent a membership 

interest in an LLC is considered property of the estate, and 

the governing agreements provide that the members hold 

“undivided interests” in the LLC as tenants in common, 

joint tenants, or tenants by the entirety, a debtor may be 

authorized to ride roughshod over the wishes of other LLC 

members and sell membership interests in an LLC.  This 

is, in sum, yet another way that outcomes may diverge 

depending on whether a debtor’s interest in an LLC is 

considered to be the debtor’s property or contractual 

right.   
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Intangible Consideration 

￭ Double Dipping?  Section 503(b)(9) 
and the New Value Defense to 
Preference Liability 

￭ Delaware Bankruptcy Court 
Weighs in on Subsequent New 
Value Circuit Split  

￭ I Hear Nothing, I See Nothing, I 
Know Nothing:  Third Circuit Says 
Transferee’s Knowledge Not 
Relevant to Establishing 
Fraudulent Transfer Claims 

Avoidance Actions 
Fascinated by the subtle intricacies that commonly course through avoidance 

actions cases, we started the year by delving head first into one of our favorite 

topics:  “reasonably equivalent value” under section 548(1)(1) of the 

Bankruptcy Code.  Through the lens of a recent Delaware decision, we 

explored the fraudulent transfer risks associated with providing broad general 

releases:  expensive valuation battles.  How can you avoid an expensive 

valuation dispute?  Among other things, we discussed reducing costs by using 

more specific contract language (though, this too, will have its own attendant 

expenses). 

Cruising into administrative expense section 503(b)(9) and the “new value” 

defense under section 547(c)(4) of the Bankruptcy Code we then asked:  “Can 

a creditor that holds an administrative expense under section 503(b)(9) of the 

Bankruptcy Code predicate a new value defense to an alleged preferential 

transfer under section 547(c)(4)(B) of the Bankruptcy Code on the same goods 

shipped 20 days before the commencement date?” We found clarity and 

guidance in a recent Virginia case:  no double dipping!  Because the payment of 

a section 503(b)(9) administrative expense is an “otherwise avoidable transfer” 

under section 547(c)(4)(B), the Virginia court held that the recipient is not 

entitled to utilize the value of those same goods as the basis for a new value 

defense. 

We weren’t, however, the only ones with “new value” on the brain.  Later, 

Judge Christopher Sontchi of the United States Bankruptcy Court for the 

District of Delaware weighed in on a hotly debated circuit court split:  whether, 

under section 547(c)(4) of the Bankruptcy Code, a recovery on a preferential 

transfer may be reduced by subsequent new value regardless of whether it 

was “paid” or “unpaid” prior to the petition date.  This issue had remained 

unresolved among the circuits and within the Third Circuit for years, until now.  

Applying what is known as the subsequent advance approach, Judge Sontchi 

held that a party’s preference may be reduced by both paid and unpaid 

subsequent new value. 

We ended the year with another hit from the Third Circuit sure to give some 

parties a bit more breathing room (for now…):  it is not necessary to plead the 

transferee’s knowledge of the fraudulent transfer to maintain a cause of action 

under section 548(a)(1) of the Bankruptcy Code. 

Year after year, avoidance actions swamp the courts with increasingly 

complex facts and ever-so-slight nuances, requiring practitioners to stay even 

more focused on recent developments in the law.  As expected, 2014 was no 

different and we anticipate 2015 to keep us on our toes just the same! 
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The Fraudulent-Transfer Risk 
of Intangible Consideration 
Scott R. Bowling 

Contracts often provide for intangible consideration that 

can be stated only in general terms.  For example, 

consider releases.  A party might agree to release “any 

and all claims, actions, causes of action, rights,” etc., “of 

whatever kind or character, whether known or unknown, 

whether accrued or unaccrued,” and so on.  An agreement 

to use some form of “best efforts” to accomplish a goal 

may be another example; an agreement to negotiate in 

good faith, yet another.  For these sorts of intangible 

consideration, the precise breadth of the language usually 

constitutes an important business point of the deal. 

What is this kind of consideration worth?  It might be 

worth what the counterparty pays for it.  But it might not 

be.  Broad, intangible consideration in contracts almost 

inherently raises valuation questions that cannot be 

answered without a lengthy, expensive valuation process.  

If the party receiving such consideration later files for 

bankruptcy, the breadth and generality of the contractual 

language can form the basis for a fraudulent-transfer 

claim:  it may be difficult to show that the non-debtor 

provided “reasonably equivalent value” under section 

548(a)(1) of the Bankruptcy Code.  A recent Delaware 

decision
1
 illustrates the risks associated with the use of 

broad, general language in contracts. 

Ritz’s Business Dealings with Canon 

In 2009, camera retailer Ritz Camera & Image, L.L.C. 

successfully reorganized in chapter 11.  Following 

resolution of an $18 million claims dispute with Canon 

U.S.A., Inc., one of Ritz’s most important vendors, Canon 

stopped supplying its products to the reorganized Ritz.  

For two years, Canon refused to do business with Ritz. 

Ritz struggled to continue in business without Canon’s 

products.  (According to Ritz’s chapter 7 trustee, Canon 

allegedly held approximately 45% of the United States 

market for digital single-lens-reflex cameras.)  Finally, in 

                                                             
1
 Ritz Camera & Image v. Canon U.S.A. (In re Ritz Camera & 

Image, L.L.C.), Case No. 12-11868-KG, Adv. No. 12-50986, 2014 

WL 432192 (Bankr. D. Del. Feb. 4, 2014). 

2011, Canon and Ritz entered into a Settlement 

Agreement.  The Settlement Agreement had two principal 

components.  First, Canon agreed — in broad, general 

terms
2
 — to release unspecified claims it held against Ritz 

and Ritz’s directors, officers, and shareholders.  Second, 

Canon agreed to establish a business relationship with 

Ritz by entering into a supply contract.  In exchange for 

these, Ritz agreed to pay Canon $5 million over time. 

Ritz’s Second Bankruptcy Case and Adversary 
Proceeding 

Ritz commenced its second chapter 11 case in 2012, 

having paid Canon about $3.1 million under the 

Settlement Agreement.  Thereafter, Ritz instituted an 

adversary proceeding against Canon.  Ritz sought to avoid 

its payments under the Settlement Agreement on several 

grounds, including that they constituted constructive 

fraudulent transfers because Canon did not provide 

reasonably equivalent value in exchange for them.  Canon 

moved to dismiss for failure to state a claim. 

The bankruptcy court denied Canon’s motion with respect 

to Ritz’s fraudulent-transfer claims.  Accepting Ritz’s 

allegations as true for purposes of Canon’s motion, the 

Bankruptcy Court explained that Ritz alleged that it “did 

not receive goods under the Settlement Agreement….  

Although the payments under the Settlement Agreement 

might reflect the reasonably equivalent value of a 

business relationship with Canon, such equivalence is 

neither obvious nor definite.”  Although the Bankruptcy 

Court granted Canon’s motion with respect to certain of 

Ritz’s other claims (which generally sought to invalidate 

                                                             
2
 In addition to the language quoted in the first paragraph above, 

the following is just some of the language used in Canon’s 

release: 

. . .  In furtherance of the foregoing, the Canon Releasors 

specifically intend this release to be the broadest possible 

release permitted under law with respect to the matters 

released hereunder. …  The Canon Releasors acknowledge 

and warrant that if the facts with respect to which their 

release is executed are found hereafter to be different from 

the facts which the Canon Releasors now believe to be true, 

the Canon Releasors expressly accept and assume the risk 

of such possible differences in facts and agree that their 

release shall be and remain effective and enforceable 

notwithstanding such difference in facts. … 

It is worth noting that the Settlement Agreement did not identify 

any particular facts that formed the basis for Canon’s releases. 
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the Settlement Agreement), Canon now faces discovery 

over, among other things, Ritz’s solvency, the value of the 

claims that Canon released, and the value of the 

“business relationship” that Canon established with Ritz. 

Should Parties Use More Specific Language? 

The consideration that Canon provided is not uncommon 

in business contracts.  It granted releases, and Ritz 

doubtless wanted those releases to be as broad as 

possible.  Canon also agreed to enter into a supply 

contract with Ritz.  Perhaps Canon could not have defined 

these kinds of consideration in anything but broad, general 

language; however, that same language is what exposed 

Canon to fraudulent-transfer liability.  Is there any way for 

a party to mitigate this kind of risk? 

One way to mitigate fraudulent-transfer risk in a contract 

that provides broad, intangible consideration may be to 

integrate details, specific terms, or examples of the 

consideration into the contract.  In this case, perhaps 

Canon could have further discussed, identified, or 

otherwise described more specific aspects of the value 

that Ritz was receiving under the Settlement Agreement.  

The problem remains, however, that intangible 

consideration raises valuation questions, and valuation 

questions will almost necessarily survive a motion to 

dismiss.  Even if Canon’s releases and agreement to enter 

into the supply contract are ultimately found on summary 

judgment or at trial to have been worth the $3.1 million 

Ritz paid, Canon must now spend resources proving it. 

Specific language may help parties limit the scope of an 

expensive valuation dispute in litigation, even if it cannot 

prevent the valuation dispute altogether.  The cost of 

specific language, of course, is that it makes the process 

of preparing the contract itself longer and more 

cumbersome.  In any event, a party providing broad, 

intangible consideration should be aware that the same 

generality that accurately defines the consideration may 

also expose that party to avoidance litigation in a 

bankruptcy case. 

Double Dipping?  Section 
503(b)(9) and the New Value 
Defense to Preference 
Liability 
Debora Hoehne 

The 2005 Amendments to the Bankruptcy Code ushered 

in section 503(b)(9) of the Bankruptcy Code, which grants 

trade creditors an administrative expense
3
 for goods sold 

to the debtor in the ordinary course of the debtor’s 

business and that the debtor received within 20 days prior 

to the commencement date.  Trade creditors also may 

face preference litigation for payments they received prior 

to the petition date, but may be able to reduce or eliminate 

their preference exposure by asserting a “new value” 

defense under section 547(c)(4) of the Bankruptcy Code 

(one of the more frequently raised defenses to preference 

liability).  To reduce or eliminate preference liability under 

a new value defense, the creditor must have given 

unsecured new value to the debtor by selling goods or 

providing services on credit terms after the alleged 

preference payment but prior to the petition date.  If these 

conditions are met, the creditor can subtract the value of 

those goods from the preference amount. 

The overlap of these two Bankruptcy Code provisions 

gives rise to an interesting question:  Can a creditor that 

holds an administrative expense under section 503(b)(9) 

of the Bankruptcy Code predicate a new value defense to 

an alleged preferential transfer under section 547(c)(4)(B) 

of the Bankruptcy Code on the same goods shipped 20 

days before the commencement date?  The Bankruptcy 

Court for the Eastern District of Virginia has been 

clarifying the law in this area, including most recently in 

Siegel v. Sony Electronics, Inc. (In re Circuit City Stores, 

Inc.),4 which provides guidance to trade creditors on this 

question. 

Background 

Before it went out of business, Circuit City was a national 

electronic retailer operating in over 700 stores throughout 

                                                             
3
 In order for a debtor to confirm a plan of reorganization, section 

503(b)(9) administrative expenses must be paid in full, unless 

the creditor accepts alternative treatment. 

4
 515 B.R. 302 (Bankr. E.D. Va. 2014). 
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the United States and Puerto Rico.  In late 2008, Circuit 

City sought bankruptcy protection in the United States 

Bankruptcy Court for the Eastern District of Virginia.  

Though it continued to operate its business in the ordinary 

course following the petition, by early 2009, the 

bankruptcy court had authorized Circuit City to conduct 

going out of business sales at all of its retail locations.  In 

the fall of 2010, the going out of business sales having 

been completed, Circuit City’s plan of liquidation was 

confirmed.  The plan established a liquidating trust to, 

among other things, liquidate Circuit City’s assets and 

distribute them to its creditors.  Alfred Siegel was 

appointed as trustee for the liquidating trust. 

As part of his efforts to liquidate Circuit City’s estates, the 

liquidating trustee commenced numerous preference 

actions — one of which was brought against Sony 

Electronics, Inc.  Prepetition, Sony and Circuit City had 

entered into a “Dealer Agreement” under which Sony sold 

goods to Circuit City and Circuit City received various 

funding incentives.  Among other claims the liquidating 

trust asserted against Sony was a preference claim 

relating to a check made by Circuit City to Sony seven 

days before the petition date. 

Sony asserted a number of defenses to the preference 

claim.  Among them, Sony asked the court to find that the 

value of goods it delivered to Circuit City during the 20 

days immediately prior to the commencement of Circuit 

City’s bankruptcy case could be used both to recover 

under section 503(b)(9) and to assert a new value defense 

under section 547(c)(4).  Section 547(c)(4) excepts from 

preference liability transfers to or for the benefit of a 

creditor to the extent that, after such transfer, the creditor 

gave “new value” to or for the benefit of the debtor that, 

generally speaking, was unsecured and for which the 

debtor did not make an “otherwise unavoidable transfer.” 

Analysis 

The Bankruptcy Court’s analysis centered on whether the 

debtor made an avoidable transfer to or for the benefit of 

a creditor on account of the new value it received from 

such creditor.  The court concluded that, because the 

payment of a 503(b)(9) administrative expense is an 

“otherwise unavoidable transfer” under 547(c)(4)(B), the 

recipient of such payment is not entitled to utilize the 

value of those same goods as the basis for a new value 

defense. 

The Bankruptcy Court relied on its recent decision (in a 

slightly different context) in preference litigation involving 

Mitsubishi Digital Electronics America, Inc.,5 in which 

Mitsubishi tried to utilize the same goods delivered 20 

days before Circuit City’s bankruptcy filing to recover an 

administrative expense and assert a new value defense in 

preference litigation.  There, the Bankruptcy Court found 

that Mitsubishi could not include the goods that were the 

basis for its section 503(b)(9) claim, which was fully 

funded by a reserve account, in its preference defense.  

The Bankruptcy Court’s reasoning turned on the fact that 

the Bankruptcy Court had approved the postpetition 

establishment of the reserve fund for allowed 503(b)(9) 

claims, and so postpetition payment of Mitsubishi’s 

allowed section 503(b)(9) claim was authorized by the 

Bankruptcy Court and under the Bankruptcy Code, and 

was an “otherwise unavoidable transfer.” 

Notwithstanding this precedent, Sony had urged the 

Bankruptcy Court to reconsider its ruling in Mitsubishi in 

light of the Third Circuit Court of Appeals’ decision in 

Friedman’s Liquidating Trust v. Roth Staffing Cos. (In re 

Friedman’s, Inc.).6  The Bankruptcy Court noted that in 

Friedman’s, the Third Circuit held that postpetition 

transfers made pursuant to a prepetition wage order did 

not affect the calculation of that creditor’s new value 

defense under section 547(c)(4).  This was because the 

Third Circuit determined that section 547(c)(4)(B) was 

only meant to encompass “otherwise unavoidable 

prepetition transfers.”  The Bankruptcy Court also noted 

that the Third Circuit left open the question of whether 

assertion of a reclamation claim should reduce a new 

value defense, and so the Bankruptcy Court was not 

persuaded that the holding in Friedman’s should extend to 

section 503(b)(9) claims.  As a result, the Bankruptcy 

Court did not reconsider its holding in Mitsubishi in order 

to allow Sony to use its section 503(b)(9) claim as new 

value for purposes of section 547(c)(4), as to do so would 

permit Sony a “double recovery” (full payment on its 

                                                             

5
 Circuit City Stores, Inc. v. Mitsubishi Digital. Elecs. Am., Inc. (In 

re Circuit City Stores), Adv. No. 10-03068-KRH, 2010 WL 

4956022, slip op. (Bankr. E.D. Va. Dec. 1, 2010). 

6
 738 F.3d 547 (3d Cir. 2013). 
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section 503(b)(9) claim and reducing its preference 

exposure) “based on the same goods that underlie its 

single claim.” 

Takeaway 

Case law on this topic remains unresolved.  The 

Bankruptcy Court for the Northern District of Georgia,
7
 

like the Bankruptcy Court for the Eastern District of 

Virginia, has rejected a trade creditor’s attempt to assert a 

section 503(b)(9) claim as part of a new value defense to 

preference liability where the section 503(b)(9) claim at 

issue was fully funded or paid postpetition.  However, the 

Bankruptcy Court for the Middle District of Tennessee
8
 

has held that goods within the scope of section 503(b)(9) 

can form part of a new value defense to preference 

allegations.  At the heart of the debate is whether or not a 

postpetition payment will disqualify the new value 

defense, or if the reduction to new value has to be on 

account of payment received prior to the commencement 

date. 

The bottom line is that trade creditors evaluating their 

ability to assert a defense to preference liability should 

consider whether they can demonstrate that the new 

value extended to the debtor after the alleged preference 

was not repaid with an otherwise unavoidable transfer, 

which debtors and trustees may argue excludes 

postpetition payments under a critical vendor order or 

section 503(b)(9). 

Delaware Bankruptcy Court 
Weighs in on Subsequent New 
Value Circuit Split 
Andriana Georgallas 

Judge Christopher Sontchi of the United States 

Bankruptcy Court for the District of Delaware has now 

weighed in on a hotly debated circuit court split.  The issue 

of whether, under section 547(c)(4) of the Bankruptcy 

Code, a recovery on a preferential transfer may be 

reduced by subsequent new value — regardless of 

whether it was “paid” or “unpaid” prior to the petition date 

                                                             
7
 In re TI Acquisition, LLC, 429 B.R. 377 (Bankr. N.D. Ga. 2010). 

8
 In re Commissary Operations, Inc., 421 B.R. 873 (Bankr. M.D. 

Tenn. 2010). 

— has remained unresolved among the circuits and within 

the Third Circuit for years.  In Miller v. JNJ Logistics LLC 

(In re Proliance Int’l, Inc.),9 Judge Sontchi found that, at 

least by inference, previous decisions of the Delaware 

Bankruptcy Court adopted the subsequent advance 

approach to this issue.  That is, a party’s preference 

exposure may be reduced by both paid and unpaid 

subsequent new value.  Applying this approach, Judge 

Sontchi held that the defendant in Proliance was entitled 

to full credit for all subsequent new value it provided to 

the debtors, even though it received payment for some of 

such value. 

Background 

Prior to the petition date, JNJ Logistics LLC, the 

defendant, provided freight transport services for auto 

parts to the debtors.  Although the debtors paid 

$222,045.11 on account of certain JNJ prepetition 

invoices, JNJ invoices in the amount of $49,366.28 

remained open and unpaid as of the petition date.  The 

trustee sought the return of $548,035.66 in preferential 

transfers made to JNJ in the 90-day window prior to the 

petition date.  The parties agreed that JNJ had a 

subsequent new value defense to the preference claims in 

the amount of $49,366.28 on account of invoices that 

remained open and unpaid as of the petition date, but the 

parties disagreed about whether JNJ had a subsequent 

new value defense to the preference claims in the amount 

of $222,045.11 on account of invoices that had been paid 

by the debtor as of the petition date. 

The Subsequent New Value Defense and the 
Circuit Split 

Section 547(c)(4)(B) provides as follows: 

The trustee may not avoid under this section a 

transfer … to or for the benefit of a creditor, to the 

extent that, after such transfer, such creditor 

gave new value to or for the benefit of the debtor 

… on account of which new value the debtor did 

not make an otherwise unavoidable transfer to or 

for the benefit of such creditor. 

Interestingly, courts are split on the interpretation and 

application of the double negative in section 547(c)(4)(B).  

Prior to the enactment of the Bankruptcy Code, section 

547(c)(4)(B)’s predecessor, section 60(c) of the 

                                                             
9
 514 B.R. 426 (Bankr. D. Del. 2014). 
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Bankruptcy Act of 1898,
10

 limited the use of new value to 

the “amount of such new credit remaining unpaid at the 

time of the adjudication in bankruptcy.”  Subsequently, 

courts established the so-called “net result rule” whereby 

the courts simply totaled the preferential payments and 

the subsequent advances by the creditor during the 

preference period and offset them against each other.  

When Congress did not include this language in section 

547(c)(4)(B), courts adopted two different approaches:  

the “remains unpaid” approach and the “subsequent 

advance” approach. 

The Remains Unpaid Approach 

The courts that take the “remains unpaid” approach hold 

that the double negative in section 547(c)(4)(B) should be 

read to mean that, in order to be used as a defense to a 

preference claim, value must remain unpaid at the end of 

the preference period.  Why?  Courts adopting the 

“remains unpaid” approach argue that the extension of 

new value under section 547(c)(4) is merely meant to 

return the preference to the estate.  “The creditors have 

not been harmed [and] the estate has not been 

diminished, because new inventory has been supplied.”
11

  

Where a debtor pays a subsequent advance (or the 

creditor retains a security interest in the advance), the 

preference is not returned, and the estate is not benefited.  

Accordingly, the remains unpaid approach puts the debtor 

on a C.O.D. basis — as if the creditor is being paid in 

advance of shipments rather than for antecedent debts.  

According to the Proliance court, the remains unpaid 

approach provides that “new value that has been paid by 

the debtor prior to the petition date is not eligible for 

offset under section 547(c)(4) because paid new value 

does not represent the return of a preferential transfer to 

the estate.” 

The Subsequent Advance Approach 

Other courts take the “subsequent advance” approach, 

holding that section 547(c)(4)(B) does not require that 

new value remain unpaid at the end of the preference 

period.  Specifically, such courts hold that the “net result 

rule [under 60(c)] was modified [with the insertion of 

                                                             
10

 Bankruptcy Act of 1898, Ch. 541, § 60(c), 30 Stat. 544 (1898). 

11
 Proliance, No. 09-12278 (CSS), Adv. Proc. No. 11-52514 (CSS), 

at 10 (quoting Begier v. Airtech Services, Inc. (In re Am. Int’l 

Airways, Inc.), 56 B.R. 551, 554-55 (Bankr. E.D. Pa. 1986)).   

‘otherwise’] so that new value could only be used to set 

off preferences received earlier.
12

  Accordingly, the only 

way for a creditor-supplier to have a defense to a 

preference is to continue supplying additional new value 

after receiving each preference.  At bottom, subsequent 

advance supporters find that the subsequent new value 

defense was intended to except from avoidance revolving 

credit relationships.
13

  Moreover, the word “otherwise” 

refers to transfers that are avoidable under section 

547(c)(4), not transfers that are avoidable under other 

sections of the Bankruptcy Code.  This encourages trade 

creditors to continue dealing with troubled businesses and 

is designed to treat fairly creditors who have replenished 

the estate after having received a preference.  Otherwise, 

a creditor who continues to extend credit to the debtor in 

reliance on prior payments is only increasing its 

bankruptcy loss. 

Remains unpaid supporters have argued that the 

subsequent advance approach “may give lip service to the 

statutory goal of encouraging continued dealings with 

distressed businesses, but it does so at the cost of tipping 

the statutory balance of economic considerations over to 

the creditor-supplier’s side.”
14

 

Application of Both Approaches 

In Proliance, Judge Sontchi provided the following chart to 

illustrate a defendant’s preference exposure under both 

the remains unpaid and subsequent advance approach: 

Date 

Preference 

Payment 

New 

Value 

Remains 

Unpaid 

Approach 

Preference 

Exposure 

Subsequent 

Advance 

Approach 

Preference 

Exposure 

1/1 $1,000  $1,000 $1,000

1/5 $1,000 $0

1/10 $1,000  $2,000 $1,000

                                                             
12

 See Boyd v. The Water Doctor (In re Check Reporting Servs., 

Inc.), 140 B.R. 425, 437 (Bankr. W.D. Mich. 1992) (internal 

quotation marks omitted).   

13
 See id. at 15 (citing Laker v. Vallette (In re Toyota of 

Jefferson), 14 F.3d 1088, 1091 (5
th

 Cir. 1994)). 

14
 Id. at 11 (quoting Iannocone v. Klement Sausage Co., Inc. (In re 

Hancock-Nelson Mercantile Co.), 122 B.R. 1006 (Bankr. D. Minn. 

1991)). 
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Date 

Preference 

Payment 

New 

Value 

Remains 

Unpaid 

Approach 

Preference 

Exposure 

Subsequent 

Advance 

Approach 

Preference 

Exposure 

1/15  $2,000  ($1,000)

1/30 $3,000  $5,000 $2,000

2/5  $1,000  $1,000

2/10 $1,500  $6,500 $2,500

2/15  $1,000  $1,500

Total $6,500 $5,000  

Results   $5,500 $1,500

 

The Parties’ Positions 

JNJ argued that its preference exposure should be 

reduced by its subsequent new value defense under the 

“subsequent advance” approach, which would reduce 

JNJ’s preference by both paid and unpaid invoices.  The 

trustee argued that the court should adopt the “remains 

unpaid” approach and only reduce JNJ’s preference 

exposure by the amount of unpaid invoices. 

Trustee’s “Remains Unpaid” Approach 

Alleged Preference: $548,035.66 

Undisputed SNV Defense for Unpaid 

Invoices: ($49,366.28) 

Total Preference Exposure: $498,669.38 

 

JNJ’s “Subsequent Advance” Approach 

Alleged Preference: $548,035.66 

Undisputed SNV Defense for Unpaid 

Invoices: ($49,366.28) 

Disputed SNV Defense for Paid Invoices: ($222,045.11) 

Total Preference Exposure: $276,624.27

 

Judge Sontchi Adopts the Subsequent Advance 
Approach 

After sifting through several decisions on both sides of the 

split, Judge Sontchi noted that, to date, the Third Circuit 

has not weighed in on this dispute.  In reliance on the 

Delaware bankruptcy court’s statements in In re Sierra 

Concrete Design15 and In re Vaso Active Pharmaceuticals, 

Inc.,16
 Judge Sontchi held that the rulings in such cases 

have, at least by inference, adopted the subsequent 

advance approach. 

In Sierra, the Delaware bankruptcy court held that “in 

order to invoke successfully the subsequent new value 

defense in [the Third Circuit] the creditor must establish 

two elements:  (1) after receiving the preferential transfer, 

the creditor must have advanced ‘new value’ to the debtor 

on an unsecured basis; and (2) the debtor must not have 

fully compensated the creditor for ‘new value’ as of the 

date that it filed its bankruptcy petition.”  The Sierra court 

explained that 

[t]he statute’s language is difficult to decipher 

containing, among other things, a double negative.  

Nonetheless, it correctly invokes the underlying 

economic principle — the creditor made 

subsequent shipment of goods only because the 

debtor was paying for the earlier shipments.  

Thus, one should and does look at the net result 

— the extent to which the creditor was preferred, 

taking account of the new value the creditor 

extended to the debtor after repayment on old 

loans. 

In adopting this approach, the Sierra court also noted that 

the defense is not available to give a creditor a “credit” for 

new value in excess of its preference exposure.  This 

ruling was reiterated by the Delaware bankruptcy court in 

Vaso. 

In Proliance, Judge Sontchi found that, although Sierra 

and Vaso did not explicitly adopt the subsequent advance 

approach, the essence of their holdings provided, at least 

by inference, that the Bankruptcy Court had adopted the 

subsequent advance approach.  Applying such rulings in 

Proliance, JNJ was entitled to a full credit for all 

subsequent new value it provided to the debtors, including 

paid and unpaid invoices.  Thus, the court reduced JNJ’s 

preference exposure by $271,411.39. 

Although the jurisdictional split on the new value defense 

continues, Judge Sontchi, in adopting the tests set forth in 

Sierra and Vaso, has provided some clarity on this issue 

for cases within Delaware.  Only time will tell, though, 

                                                             
15

 463 B.R. 302, 307 (Bankr. D. Del. 2012). 

16
 500 B.R. 384 (Bankr. D. Del. 2103). 
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when the Third Circuit will crystalize its position on 

section 547(c)(4)(B).  Until then, creditors rejoice.  The 

creditor-friendly Proliance test appears to be the 

persuasive rule in Delaware for now. 

I Hear Nothing, I See Nothing, 
I Know Nothing:  Third Circuit 
Says Transferee’s Knowledge 
Not Relevant to Establishing 
Fraudulent Transfer Claims 
Katherine N. Doorley 

The extent of a transferee’s knowledge in the context of 

fraudulent transfer claims under the Bankruptcy Code has 

been a frequent topic of discussion on the Weil 

Bankruptcy Blog.  For example, we have examined the 

knowledge
17

 required to establish a transferee’s “good 

faith” defense under section 548(c) of the Bankruptcy 

Code.  Now, the United States Court of Appeals for the 

Third Circuit in SB Liquidation Trust v. Preferred Bank18
 

has provided more food for thought when it comes to the 

issue of a transferee’s knowledge, concluding that it is not 

necessary to plead the transferee’s knowledge of the 

fraudulent transfer to maintain a cause of action under 

section 548(a)(1) of the Bankruptcy Code. 

Background 

In SB Liquidation Trust, prepetition, debtor Syntax-Brillian 

Corporation and Preferred Bank entered into a loan 

agreement and credit agreement, the proceeds of which 

were used by Syntax to acquire inventory from Taiwan 

Kolin Company.  The loan agreement between Syntax and 

Preferred Bank was amended on a number of occasions.  

As it happened, several of Syntax’s officers and directors 

were also officers and directors of Kolin.  Subsequently, 

the debtor sought bankruptcy protection in the United 

States Bankruptcy Court for the District of Delaware.  The 

SB Liquidation Trust was established pursuant to the 

debtor’s liquidation plan, which transferred control over 

all of the debtor’s assets and causes of action to the 

                                                             
17

 See I Didn’t Know, I Swear!  Section 548(c)’s Good-Faith 

Defense to Fraudulent Transfer Actions dated March 18, 2014 on 

the Weil Bankruptcy Blog. 

18
 573 F. App’x. 154 (3d Cir. 2014). 

Liquidation Trust.  The Syntax-Brillian Liquidation Trust 

initiated an adversary proceeding against Preferred Bank 

under section 548(a) of the Bankruptcy Code and the 

corresponding provisions of the Delaware Code, 

attempting to avoid and recover alleged fraudulent 

transfers in the form of payments made by the debtor to 

Preferred Bank pursuant to the loan agreements.  In its 

complaint, the Liquidation Trust alleged that several of 

Syntax’s officers and directors engaged in “a series of 

fraudulent activities” that led to the debtor’s insolvency 

and that such fraud was made possible through the 

involvement of Preferred Bank.  The Liquidation Trust 

asserted that the debtor entered into financing with 

Preferred in order to “siphon” money to Kolin, Kolin 

overcharged Syntax for inventory, and that, as a result, the 

proceeds of Syntax’s sales of the inventory were 

insufficient to repay the debt to Preferred Bank.  The 

Liquidation Trust further asserted that Preferred Bank 

was aware that Kolin priced its products above market, 

which would eventually make it impossible for the debtor 

to remain in business.  At bottom, the crux of the 

complaint was that the financing, coupled with the 

purposeful overcharging, constituted a fraudulent transfer 

by the debtor under section 548(a)(1), and that Preferred 

Bank had culpable knowledge of the underlying scheme to 

defraud. 

Legal Analysis 

Section 548(a)(1) of the Bankruptcy Code provides that 

“[t]he trustee may avoid any transfer … of an interest of 

the debtor in property, or any obligation … incurred by the 

debtor, that was made or incurred on or within 2 years 

before the date of the filing of the petition if the debtor 

voluntarily or involuntarily (A) made such transfer or 

incurred such obligation with actual intent to hinder, 

delay, or defraud any entity to which the debtor was or 

became … indebted….” 

The Bankruptcy Court analyzed the fraudulent transfer 

claims against Preferred Bank using the “collapsing” 

doctrine.  The collapsing doctrine provides that a court 

may “collapse” several apparently innocuous transactions 

for purposes of fraudulent transfer analysis and consider 

the economic reality of the transactions together. 

The Bankruptcy Court dismissed the claims at the 

pleading stage, concluding that the Liquidation Trust was 

required to show that Preferred Bank had knowledge of 

the alleged fraudulent acts and that the complaint had 
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failed to allege facts from which such knowledge could be 

inferred.  On direct appeal, the Third Circuit vacated the 

Bankruptcy Court’s dismissal. 

As the Third Circuit noted, some courts applying the 

collapsing doctrine have required proof of knowledge of 

the fraudulent scheme on the part of both the debtor and 

the transferee.  Adopting that interpretation, the 

Bankruptcy Court found that the transfers in question 

could not be collapsed because the Liquidation Trust 

failed to sufficiently allege that Preferred Bank had 

knowledge of the alleged scheme.  The Bankruptcy Court 

stated that, without collapsing the transactions, the 

Liquidation Trust’s claims necessarily failed. 

On appeal, the Third Circuit disagreed with the Bankruptcy 

Court’s interpretation and noted that Bankruptcy Code 

was “clear and unambiguous” that obligations are 

avoidable if the debtor incurred the obligations “with 

actual intent to hinder, delay or defraud” the debtor’s 

creditors.  The Third Circuit noted that neither the 

Bankruptcy Code nor Delaware law refers to the intent of 

the transferee as being relevant to a determination of 

whether a specific transaction is fraudulent and avoidable, 

and, therefore, the transactions could be avoided without 

needing to resort to the collapsing doctrine.  The Third 

Circuit concluded that the Liquidation Trust should not 

have been required to establish that Preferred Bank had 

knowledge of the debtor’s fraudulent intent to maintain a 

fraudulent transfer action.  Accordingly, the Third Circuit 

vacated the Bankruptcy Court’s dismissal of the actual 

fraud claims against Preferred Bank. 

Conclusion 

Parties bringing fraudulent transfer actions under section 

548(a)(1) in the Third Circuit may breathe a little easier 

knowing that the bar has not been raised — they do not 

need to establish the transferee’s knowledge of the 

fraudulent transfer to avoid a fraudulent transfer.  That 

said, a transferee’s knowledge continues to be a factor in 

determining that the transferee acted in good faith. 
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In This Section: 
￭ Can You Inadvertently Waive Your 

Automatic Stay Rights Goodbye? 

￭ R-E-C-O-V-E-R:  Find Out What It 
Means to the Third Circuit 

￭ The Reach of the Automatic Stay:  
One Court Reminds Us that 
Extending the Automatic Stay to 
Non-Debtors is “Extraordinary 
Relief” 

￭ Computers Are People Too:  “The 
Computer Did It” Is No Defense to 
Violations of the Automatic Stay 

Automatic Stay 
The automatic stay is no doubt a hallmark of bankruptcy — one of the most 

fundamental protections afforded to debtors under the Bankruptcy Code.  Late 

last year, we saw a number of cases in which debtors sought to test the outer 

limits of their ability to use this protection to their advantage. 

“Property of the estate” includes any interest in property that a trustee 

recovers under section 550 of the Bankruptcy Code.  In R-E-C-O-V-E-R:  Find 

Out What It Means to the Third Circuit, we reported that in the Third Circuit, 

“recovery” does not require that a trustee obtain actual, tangible possession of 

property.  If a trustee has secured a section 550 recovery order, the subject 

property has, in a legal sense, been recovered, and the automatic stay of a 

debtor-transferee’s bankruptcy case cannot be used to block the trustee’s 

recovery efforts. 

Under section 362(a), the requirement that an action must be against a debtor 

generally is strictly construed.  When circumstances call for more flexibility, 

however, bankruptcy courts may rely upon their authority under section 105(a) 

to extend the protections of the stay to non-debtor parties.  We covered In re 

SDNY 19 Mad Park, LLC, a bankruptcy court decision that serves as a 

reminder that a debtor seeking to extend the stay to cover non-debtors must 

demonstrate that such relief is necessary to suspend an action that poses a 

serious threat to the debtor’s reorganization. 

In the age of technology, it’s not so clear who or what can willfully violate the 

automatic stay.  In Computers Are People Too:  “The Computer Did It” Is No 

Defense to Violations of the Automatic Stay, we wrote about a recent 

bankruptcy court decision in which the court held that an accidental delivery of 

a computer-generated collection action notice by a creditor’s computer 

system constitutes a willful violation of the stay by the creditor. 

Although still considered unenforceable by many courts, prepetition waivers of 

automatic stay rights may “fly under the radar” and remain in force during a 

debtor’s bankruptcy.  In Can You Inadvertently Waive Your Automatic Stay 

Rights Goodbye?, we wrote about a bankruptcy court decision in which the 

court recognized that a prepetition waiver of the stay, for a single asset debtor, 

closely approximates waiver of the right to file for bankruptcy relief.  The 

court, however, approved the debtor’s prepetition waiver by approving a 

stipulation under which the debtor unintentionally ratified its obligation to 

honor the waiver. 
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Can You Inadvertently Waive 
Your Automatic Stay Rights 
Goodbye? 
Maurice Horwitz 

As a general rule, bankruptcy courts do not enforce 

provisions in organizational documents, loan agreements, 

or other prepetition contracts that purport to alter or 

waive the protections of the Bankruptcy Code.  As with 

most rules, however, there are exceptions.  We have 

previously discussed, for example, provisions that waive 

the borrower’s right to seek bankruptcy protection 

altogether (almost always unenforceable, but when it 

comes to LLCs, there are certain exceptions,
1
 and 

exceptions to the exceptions
2
); a junior creditor’s right to 

assign its right to vote on a plan (some courts have 

enforced them, but the majority will not
3
); and waivers of 

the automatic stay,
4
 which the Bankruptcy Code’s 

legislative history describes as “one of the fundamental 

debtor protections provided by the bankruptcy laws.”
5
 

It may surprise our readers that, even as to this last 

fundamental bankruptcy right, courts across the country 

continue to disagree.  It is well settled in the Second and 

Third Circuits, where many large corporate bankruptcies 

are filed, that only the bankruptcy court may modify the 

stay.  As the Second Circuit stated in Ostano 

Commerzanstalt, “since the purpose of the stay is to 

protect creditors as well as the debtor, the debtor may not 

                                                             
1
 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. 

2
 See Wave Goodbye to Bankruptcy Waivers?  (Court Rules LLC’s 

Prepetition Waiver of Bankruptcy Protection Contrary to Public 

Policy) dated May 30, 2014 on the Weil Bankruptcy Blog. 

3
 See Torpedoing Plans 101:  Court Refuses to Enforce 

Assignment of Junior Creditor’s Right to Vote on a Plan? dated 

December 19, 2011 on the Weil Bankruptcy Blog. 

4
 See The Debate Continues:  Can Creditors Enforce the 

Automatic Stay? dated December 2, 2013 on the Weil 

Bankruptcy Blog. 

5
 S. Rep. No. 95-989, at 54-55 (1978), as reprinted in 1978 

U.S.C.C.A.N. 5787, 5840-41. 

waive the automatic stay.”
6
  Courts in other circuits, 

however, range in their views about whether, and to what 

extent, a debtor can waive the protections of the 

automatic stay. 

One court to recently consider the enforceability of 

automatic stay waivers is the United States Bankruptcy 

Court for the District of Puerto Rico.  The decision in In re 

Triple A & R Capital Investment, Inc.7 is interesting, in 

part, because of its survey of the caselaw on this issue.  In 

this single asset real estate case, the debtor had entered 

into a forbearance agreement prepetition with its one 

secured creditor.  The agreement provided, in pertinent 

part, as follows: 

Automatic Stay.  Each Loan Party hereby stipulates that, 

at Bank’s option, Bank will be entitled to an immediate 

and absolute lifting of any automatic stay of the 

enforcement of Bank’s remedies under this Agreement, 

the Forbearance Documents and the Loan Documents, at 

law or in equity (including, without implied limitation, the 

provisions of 11 U.S.C. § 362, as amended) which might be 

accorded to a Loan Party [in] any Debt Relief Proceeding.  

Each Loan Party agrees that it will not contest any 

application by Bank to lift or vacate any such stay. 

The forbearance agreement was subsequently 

supplemented by an additional forbearance agreement 

which contained the following provision: 

Consent to Relief from Automatic Stay.  As a material 

inducement for the Creditor to enter into this Agreement, 

in recognition of the risks associated with the Creditor’s 

execution and performance of this Agreement, and in 

consideration of the recitals and mutual covenants 

contained herein, and for other good and valuable 

consideration, including the agreement of the Creditor to 

forbear from the exercise of its rights and remedies, the 

receipt and sufficiency of which are hereby acknowledged, 

each of the Debtors hereby agrees and consents that if 

any Debtor shall…file or be subject of any petition under 

Title 11 of the U.S. Code, as the same may be amended 

from time to time … then the Creditor shall thereupon be 

                                                             
6
 Ostano Commerzanstalt v. Telewide Systems, Inc., 790 F.2d 

206, 207 (2d Cir. 1986). 

7
 In re Triple A & R Capital Inv., Inc., 519 B.R. 581 (Bankr. D. P.R. 

2014). 
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entitled to relief from any automatic stay imposed by 

§ 362 of the Bankruptcy Code, or from any other stay or 

suspension of remedies imposed in any other manner with 

respect to the exercise of the rights and remedies 

otherwise available to the Creditor under the Financing 

Agreements and/or the other Loan Documents, and as 

otherwise provided by law, and each of the Debtors 

hereby expressly and unconditionally waives the benefit of 

such automatic stay and consents and agrees to raise no 

objection to such relief. 

Although this is the sort of waiver that almost certainly 

would be considered unenforceable in the Second or Third 

Circuit, the Bankruptcy Court noted that “[t]here is no 

controlling law on this subject in this District [of Puerto 

Rico] or [the First] Circuit.”  Noting that “stay waivers 

were long thought to be unenforceable as against public 

policy,” the Bankruptcy Court also recognized that “an 

increasing number of courts are now enforcing them,” 

reflecting “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.” 

The Bankruptcy Court observed three prevailing trends 

that have developed among bankruptcy courts: 

1. uphold the stay waiver on the basis of freedom of 

contract;
8
 

2. reject the stay as unenforceable per se as against 

public policy;
9
 and 

3. treat the waiver as a factor in deciding whether 

“cause” exists to lift the stay.
10

 

After reviewing the cases and observing that “this last 

approach has gained ground in recent years,” the 

Bankruptcy Court added two significant caveats.  First, 

“courts are in agreement that a prepetition waiver of the 

automatic stay, even if enforceable, does not enable the 

                                                             
8
 See, e.g., In re Club Tower L.P., 138 B.R. 307 (Bankr. N.D. Ga. 

1991). 

9
 See, e.g., Matter of Pease, 195 B.R. 431 (Bankr. D. Neb. 1996). 

10
 See In re Shady Grove Tech Center Associates Ltd. 

Partnership, 216 B.R. 386 (Bankr. D.Md. 1998), opinion 

supplemented on remand from district court, 227 B.R. 422 

(Bankr. D. Md. 1998). 

secured creditor to enforce its lien without first obtaining 

stay relief from the bankruptcy.”  This caveat is significant 

because it reinforces the rule that “relief from a stay must 

be authorized by the Bankruptcy Court.”
11

  In the case 

before it, that requirement had been satisfied:  the 

debtor’s secured creditor had filed a motion seeking relief 

from the automatic stay. 

The court was also persuaded by the debtor’s argument 

that in a single asset real estate case, a prepetition waiver 

of the automatic stay can be especially damaging to the 

debtor and should be “unenforceable as too closely 

approximating, for a single asset debtor, waiver of the 

right to file for bankruptcy relief.”  With this last 

endorsement, it appears that the debtor in Triple A & R 

Capital Investment may have prevailed, but for one 

unfortunate oversight by the debtor.  At the start of the 

case, as is typical in cases where a secured creditor has a 

lien over the debtor’s cash, the debtor entered into a 

stipulation with its secured creditor to permit the debtor 

to use its cash collateral.  In at least three separate 

places, the stipulation stated that the debtor’s obligations 

under the loan documents – which included the 

forbearance agreements – were ratified by the debtor, 

remained in full force and effect, and would not be subject 

to further challenge. 

The stipulation was duly filed and noticed, no objections 

were filed, and the court entered an order approving it. At 

the time that it was approved, neither the debtor nor the 

Bankruptcy Court considered it a stipulation to modify the 

automatic stay.  Even the secured creditor did not 

immediately think of relying on these provisions of the 

cash collateral stipulation when first moving for relief 

from stay.  Nevertheless, after the secured creditor 

brought this language to the Bankruptcy Court’s attention, 

the Bankruptcy Court found that the obligations ratified by 

the debtor “specifically include the Forbearance 

Agreements with the prepetition waivers of the automatic 

stay” and that as such, the debtor, “as a debtor in 

possession, ratified and agreed to be bound by 

clauses…which expressly contained a waiver of the 

protection afforded by the automatic stay.” 

                                                             
11

 See Association of St. Croix Condominium Owners v. St. Croix 

Hotel Corp., 682 F.2d 446, 448 (3d Cir. 1982). 
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Did the secured creditor get lucky?  Perhaps.  But by 

equating a waiver of the automatic stay to a waiver of the 

right to file a bankruptcy case, the court in Puerto Rico 

may have signaled that such waivers would not ordinarily 

be enforced – and perhaps would not have been enforced, 

if someone had brought this language to the court’s 

attention before the cash collateral stipulation was 

approved.  The decision suggests that debtors filing single 

asset real estate cases in Puerto Rico may find a 

sympathetic ear – at least with one of the four bankruptcy 

judges who preside there – if they were coerced into 

waiving their automatic stay rights prepetition. 

R-E-C-O-V-E-R:  Find Out What 
It Means to the Third Circuit 
Danielle Donovan 

Because we couldn’t possibly top Judge Fisher’s opening 

line, we’re borrowing it for our introduction of In re Daniel 

W. Allen, Sr.,12
 a recent decision from the Third Circuit:  

“Although the facts of this case include details of money 

transfers and offshore asset protection trusts in sunny 

South Pacific locales, its ultimate resolution involves 

nothing more exotic than the interpretation of the 

Bankruptcy Code.”  In Allen, the Third Circuit addressed 

Bankruptcy Code provisions defining “property of the 

estate” and determined what is required for a trustee to 

“recover” property that has been fraudulently transferred.  

The court also considered some interesting questions 

regarding subject matter jurisdiction along the way. 

I’m About to Give You All of My Money and All I’m 
Asking in Return Is… Reasonably Equivalent Value 

About 25 years ago, Daniel W. Allen, Sr. and Gary 

Carpenter founded Advanced Telecommunication 

Network (“ATN”), a company engaged in reselling long-

distance telephone service.  Carpenter eventually 

terminated Allen’s employment, and Allen responded with 

a lawsuit against Carpenter and ATN asserting several 

claims with respect to the management of ATN. The 

parties settled the lawsuit in exchange for a $1.25 million 

payment to Allen’s attorneys and an approximately $6 

million payment to Allen and his brother. 

                                                             
12

 In re Allen, 786 F.3d 274 (3d Cir. 2014). 

Just shy of four years after the settlement payments 

were made, ATN filed for chapter 11 relief in the 

Bankruptcy Court for the Middle District of Florida.  ATN 

commenced an adversary proceeding against the Allens, 

seeking to avoid the $6 million transfer under sections 

544 and 550 of the Bankruptcy Code and under the New 

Jersey Uniform Fraudulent Transfer Act. 

Wisely, ATN sought a preliminary injunction to freeze the 

funds that had been transferred to the Allens.  The Allen 

brothers, however, obtained a continuance from the 

Bankruptcy Court and seized that window of opportunity 

to transfer the funds to two Cook Islands self-settled 

asset protection trusts.  The Bankruptcy Court then 

granted preliminary injunctive relief and ordered that the 

funds be repatriated.  Steadfast in their efforts to keep 

hold of the money, the Allen brothers did not comply with 

the order, and Daniel Allen was twice held in contempt of 

court. 

Almost seven years after ATN commenced its adversary 

proceeding, the Bankruptcy Court entered a judgment, 

and ATN then attempted to collect on the judgment 

pursuant to Bankruptcy Rule 7069.  The Bankruptcy Court 

once again directed Allen to repatriate the funds and also 

ordered him to provide an accounting of all monies 

deposited in and transferred from the trusts within 60 

days of entry of the order and to otherwise immediately 

freeze the funds in the trusts.  Do you think Allen 

complied with that repatriation order?  Of course not.  

What he did instead was file a chapter 7 petition in the 

Bankruptcy Court for the District of New Jersey.  (Now 

you can stop wondering how the Third Circuit got 

involved.) 

ATN commenced an adversary proceeding in Allen’s 

chapter 7 case, seeking a determination that Allen’s 

bankruptcy filing had not stayed the litigation in ATN’s 

bankruptcy case because ATN was seeking to collect its 

own estate assets and not Allen’s.  Alternatively, ATN 

requested relief from the automatic stay to continue with 

the Florida bankruptcy court litigation and collection of its 

judgment. 

What ATN Wants, the Third Circuit’s Got 

In denying ATN’s motion, the New Jersey Bankruptcy 

Court concluded that any property in the Cook Islands 

trusts was not property of ATN’s bankruptcy estate 

pursuant to section 541, but was instead property of 
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Allen’s estate and therefore subject to the automatic stay.  

Further, the New Jersey Bankruptcy Court held that, 

despite ATN having avoided the transfer, the funds were 

not included in the definition of “property of the estate” 

under section 541 of the Bankruptcy Code because ATN 

did not actually recover tangible possession of the funds.  

The district court affirmed. 

On appeal, the Third Circuit addressed two issues:  

(1) whether the New Jersey federal courts had subject 

matter jurisdiction over ATN’s adversary proceeding and 

(2) whether the $6 million was part of ATN’s bankruptcy 

estate such that it was not subject to the automatic stay 

imposed by Allen’s bankruptcy filing. 

(1) All I’m Asking Is for a Little Res When You’re In 
Rem! 

ATN contested the New Jersey federal courts’ jurisdiction 

under the doctrine espoused in Princess Lida of Thurn and 

Taxis v. Thompson.
13

  The Princess Lida doctrine bars a 

court from exercising jurisdiction when another court in a 

previously filed action is exercising control over the same 

property the second court would have to control in order 

to grant the relief sought in the second action.  The 

Princess Lida doctrine “applies when:  (1) the litigation in 

both the first and second fora are in rem or quasi in rem in 

nature, and (2) the relief sought requires that the second 

court exercise control over the property in dispute and 

such property is already under the control of the first 

court.” 

Therefore, the $6 million question was whether the 

Florida Bankruptcy Court exercised in rem jurisdiction 

over the Cook Islands trust funds (in which case the 

Princess Lida doctrine might apply) or simply in personam 

jurisdiction over Allen (in which case the doctrine would 

not apply). 

In Central Virginia Cmty. Coll. v. Katz,
14

 the Supreme 

Court distinguished between bankruptcy proceedings, 

which are in rem, and ancillary orders entered during the 

course of those proceedings, which may be in personam.  

Additionally, in United States v. Nordic Vill., Inc.,15
 the 

Supreme Court considered a postpetition transfer of 

                                                             
13

 305 U.S. 456 (1939). 

14
 546 U.S. 356, 362 (2006). 

15
 503 U.S. 30 (1992). 

property that had been avoided under section 549, 

recovered pursuant to section 550(a), and reduced to a 

monetary judgment.  In dictum, the Court rejected an in 

rem argument, clarifying that the respondent in that case 

had sought to recover a sum of money and not specific 

dollars, “so there was no res to which the court’s in rem 

jurisdiction could have attached.” 

Following the Supreme Court’s lead, the Third Circuit held 

that the Florida Bankruptcy Court had not exercised in 

rem jurisdiction over the $6 million because the Florida 

bankruptcy court’s judgment was not directed at 

particular dollars.  Rather, the Florida bankruptcy court 

entered the judgment against the Allens in the amount of 

$6 million, which granted relief pursuant to sections 544 

and 550 and falls into the zone identified by Katz – a 

court’s ancillary power to use the “in personam process” 

to effect its in rem bankruptcy jurisdiction. 

What you need is a little res when you’re in rem! 

(2) Take Care, ISC (Interpret Statutes 
Consistently)! 

Nevertheless, and despite a circuit split on the underlying 

issue, the Third Circuit quickly and easily concluded that 

the $6 million payment was property of the ATN estate.  

Resolution of the issue depended upon an interpretation of 

section 541(a)(3) of the Bankruptcy Code, which includes 

within “property of the estate” “[a]ny interest in property 

that the trustee recovers under section… 550” of the 

Bankruptcy Code.  The court rejected the New Jersey 

federal courts’ definition of “recovers” as being too 

restrictive because it required actual, tangible possession 

of the funds before considering them part of the ATN 

estate. 

In In re MortgageAmerica Corp.,
16

 the Fifth Circuit held 

that because a debtor retains a “legal or equitable” 

interest in fraudulently transferred property, such 

property remains property of the debtor’s estate even if it 

remains in the possession of third parties.  In In re Colonial 

Realty Co.,17
 the Second Circuit reached a different result 

and concluded that the Fifth Circuit’s reading of section 

541(a)(1) effectively rendered section 541(a)(3) futile.  In 

Rajala v. Gardner,
18

 the Tenth Circuit weighed in on the 
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 714 F.2d 1266 (5
th

 Cir. 1983). 
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 980 F.2d 125 (2d Cir. 1992). 
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 709 F.3d 1031 (10

th
 Cir. 2013). 
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split between the Fifth and Second Circuits and concluded 

that the Second Circuit’s holding in Colonial Realty was 

correct because otherwise mere allegations of fraudulent 

transfer could bring property into a debtor’s estate. 

According to the Third Circuit, the fatal flaw in each of the 

Second, Fifth, and Tenth Circuit decisions is that none of 

them addresses the critical question – what it means to 

“recover” fraudulently transferred property within the 

meaning of section 541(a)(3) – and, instead they 

erroneously focus on whether funds remain property of 

the debtor’s estate under section 541(a)(1) absent the 

recovery provision in section 541(a)(3). 

The Third Circuit reversed the district court’s judgment 

because (1) ATN did, in a legal sense, recover the $6 

million by securing the section 550 recovery order from 

the Florida bankruptcy court, and (2) the New Jersey 

federal courts’ interpretation of “recovers” renders section 

541 internally inconsistent.  Section 541(a) provides that a 

debtor’s estate includes property “wherever located and 

by whomever held.”  If “recovers,” as used in section 

541(a)(3), required actual possession, the “wherever 

located and by whomever held” language would be 

rendered meaningless. 

Aretha Franklin couldn’t have spelled it out better herself.  

R-E-C-O-V-E-R:  actual, tangible possession not required; 

section 550 recovery order sufficient (in the Third Circuit, 

at least). 

The Reach of the Automatic 
Stay:  One Court Reminds Us 
that Extending the Automatic 
Stay to Non-Debtors Is 
“Extraordinary Relief” 
Nelly Almeida 

If you ask the average person (a non-bankruptcy lawyer, 

that is) what they know about bankruptcy, chances are 

they will reference the Bankruptcy Code’s “automatic 

stay” provisions in their answer.  That is because the 

automatic stay, which is found in section 362(a) of the 

Bankruptcy Code, is considered one of the most 

fundamental tenets of bankruptcy law.  The filing of a 

bankruptcy petition triggers the protections of the 

automatic stay — staying, among other things, “the 

commencement or continuation … of a judicial, 

administrative, or other action or proceeding against the 

debtor that was or could have been commenced before 

the commencement of the case under this title.” 

The requirement that an action must be against the 

debtor is generally strictly construed.  Nonetheless, 

bankruptcy courts have relied upon section 105(a) of the 

Bankruptcy Code, which permits bankruptcy courts to 

“issue any order, process, or judgment that is necessary or 

appropriate” to carry out the provisions of the Bankruptcy 

Code, to extend the protections of the automatic stay to 

non-debtors.  This extension creates a whole new set of 

questions pertaining to when the protections of the 

automatic stay are available to non-debtors. 

The Fourth Circuit provided some guidance on the issue in 

A.H. Robins Co. v. Piccinin,
19

 where it articulated the 

“unusual circumstances” test for extending the automatic 

stay to non-debtors — often cited to provide the 

protections of the automatic stay to the debtor’s officers 

and directors.  According to A.H. Robins Co. v. Piccinin, 

“unusual circumstances” exist when “there is such 

identity between the debtor and the third-party defendant 

that the debtor may be said to be the real party defendant 

and that a judgment against the third-party defendant will 

effect be a judgment or finding against the debtor.” 

In addition to the “unusual circumstances” test, some 

courts have followed the test articulated in Queenie Ltd. v. 

Nygard Int’l,20
 where the Second Circuit found that the 

automatic stay can apply to non-debtors if a claim against 

the non-debtor will have “an immediate adverse economic 

consequence for the debtor’s estate.”  As we previously 

wrote,
21

 in In re Residential Capital, LLC,
22

 the Second 

Circuit reaffirmed the decision in Queenie Ltd. v. Nygard 

Int’l and clarified that the decision “should not be 

interpreted as being limited to wholly-owned subsidiaries 

of a chapter 11 debtor.” 

Although various courts that have used the tests set out in 

A.H. Robins and Queenie Ltd. v. Nygard Int’l, the reach of 
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 788 F.2d 994, 999 (4
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 Cir. 1986). 
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 321 F. 3d 282, 287 (2d Cir. 2003). 

21
 See Second Circuit:  Automatic Stay May Apply to Non-Debtor 

Parent and Affiliate dated July 31, 2013 on the Weil Bankruptcy 

Blog. 

22
 529 F. App’x. 69 (2d Cir. 2013). 
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those tests remains unclear.  The subjective nature of the 

tests in those cases leave much to the discretion of a 

bankruptcy court — making it difficult for parties to predict 

when the automatic stay will be applied to protect non-

debtors. 

SDNY 19 Mad Park, LLC 

For now, it appears that the question of whether the 

automatic stay will be extended to non-debtors continues 

to be a subjective one.  In Judge Gropper’s recent decision 

in In re SDNY 19 Mad Park, LLC,23
 the debtor, SDNY 19 

Mad Park, LLC, filed a motion seeking entry of an order 

extending the automatic stay to Antonio Magliulo, a 

member and manager of the debtor, with respect to two 

lawsuits filed against the debtor and Magliulo.  The first 

lawsuit was brought by employees who alleged that the 

debtor failed to comply with New York Labor Laws (NYLL) 

and the Fair Labor Standards Act (FSLA) by, among other 

things, failing to pay tips and alleged overtime to the 

employees/plaintiffs.  The second action was brought by a 

former employee alleging malicious prosecution. 

Magliulo’s management of the debtor’s business was 

governed by an operating agreement that contained 

exculpation and indemnification provisions.  The debtor 

argued the lawsuits should be stayed as against Magliulo 

because (i) allowing the lawsuits to proceed would have 

binding res judicata effect on the claims against the 

debtor’s estate, (ii) there was an absolute identity of 

interest between the debtor and Magliulo, such that 

allowing the actions to proceed would cause irreparable 

harm to the debtor’s estate, and (iii) Magliulo’s 

exculpation and indemnification rights would also result in 

binding claims against the debtor’s estate.  The 

employees countered that any indemnification provisions 

pertaining to the NYLL and FLSA claims were 

unenforceable (per state law) and that there was a strong 

likelihood that indemnification would be denied because of 

the intentional/willful nature of Magliulo’s claim (per the 

carve out in the indemnification provision). 

After noting that some courts have extended the 

automatic stay to non-debtors pursuant to section 105 of 

the Bankruptcy Code, Judge Gropper noted that a motion 

staying an action against a debtor’s principal is 

“extraordinary relief.”  He explained that the mere 
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 No. 14-11055 (ALG), 2014 WL 4473873, slip op. (Bankr. 

S.D.N.Y. Sept. 11, 2014). 

possibility that Magliulo has indemnification rights against 

the debtor “does not tip the balance in favor of a stay.”  In 

support of his decision, Judge Gropper noted that there is 

conflicting law on a defendant’s right to indemnification 

against a judgment in a case under the NYLL and the 

FLSA.  Moreover, Judge Gropper stated that the purpose 

of extending the stay to non-debtors is to “suspend 

actions that pose a serious threat to a corporate debtor’s 

reorganization efforts.”  In this case, the debtor failed to 

show that any indemnification rights Magliulo had against 

the debtor should result in a stay of actions against him.  

The possibility of the offensive use of estoppel was not 

enough as there was “nothing in the record to indicate that 

Magliulo’s defense of [the litigation] would not be as 

vigorous as if the Debtor remained a defendant.”  

Accordingly, Judge Gropper found that the debtor had not 

shown that extending the stay to the debtor’s 

management was warranted. 

Conclusion 

Although automatic stay protections can be extended to 

non-debtor entities under certain circumstances, In re 

SDNY 19 Mad Park, LLC reminds us that such extension 

continues to be an extraordinary exercise of a bankruptcy 

court’s equitable discretion.  The particular circumstances 

of a case have to be sufficiently “unusual” to merit such an 

expansion.  Debtors seeking to extend the automatic stay 

to non-debtors will have to show that such “extraordinary” 

relief is warranted. 

Computers Are People Too:  
“The Computer Did It” Is No 
Defense to Violations of the 
Automatic Stay 
Doron Kenter 

“I’m sorry, Dave.  I’m afraid I can’t do that.” 

– HAL 9000, 

2001:  A Space Odyssey 

The automatic stay set forth in section 362 of the 

Bankruptcy Code, is one of the hallmarks of bankruptcy – 

if debtors are not afforded a breathing spell within which 

to organize their affairs, they stand little chance of 

successfully resolving their affairs, be it through a 

liquidation or a reorganization.  Indeed, the effort to 
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impose order on creditors seeking payment of claims was 

likely one of the main drivers of the creation of the modern 

bankruptcy regime.  To ensure that the automatic stay is 

honored, section 362(k)(1) of the Bankruptcy Code 

provides for recovery of costs by a debtor in the event that 

a creditor willfully violates the automatic stay.  Those 

damages can include attorneys’ fees and, in some cases, 

punitive damages.  The automatic stay is a force to be 

reckoned with, and its bar on premature acts to assert 

prepetition claims is not to be taken lightly. 

So what about non-human actors?  As the Supreme Court 

has taught us over the past few years, though, people 

aren’t just “people.”
24

  Can automated systems violate the 

stay?  And if so, can such a violation be “willful?” 

In a recent decision, the United States Bankruptcy for the 

District of Wyoming considered (i) whether a computer-

generated notice of collection action violates the 

automatic stay; (ii) if such a notice constitutes a violation 

of the stay, whether the delivery of the notice can 

constitute a “willful” violation of stay; and (iii) what relief 

is available to corporate debtors when they become 

victims of such violations. 

Background 

In In re Wedco Manufacturing, Inc.,25
 the United States 

Small Business Administration was one of the one of the 

debtor’s undisputed creditors.  Even though the SBA was 

aware of the commencement of Wedco’s bankruptcy case, 

its loan servicing center issued a computer-generated 

notice to the debtor “CONCERNING POSSIBLE U.S. 

TREASURY COLLECTION ACTIONS FOR YOUR 

DELINQUENT GOVERNMENT DEBT…” After the debtor 

received the notice, its counsel filed a motion for 

contempt against the SBA, arguing that the delivery of the 

notice was an attempt to assert prepetition claims and 

constituted a willful violation of the automatic stay.  In 

response, the SBA acknowledged that its computer 

system had sent an improper collection notice to Wedco – 
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 Indeed, as Pete taught us in The Muppets Take Manhattan:  
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even though the SBA had attempted to stop collection 

actions against Wedco and to pursue collection measures 

against Wedco’s guarantors instead. 

Analysis 

To establish a willful violation of the automatic stay, the 

debtor must prove that the creditor knew of the automatic 

stay and intended the actions that constituted the 

violation.  Notably, no specific intent to violate the stay is 

required.  In response to the debtor’s motion, the SBA 

argued that it had taken no “willful” action, and that the 

delivery of the collection notice was inadvertent and 

attributable to a computer error. 

The Bankruptcy Court rejected the SBA’s defense, siding 

with the several courts to have addressed similar 

arguments, all of which have held that the “computer 

error” defense does not hold water.  Instead, creditors are 

responsible for their computer systems, just as they are 

responsible for any employees that do not perform tasks 

accurately.  Ultimately, as HAL 9000 so eloquently put it, 

computer problems “can only be attributable to human 

error.” 

Next, the Bankruptcy Court looked to whether 

corporations may obtain an award for costs incurred as a 

result of the violation of the automatic stay, pursuant to 

section 362(k)(1) of the Bankruptcy Code.  The Bankruptcy 

Court rejected the debtor’s argument, siding with its sister 

courts in the Tenth Circuit, which have held that that 

section 362(k)(1) affords relief only to “natural persons” 

who are victims of actions taken in violation of the 

automatic stay.  Because section 362(k)(1) specifically 

affords this remedy to “individuals” (as opposed to 

“person[s],” which the Bankruptcy Code defines to include 

an “individual, partnership, [or] corporation”), the 

Bankruptcy Court agreed that relief pursuant to that 

section is only available to a human being – and not to a 

corporation such as Wedco. 

The Bankruptcy Court’s holding did not create a loophole 

that leaves corporate debtors without recourse where 

creditors (human or otherwise) have violated the 

automatic stay.  Instead, the Bankruptcy Court recognized 

that Wedco may be entitled to relief pursuant to the 

court’s civil contempt power under section 105(a) of the 

Bankruptcy Code.  Because the exercise of that power is 

“discretionary,” the bankruptcy court set the issue for a 
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new hearing with respect to damages and any mitigating 

factors. 

Finally, it must be noted that the entire proceeding before 

the Bankruptcy Court in Wedco may have been avoidable 

if the debtor had simply contacted the SBA to inform it of 

its computer system’s error – which the SBA would have 

(hopefully) remedied with all reasonable expediency.  

Accordingly, the bankruptcy court may ultimately decide 

that any damages suffered by Wedco (in the form of the 

time spent by counsel on the contempt motion) were 

entirely of its own doing.  Even though Wedco may have 

been within its rights to assert claims against the SBA as 

a result of the SBA’s computer error, the proceeding may 

have been avoidable if the parties had communicated with 

each other more openly.  To paraphrase Dr. Ian Malcolm 

in Jurassic Park (the movie), victims of unknowing but 

nonetheless willful violations of the stay should not be “so 

preoccupied with whether or not they could [prevail in a 

contempt motion] that they [don’t] stop to think if they 

should.” 





Weil Bankruptcy Blog Annual Review 

Weil, Gotshal & Manges LLP bfr.weil.com 125 

In This Section: 
￭ Are You There, Chief Justice 
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Claims? 

Stern 
The team at the Stern Files began 2014 eagerly awaiting the Supreme Court’s 

decision in Executive Benefits Insurance Agency v. Arkison with high hopes 

that the Supreme Court would provide further guidance on some of the key 

issues stemming from Stern.  Unfortunately, the Supreme Court dashed our 

hopes in early June by issuing a narrow decision that did little more than close 

the “statutory gap” that a minority of courts interpreted Stern to have created 

(such courts postulating that bankruptcy courts could not enter reports and 

recommendations on core claims that, following Stern, they lacked final 

adjudicatory authority over because 28 USC § 157(c)(1) applies only to non-

core claims).  But when the Supreme Court closes one door … apparently they 

open up that same door.  Thus, to our delight, less than a month after issuing 

its decision in Arkison the Supreme Court granted certiorari in Wellness Int’l 

Network v. Sharif to address the very question so disappointingly left 

unanswered by Arkison – 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.  Thus, the Stern team found itself in the groundhogian situation of 

reliving the previous year and eagerly awaiting further guidance from the 

Court on Stern.  Instead of idly waiting for the Supreme Court, however, the 

Stern team spent the second half of the year providing our readers with 

deeper insight on Stern topics both substantive (with a post diving deeper into 

the question of consent) and trivial (with a post diving deeper into the long lost 

bankruptcy musings of the man who set the whole Stern saga into motion – J. 

Howard Marshall). 

What will 2015 bring?  The Supreme Court heard arguments on Sharif  in 

January, and a decision is expected this summer.  Will the guidance we have 

been waiting for finally be forthcoming?  Stay tuned. 
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Are You There, Chief Justice 
Roberts?  It’s Us, the 
Bankruptcy Courts 
Doron Kenter and Kyle Ortiz 

Supreme Court To Hear Argument in Executive Benefits 

Insurance Agency v. Arkison 

IMPORTANT UPDATE FROM THE STERN  FILES 
TEAM 

The Supreme Court will be hearing argument on January 

14, 2014 in Executive Benefits Insurance Agency v. 

Arkison, in which the Court will revisit at least some of the 

questions that bankruptcy courts have been grappling 

with in the wake of the Supreme Court’s Stern v. Marshall 

decision.  It should be no surprise that we at the 

Bankruptcy Blog are tremendously interested in the 

outcome of this case and particularly how the Justices 

will respond to oral arguments. 

As we’ve already noted in our Stern Files, the primary 

questions that the Supreme Court will entertain will be (a) 

whether bankruptcy courts may enter final judgments on 

“core” matters as to which they lack final constitutional 

authority, so long as they have the parties’ consent and (b) 

whether bankruptcy courts may submit proposed findings 

of fact and conclusions of law in connection with such 

matters, notwithstanding the fact that Congress has not 

specifically conveyed that right upon them. 

Although we are curious to see what the Supreme Court 

will decide on these issues, perhaps more interesting will 

be what the Supreme Court has to say about Stern and 

the role of bankruptcy courts in the wake of the Stern 

decision.  Bankruptcy courts occupy a distinct role as 

specialized courts, with particular expertise in bankruptcy 

cases and the issues arising from them, yet because 

bankruptcy judges do not derive their authority from 

Article III of the Constitution and therefore do not enjoy 

lifetime tenure; their role in the judiciary necessarily is 

limited.  Even though the Supreme Court observed in 

Stern that it did not intend to change the division of labor 

between bankruptcy and district courts, hindsight has 

shown that it most certainly has shaken that division of 

labor, perhaps to its core (no pun intended). 

We at the Bankruptcy Blog welcome any guidance that 

the Supreme Court may be able to offer regarding Stern’s 

scope.  We imagine that district court judges – whose 

dockets promise to be even more burdened by any 

additional limitations on bankruptcy courts’ authority – 

would similarly welcome the clarity. 

We will report back as we learn more.  Keep following the 

Stern Files for all things Stern/Arkison! 

Breaking News:  Unanimous 
Supreme Court Closes 
Statutory Gap, Leaves Other 
“Core” Stern Questions for 
Another Day (Executive 
Benefits Insurance Agency v. 
Arkison) 
Doron Kenter 

The Supreme Court recently issued its hotly anticipated 

decision in Executive Benefits Insurance Agency v. 

Arkison.1  Since Stern v. Marshall,2 issues of bankruptcy 

courts’ constitutional authority have been debated up and 

down court systems throughout the country, and have, in 

one court’s colorful words, generated a “nationwide 

constipation of case-processing delays.”
3
  Although the 

Supreme Court’s decision today in Arkison ends the 

discussion on one of these issues, many questions remain. 

First, the good news.  It seems that the Supreme Court 

has finally realized that in Stern, it created a new sub-

class of bankruptcy issues.  Those claims, which the Court 

now calls “Stern claims,” are claims that would otherwise 

be “core matters” designated for final adjudication in the 

bankruptcy court as a statutory matter, but are 

nonetheless “prohibited from proceeding in that way as a 

constitutional matter” because the bankruptcy court lacks 

final constitutional authority over such claims.  And 

thankfully, the Court recognized that in creating that new 
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 Exec. Bens. Ins. Agency v. Arkison, 134 S. Ct. 2165 (U.S. 2014). 

2
 131 S.Ct. 2594 (2011). 

3
 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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sub-class of claims, Stern did not provide adequate 

guidance regarding how such claims should proceed.  For 

example, if those Stern claims cannot be finally decided 

by a bankruptcy court, can they be subject to reports and 

recommendations for adoption by the district court?  Or is 

that option only available for true “non-core” claims 

because the Judicial Code only explicitly grants such 

authority with respect to non-core claims? 

Indeed, several courts have held
4
 that there is a “statutory 

gap” because bankruptcy courts are not explicitly 

authorized to issue proposed findings of fact and 

conclusions of law in these core matters as to which 

bankruptcy courts lack final constitutional authority.  Most 

courts, however, have rejected that approach and permit 

bankruptcy courts to issue those proposed findings and 

conclusions in those matters, subject to approval by the 

district court.  The Supreme Court agreed, concluding that 

such an approach is consistent with the Court’s position 

regarding “severability” – i.e., that it will “ordinarily give 

effect to the valid portion of a partially unconstitutional 

statute so long as it “remains fully operative as a law and 

so long as it is not evident from the statutory text and 

context that Congress would have preferred no statute at 

all” (citations and quotation marks omitted).  Accordingly, 

because nothing made it “evident” that Congress desired 

to leave these Stern claims “in limbo,” they may be 

treated as though they are non-core claims. 

And now, the bad news.  The Supreme Court did not offer 

much else.  Indeed, it specifically noted that the case 

before it did not require it to address the issue of whether 

(i) EBIA consented to the bankruptcy court’s adjudication 

of a Stern claim and (ii) whether Article III of the 

Constitution permits a bankruptcy court, with the consent 

of the parties, to enter final judgment on a Stern claim.  

Instead, the Court “reserve[d] that question [or those 

questions?] for another day.”  In other words, we still don’t 

know whether bankruptcy courts can hear and finally 

determine Stern claims when all parties consent to same, 

and if so, whether consent may be implied from parties’ 

conduct, or whether it must be expressly provided. 

                                                             
4
 See Stern Files:  Seventh Circuit Sides with Sixth Circuit in 

Holding that Consent Does Not Cure Bankruptcy Courts’ Lack of 

Final Constitutional Authority dated August 27, 2013 on the Weil 

Bankruptcy Blog. 

Moreover, the court declined to address whether 

fraudulent transfer claims fit within the category of “Stern 

claims,” or whether bankruptcy courts may issue final 

judgments in those matters.  Instead, it simply noted that 

“[t]he [Ninth Circuit] Court of Appeals held, and we 

assume without deciding, that the fraudulent conveyance 

claims in this case are Stern claims.”  Of course, this does 

not constitute a decision on the merits of that argument, 

and parties will undoubtedly continue to aggressively 

litigate the issue of whether fraudulent transfer claims fit 

within this category at all. 

These undecided issues remain the subject of ongoing 

circuit splits,
5
 and we would welcome additional clarity – 

and soon – regarding Stern’s implications.  The Stern Files 

team will continue its ongoing analysis of Stern, Arkison, 

and their progeny (which will, no doubt, be abundant), and 

further analysis will follow.  But for the moment, we’ll 

reiterate our unanswered questions
6
 and hope for more 

clarity on these and the other questions that will 

undoubtedly arise in the coming weeks and months: 

 Can parties consent to entry of a final judgment in 

matters as to which bankruptcy courts otherwise 

lack final constitutional authority? 

 Can such consent be implied (from a party’s course 

of conduct or otherwise), or must it be explicitly 

granted? 

 Are fraudulent transfer actions within the bankruptcy 

court’s final adjudicatory authority?  Preference 

actions? 

Just what did the Court mean when it first issued Stern 

[and now Arkison]?  What is the intended effect on the 

division of authority between Article III judges and non-

Article III judges? 

                                                             
5
 See The Ninth Circuit Waits for No One dated August 13, 2014 

on the Weil Bankruptcy Blog. 

6
 See Are You There, Chief Justice Roberts?  It’s Us, the 

Bankruptcy Courts dated January 14, 2014 on the Weil 

Bankruptcy Blog. 
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J. Howard Marshall:  Scion of 
Bankruptcy Reform?? 
Doron P. Kenter and Kyle J. Ortiz 

In 1932, J. Howard Marshall and William O. Douglas co-

authored an article published in the Columbia Law Review 

titled “A Factual Study of Bankruptcy Administration and 

Some Suggestions”
7
 Douglas (not yet 35 years old) would 

go on to become the longest-serving justice of the 

Supreme Court.  But those of us at the Stern Files
8
 are not 

concerned with Justice Douglas (at least at present).  

Instead, we are concerned with a young J. Howard 

Marshall.  Just 27 years old at the time of the article’s 

publication, Marshall was a recent graduate and an 

assistant dean at Yale Law School, teaching (among other 

things) classes on bankruptcy.  More than 60 years before 

he married Anna Nicole Smith, and nearly 70 years before 

the Supreme Court decided Stern v. Marshall,9 young 

Mr. Marshall undertook a data-driven analysis of the then-

existing bankruptcy regime so as to initiate some 

proposals for reform and for making the bankruptcy 

process more fair and efficient. 

Although the lion’s share of the substance of Marshall and 

Douglas’s article is somewhat stale, certain observations 

and proposals continue to ring true today.  To begin with, 

their data-driven analysis was well-ahead of its time, 

before the various bankruptcy databases, Nate Silver, and 

baseball sabremetrics.  Importantly, portions of their 

analysis forecasted important developments in 

bankruptcy law and administration — particularly in light 

of Mr. Marshall’s final legacy via Stern v. Marshall and its 

progeny.  For example, in their article, the young Messrs. 

Marshall and Douglas criticized the fundamental rigidity of 

the United States bankruptcy system, which, among other 

things, did not meaningfully differentiate between large 

and small bankruptcy cases and did not afford courts with 

any flexibility in developing a workout of debts owed and 

in granting partial or conditional discharges.  In their own 

words: 
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 Marshall, J. Howard and William O. Douglas, “A Factual Study 

of Bankruptcy Administration and Some Suggestions” (1932).  

Faculty Scholarship Series.  Paper 4445. 
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 See Stern Files on the Weil Bankruptcy Blog. 
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(2011). 

 “[I]t is felt that the [bankruptcy] system has acquired 

or inherited from older times a rigidity that prevents 

in from adequately adjusting itself to the exigencies 

of the life with which it deals.” 

 “It would be difficult and unfair to attempt a 

comparison of the disposition of applications for 

discharge in this country with that in England….  

Instead of a rather rigid procedure [i.e., in the United 

States], there is an extremely flexible one [in 

England], susceptible to greater individualized 

treatment of cases.  It is a recognition of the folly of 

attempting to force all cases into one of two molds, 

of classifying all bankrupts in the manner of the 

exclusive duality of our section.” 

 “[Allowing bankruptcy court-sanctioned consensual 

workouts] would result in capitalizing on the devices 

successfully employed by business men to solve 

their difficulties … [and] would remove from the 

system its predominant insistence on treating and 

administering all cases alike, without consideration 

of their basic differences.  The total result should be 

the evolution of a system characterized by a business 

technique designed in the light of the actualities of 

business problems.” 

Marshall and Douglas recognized that bankruptcy must 

fundamentally include a meaningful degree of flexibility, 

and that rigid rules and unmoving structural concerns 

simply prevent a productive resolution of the debtor-

creditor relationship.  They proposed that the system be 

reworked to account for this necessary flexibility, and 

suggested that different rules be set in place for “large” 

bankruptcy cases, as compared to the smaller cases, 

which would not benefit from a more complex process 

with greater court oversight.  “Too big to fail” it was not, 

but the article by Marshall and Douglas advocated for 

tailoring bankruptcy laws to accommodate the different 

needs of various types of debtors — indeed, many of their 

recommendations have come to pass, and others remain 

at the forefront of discussions regarding bankruptcy 

reform. 

Notwithstanding their quibbles with the bankruptcy 

system, Marshall and Douglas recognized the potential for 

meaningful and efficient bankruptcy process, overseen by 

judges with wide authority to approve a restructuring of 

debts and to facilitate a disposition that would serve all 

parties’ best interests.  They noted: 



Weil Bankruptcy Blog Annual Review 

Weil, Gotshal & Manges LLP bfr.weil.com 129 

“We have established an institution [i.e., the 

bankruptcy regime] and endowed it.  We have 

furnished it with an intricate mechanism.  We 

have given it high legal sanction.  We have thrust 

upon it major social and economic functions.” 

In light of the recent limitation on bankruptcy courts’ 

authority after Stern (however it remains to be interpreted 

in Sharif10 and in the still-developing case law), Marshall 

and Douglas ring ever more true today.  Though 

bankruptcy courts are not Article III courts and may lack a 

certain degree of constitutional authority (see, e.g., 

Marathon,
11

 Granfinanciera,
12

 and Stern), the system is 

nonetheless anticipated and empowered by the U.S. 

Constitution, and it has been given “high legal sanction” by 

Congress.
13

  To be sure, we have most definitely “thrust 

upon it” these “major social and economic functions.”  

Indeed, it is perhaps the magnitude of these social and 

economic functions being undertaken by the bankruptcy 

courts in the wake of the financial crisis that prompted the 

Supreme Court to decide Stern v. Marshall as it did. 

Could J. Howard Marshall have known that he would 

indirectly precipitate what could end up being one of the 

most significant changes to the bankruptcy system this 

century?  Was his life an 80-year journey into the world of 

bankruptcy, with a long detour into the energy sector? 

(Come to think of it, is it a coincidence that we also owe 

Marathon v. Northern Pipeline to the oil and gas industry?) 

Was his marriage to Anna Nicole and his last-minute 

amendment to his will an elaborate ploy to attempt to 

grant bankruptcy courts the legal sanction that they 

deserve?  No matter what your opinion may be of this vast 

J. Howard Marshall bankruptcy conspiracy theory, Stern 

v. Marshall shows that, like LeBron, J. Howard Marshall 

could go home again, finally returning to the world of 

bankruptcy (albeit posthumously).  And so we salute you, 

J. Howard Marshall, and induct you into the Stern Files 

bankruptcy hall of fame. 
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 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. 
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Thoughts on a New Age of 
Consent:  What Does Consent 
Mean with Respect to Stern 
Claims? 
Doron Kenter 

“Will you, won’t you, will you, won’t you, won’t you 

join the dance?” 

– The Mock Turtle’s Song, 

Lewis Carroll’s 

Alice’s Adventures in Wonderland 

 

Vinny Gambini:  Are you suuuuure? 

Mona Lisa Vito:  I’m positive. 

– My Cousin Vinny 

By now, readers of the Weil Bankruptcy Blog should be 

familiar with the myriad issues
14

 raised in the wake of 

Stern v. Marshall15
 and Executive Benefits Insurance 

Agency v. Arkison.
16

  Among these issues is a hot button 

question regarding whether bankruptcy courts may enter 

a final judgment in Stern-type claims (i.e., core matters as 

to which the bankruptcy court otherwise lacks 

constitutional authority to enter a final judgment), which 

the Supreme Court will — hopefully — resolve in its 

upcoming decision in Wellness Int’l Network v. Sharif.17
  In 

short, though, in the Ninth Circuit, parties may consent to 

entry of a final order on Stern claims if they have provided 

their express or implied consent to same. 

In Wright v. Bayview Loan Services,
18

 the debtor’s son (and 

others) brought an action against Bayview in 2009, 

asserting a laundry list of claims arising from the alleged 

breach of a stipulation in the debtor’s bankruptcy case 
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among Bayview, the debtor, and a number of other 

interested parties.  The stipulation had granted Bayview 

limited conditional relief from the automatic stay to 

foreclose on certain of the debtor’s properties.  In the 

complaint, the plaintiffs alleged that the bankruptcy court 

had “jurisdiction over the subject matter and the parties of 

this lawsuit based upon the [s]tipulation,” and that the 

matter was “a core proceeding.”  After three years of 

litigation, certain of the defendants prevailed in their 

motions for summary judgment.  The bankruptcy court 

granted Bayview’s motion for summary judgment in 

November 2011 (several months after the Supreme Court 

decided Stern).  Dissatisfied with the result, the debtor’s 

son appealed, arguing (among other things) that the 

bankruptcy court had not had authority to enter a final 

judgment in the action because the case involved state 

law claims that were outside the bankruptcy court’s 

constitutional adjudicatory authority in light of Stern. 

On appeal, the district court rejected the appellant’s 

contentions.  The court pointed to the fact that in the 

Ninth Circuit, consent can cure any constitutional 

deficiencies in a bankruptcy court’s power to enter a final 

judgment on otherwise core claims.  As an initial matter, 

the court concluded that the appellant had expressly 

consented to entry of a final judgment in the bankruptcy 

court, insofar as he had pled that the bankruptcy court 

had “jurisdiction” over the subject matter and that the 

matter was “core.”  Notwithstanding the district court’s 

reasoning, however, neither of these statements should 

have been sufficient to constitute consent to entry of a 

final order on Stern claims.  First, the complaint stated 

that the bankruptcy court had jurisdiction over the 

“subject matter.”  As we’ve noted before,
19

 Stern is not 

about subject matter jurisdiction.  Indeed, pursuant to 28 

USC § 157, bankruptcy courts enjoy concurrent subject 

matter jurisdiction with the district courts.  Stern, 

however, is about whether the bankruptcy court has 

constitutional authority to enter a final judgment.  Second, 

the complaint admitted the claims being asserted were 

“core,” which the district court took to mean that the 

plaintiff had consented to the bankruptcy court’s ability to 

enter a final judgment.  However, Stern is entirely based 
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 See, Stern Files:  “No Subject Matter Jurisdiction for You” — 

Fifth Circuit Questions Bankruptcy Courts’ Jurisdiction Over 

Certain “Core” Matters…Maybe? dated July 2, 2014 on the Weil 

Bankruptcy Blog. 

on the fact that there are certain core matters as to which 

the bankruptcy court cannot enter a final judgment – 

notwithstanding their “core-ness.”  Accordingly, the facts 

cited for the proposition that the plaintiff had expressly 

consented to entry of a final judgment do not necessarily 

fit the bill for express consent.  On the other hand, the 

Ninth Circuit has held that consent to entry of a final 

judgment on Stern claims may be implied from parties’ 

conduct.  Indeed, the district could have concluded that 

plaintiff’s consent was implied in any case.  Among other 

things, the plaintiff’s decision to commence his action in 

the bankruptcy court — followed by a failure to assert any 

challenges to the bankruptcy court’s authority until after 

he lost — is about as clear as a consent to adjudication as 

any action shy of express consent.  Moreover, it is likely 

that the bankruptcy court had final adjudicatory authority 

in any event (regardless of consent), insofar as the causes 

of action stemmed from a stipulation in the bankruptcy 

case and approved by the bankruptcy court, and 

bankruptcy courts generally retain the ability to interpret 

their own orders (a fact that was acknowledged in the 

stipulation at issue in Wright, in which the plaintiff-

appellant had agreed that the bankruptcy court would 

retain jurisdiction over any disputes emanating from the 

stipulation). 

The course of conduct in Wright suggests the tension 

inherent in the current circuit split and the pending issued 

in Sharif.  If, as the Ninth Circuit has held, consent can 

cure constitutional deficiencies in a bankruptcy court’s 

authority to adjudicate core claims, litigants bear the 

burden of identifying any constitutional deficiencies and of 

raising constitutional challenges at the outset (or near the 

outset) of affected proceedings.  If, on the other hand, 

Stern’s constitutional issues are “structural” and cannot 

be cured by consent, then bankruptcy courts will bear the 

burden of determining whether they may enter a final 

judgment.  If bankruptcy courts did not conduct an 

independent analysis at the outset of every proceeding, 

litigants like Wright could pursue litigation even to the 

point of judgment, and then upset the entire process by 

demanding de novo review by the district court.  Of course, 

the Supreme Court will have the final word (unless and 

until Congress gets involved), but we can only hope that 

any decision is made with the full knowledge of the 

potentially far-reaching ramifications of the Court’s 

decision. 
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In This Section: 
￭ Foreign Bitcoin Exchanges and 

Chapter 15 

￭ Would a U.S.-Based Bitcoin 
Exchange Be Eligible for 
Bankruptcy? 

￭ Could a Bitcoin Exchange 
Constitute a “Stockbroker”? 

￭ Could a Bitcoin Exchange be a 
Commodity Broker? 

Bitcoin 
Going from $13 a coin in 2013 to a high of over $1,200 in 2014, bitcoins are 

now trading at around $250 per coin at the time of publication of this Annual 

Review.  Bitcoins have had a volatile year, and we’ve covered the restructuring 

related developments of bitcoins as they’ve happened. 

Starting with the Japanese insolvency and chapter 15 bankruptcy filing of 

bitcoin exchange Mt. Gox, we look at a host of questions about parties’ rights 

to bitcoins, in addition to giving you a general overview of the bitcoin world.  

We also examine whether a U.S.-based bitcoin exchange would be eligible for 

bankruptcy, whether a bitcoin exchange could be considered to be a 

stockbroker, or whether it could be considered a commodities broker. 

Whether bitcoins will evolve to supplant the currencies of nation states 

remains to be seen, but this digital currency is here to stay and is providing the 

Weil Bankruptcy Blog with the opportunity to analyze the convergence of 

bankruptcy law and technology in real-time. 
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Foreign Bitcoin Exchanges 
and Chapter 15 
Scott Bowling 

The Japanese insolvency and chapter 15 bankruptcy filing 

of bitcoin exchange Mt. Gox raise a host of questions 

about parties’ rights to bitcoins — assets that defy neat 

analysis under existing legal frameworks.  How would a 

bitcoin exchange be restructured or liquidated? What 

assets does it have, and where are they situated? And 

what are those assets in the first place? 

Bitcoin Bankruptcy 

The Weil Bankruptcy Blog is pleased to announce a new 

series titled “Bitcoin Bankruptcy.”  We will explore the 

legal questions that a hypothetical bankruptcy of a bitcoin 

exchange might pose under the Bankruptcy Code.  We will 

also consider the implications of such a bankruptcy on the 

debtor exchange, its customers, its creditors, the bitcoin 

market and its infrastructure, and regulatory authorities.  

We first provide some background on Bitcoin and consider 

some of the questions raised by Mt. Gox’s chapter 15 

filing. 

What Is Bitcoin and How Does It Work? 

Bitcoin is a digital payment system that functions as 

money among those who attribute value to it.  To finance 

professionals, Bitcoin is a hybrid form of asset that 

straddles the line between currency and commodity.  For 

example, the following are some of Bitcoin’s currency-like 

properties: 

 Bitcoin is a medium of exchange used to purchase 

goods and services. 

 Bitcoin has exchange rates against government-

sponsored currencies. 

 Bitcoins can be taken offline and converted to 

tangible form. 

 A searchable record of all Bitcoin transactions 

(called the “block chain”) is maintained. 

 Bitcoins appear to have no nonmonetary value 

(unlike things like oil, wheat, or gold). 

Yet Bitcoin also has the following commodity-like 

properties: 

 Bitcoin is not backed by a government and has no 

centralized regulatory authority. 

 Bitcoins are scarce:  a maximum of only 21 million 

bitcoins will ever exist. 

 Bitcoins are released into circulation gradually 

(through a process known as “mining”). 

 Bitcoin prices are extremely volatile and may not be 

susceptible to stabilization by a government. 

At a high level, transacting in Bitcoin is similar to 

transacting in any other currency.  A prospective Bitcoin 

market participant opens an account with a Bitcoin 

“wallet” service — an Internet company that holds one’s 

bitcoins in what is essentially a deposit account.  The 

participant visits a Bitcoin exchange, which works like any 

other type of currency exchange, selling bitcoins for other 

currencies at various exchange rates that fluctuate over 

time.  The exchange matches a buyer with a seller and 

earns the bid-ask spread on the transaction.  The 

participant pays for the Bitcoins using PayPal, wire 

transfer, or another payment system and deposits those 

bitcoins in his or her wallet. 

The market participant might be a consumer.  A consumer 

can spend his or her bitcoins wherever bitcoins are 

accepted, such as the websites for Overstock.com or the 

Sacramento Kings basketball team.  But the market 

participant might instead be an investor.  An investor 

might buy bitcoins at one price and sell them at a higher 

price; use them to hedge transactions in other currencies; 

or use them for other types of financial transactions. 

Bitcoins can also be converted from digital form into 

physical form.  Market participants can perform these 

conversions at bitcoin ATMs and store physical bitcoins in 

wallets.  A number of market participants have in fact 

converted their bitcoins into physical form and stored 

them in safe-deposit boxes at banks. 

Most governments and companies do not presently 

accept Bitcoin as a medium of exchange, but Bitcoin’s 

acceptance has been growing in most parts of the world 

since Bitcoin’s introduction in 2009.  Bitcoin prices are 

extremely volatile, though.  Bitcoins traded around $5 in 

March 2012; over $1,200 in November 2013; and between 

$600 and $700 on most major exchanges over the past 

week. 
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Transaction Mechanics and Market Infrastructure 

At a more granular level, Bitcoin’s transaction mechanics 

differ markedly from other forms of payment.  These 

differences may raise significant questions regarding how 

bitcoin-based transactions should be analyzed under the 

Bankruptcy Code and other restructuring frameworks. 

For a frame of reference, suppose a buyer purchases 

goods from a seller via PayPal.  PayPal serves as a third 

party escrow-type agent that both parties trust will clear 

the transaction properly.  As an intermediary, PayPal is 

also a means by which a buyer can initiate a chargeback — 

i.e., reverse the transmission of funds where the buyer 

disputes the transaction.  For most purposes, this is a 

typical online payment structure. 

Bitcoin transactions are fundamentally different.  A 

Bitcoin transaction occurs between a buyer and a seller, 

each of which is identified only by a unique publicly 

available code called an “address.”  The transaction 

occurs on a peer-to-peer basis, and that is Bitcoin’s most 

significant innovation:  it does not require a bank or other 

trusted third party to clear transactions.  Instead, Bitcoin 

relies on what one might call “crowdsourced market 

infrastructure.” 

When a Bitcoin transaction takes place, a signal 

announcing the transaction is sent out to the Bitcoin 

market.  The signal is received by thousands of computers 

with specialized hardware called “miners.”  Miners 

perform calculations (called “mining”) that verify that the 

transaction they have received is, in fact, a valid 

transaction involving unique bitcoins.  When a critical 

percentage of miners have verified the transaction, the 

transaction is considered valid and is recorded in the block 

chain, a public ledger.  No third party clears transactions, 

and so transaction costs are generally low.  Chargebacks 

are difficult or impossible for buyers to perform. 

A word about miners:  Miners’ incentive to verify 

transactions is that they receive bitcoins for doing so.  The 

more effective a miner is at mining, the more bitcoins it 

receives.  The bitcoins are distributed to miners by the 

Bitcoin network, and mining gets more difficult as more 

bitcoins are mined.  The Bitcoin network will stop 

distributing bitcoins once 21 million bitcoins have been 

distributed. 

This is just an overview of Bitcoin, but much more writing 

is available online for those interested in more detail. 

The Mt. Gox Crisis 

Mt. Gox is a bitcoin exchange headquartered in Tokyo, 

Japan.  It was once the world’s largest bitcoin exchange.  

Mt. Gox operated two related businesses — an exchange 

and a wallet system — for both its own accounts and its 

customers’ accounts.  It managed both hot wallets and 

cold wallets.  A “hot” wallet is a bitcoin wallet that is 

maintained on a computer connected to the Internet.  A 

“cold” wallet is maintained on an offline computer. 

Mt. Gox has asserted that, in early February 2014, 

unidentified hackers may have broken into its wallet 

system — apparently both hot and cold, and both its own 

accounts and its customers’ accounts — and stolen 

approximately 850,000 bitcoins.  Following its discovery 

of the bitcoin losses, Mt. Gox stopped permitting 

customers to make withdrawals from their wallets.  On 

February 28, 2014, Mt. Gox commenced a bankruptcy-like 

civil rehabilitation proceeding in Tokyo.  On March 10, 

2014, Mt. Gox petitioned the United States Bankruptcy 

Court for the Northern District of Texas for chapter 15 

relief. 

Chapter 15 for a Non-U.S. Bitcoin Exchange 

Generally, a debtor’s decision whether to file under 

chapter 15 is a strategic or practical one.  Chapter 15 

facilitates the debtor’s foreign proceeding (i.e., its 

proceeding outside of the United States) by granting 

judicial recognition of that proceeding in the United States.  

A debtor in a foreign proceeding can use chapter 15 to 

protect assets situated in the United States; to establish 

U.S. procedures for filing claims in the foreign proceeding; 

to facilitate asset sales approved in the foreign 

proceeding; and for certain other purposes.  In its case, Mt. 

Gox asserts that it has sought chapter 15 relief to avoid 

“expend[ing] substantial monetary and personnel 

resources” to defend itself in litigation pending in the 

United States. 

Mt. Gox may be the next debtor to raise the question 

whether section 109(a) of the Bankruptcy Code applies to 

debtors seeking chapter 15 relief.  Section 109(a) requires, 

among other things, that a debtor in a bankruptcy case 

have “a domicile, a place of business, or property in the 

United States.”  The United States Court of Appeals for 

the Second Circuit recently held that section 109(a) 

applies to debtors in foreign proceedings seeking relief 

under chapter 15.  By contrast, the United States 



Weil Bankruptcy Blog Annual Review 

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

Bankruptcy Court for the District of Delaware recently 

held in an oral ruling that section 109(a) does not apply to 

a debtor in a foreign proceeding.  In Mt. Gox’s case, no one 

seems to know what, if any, property Mt. Gox has in the 

United States.  And for that matter, it is unclear what kind 

of property a foreign-based bitcoin exchange would be 

expected to have in the United States. 

Where in the World Is Property of the Estate? (And 
What Is That Property?) 

In general, the kinds of property a foreign bitcoin exchange 

could have in the United States might include a website, 

servers, data, bitcoins, and other intellectual property, 

among other things.  Yet there may not be clear answers 

on where certain of these intangible assets are situated.  

For example:  where is data situated?  Is it on a physical 

server; in the owner’s principal place of business; in the 

owner’s jurisdiction of incorporation; or somewhere else? 

Does it depend on what kind of data is at issue?  Do 

bitcoins in digital form constitute data or some other kind 

of property? 

Further, it is unclear whether customers’ bitcoins 

constitute property of the debtor’s estate or custodial 

property held in trust for the debtor’s customers.  (In other 

words, do customers constitute creditors?)  In the context 

of a typical (fiat) currency, a deposit of funds into a bank 

account generally creates a debtor-creditor relationship 

between the bank and the depositor.  Yet it is unclear 

whether the same would be true for the deposit of a 

bitcoin into a wallet.  The commodity-like property of 

bitcoins may weigh in favor of considering the bitcoin-

wallet relationship one of custody rather than of debt. 

Notice and Service Procedures May Be Antiquated 

Bitcoin exchange bankruptcies also raise the question 

whether currently applicable service and notice 

procedures are obsolete.  For example, when a typical 

debtor commences a bankruptcy case, it generally 

provides notice of the case to known creditors by mail and 

to unknown creditors by newspaper publication.  But 

these methods may not work for a bitcoin exchange.  

Parties transacting in bitcoin are identifiable only by their 

public pseudonyms, and they may be located anywhere in 

the world.  Their mailing addresses likely are all unknown, 

and there may be no way to determine which newspaper 

would most effectively reach creditors.  Thus, traditional 

methods of giving notice — and, for similar reasons, of 

serving process — may not apply in the bankruptcy of a 

bitcoin exchange.  It may be that the bitcoin exchange’s 

website itself constitutes the most effective forum for 

providing notice and serving process in the case.  

Moreover, the involvement in bitcoin exchanges by parties 

located all over the world may implicate novel questions 

of the statutory and constitutional reach of bankruptcy 

courts’ in personam jurisdiction. 

More to Come 

These issues are just the tip of the Bitcoin Bankruptcy 

iceberg.  In other posts, we will explore the issues that 

may arise in a hypothetical bankruptcy of a U.S.-based 

bitcoin exchange.  We are excited to discuss what may be 

the next new frontier of restructuring law.   

Would a U.S.-Based Bitcoin 
Exchange Be Eligible for 
Bankruptcy? 
Scott Bowling 

In our last Bitcoin Bankruptcy post, we discussed some of 

the questions that Mt. Gox’s chapter 15 filing raises.  In 

this post, we begin to consider what a bankruptcy of a 

hypothetical U.S.-based bitcoin exchange might look like.  

The U.S.-Based Bitcoin Exchange and Its Filing 

Hypothetical debtor:  Our hypothetical debtor is a 

Delaware corporation having its headquarters office in 

New York, New York.  It operates a website with a “.com” 

top-level domain, which it has registered through a U.S.-

based domain name registrar.  The website offers two 

services to its users:  (i) bitcoin wallet services and (ii) a 

bitcoin exchange.  Like Mt. Gox our hypothetical U.S. 

bitcoin exchange maintains both customer and proprietary 

bitcoin wallets.  Assume that our debtor has deposit 

accounts at banks within New York State.  And to keep 

matters simple, assume that all of our debtor’s 

obligations were issued in U.S. dollars. 

Hypothetical distress event:  Now, assume that our 

hypothetical debtor experiences the same distress event 

that Mt. Gox experienced.  One day, the company suddenly 

discovers that most or all of its customers’ and its own 

bitcoins have gone missing.  The bitcoins’ disappearance 

has put the company in default of its obligations, and 

customers have commenced a class action against the 
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company.  Unable to find the bitcoins and cure its defaults, 

and in the midst of a crisis of confidence, the company 

voluntarily seeks the protection of the U.S. bankruptcy 

laws. 

Bitcoin Exchanges and Eligibility 

First, our debtor must determine whether it is eligible for 

relief under the Bankruptcy Code.  This question has two 

parts: 

 Does it satisfy the requirements of section 109(a) of 

the Bankruptcy Code? 

 Even if so, does another part of section 109 expressly 

render it ineligible for bankruptcy?  

Section 109(a) of the Bankruptcy Code requires that a 

corporate debtor in a U.S. bankruptcy case “resid[e] or 

ha[ve] a domicile, a place of business, or property in the 

United States.”  Here, our hypothetical bitcoin exchange 

has, among other things, a domicile in Delaware, a place 

of business in New York, deposit accounts in New York, 

and a domain name situated in the United States.  Our 

debtor easily meets the requirements of section 109(a) to 

be a debtor in bankruptcy. 

The next question is whether another part of section 109 

of the Bankruptcy Code expressly excludes the debtor 

from eligibility for relief under certain chapters of the 

Bankruptcy Code.  The answer largely depends on the 

debtor’s business model. 

Bitcoin Exchanges:  Four Sample Business Models 

Bitcoin exchanges operate under several different 

business models.  Based on our research, the following 

four business models appear to be the most common 

among bitcoin exchanges currently in operation: 

1.  The “Dealer” Model 

The “Dealer” exchange is a classic market maker.  In every 

exchange of bitcoins for real currency, the “Dealer” 

exchange faces the customer.  Customers who buy 

bitcoins purchase directly from the exchange.  Customers 

who sell bitcoins sell them directly to the exchange.  This 

sort of exchange may earn revenue through fees collected 

upon the customer’s registration, upon each exchange 

transaction, or in other ways. 

2.  The “Order Book” Model 

The “Order Book” exchange never faces customers.  

Instead, it manages an order book.  It matches third-party 

buyers and sellers, provides a digital platform on which 

the parties can make the exchange, and earns a 

commission on each transaction. 

3.  The “Margin Trading” Model 

Some bitcoin exchanges provide a margin-trading and 

bitcoin-lending platform in addition to one of the exchange 

services described above.  Like a traditional broker-dealer, 

the “Margin Trading” bitcoin company facilitates 

customers’ trading of bitcoins by establishing trading 

accounts in which they can deposit bitcoins as margin 

collateral.  Based on the amount of margin collateral they 

maintain in their accounts, customers are able to borrow 

bitcoins (either from the exchange itself or from other 

customers) to take leveraged positions in trades directly 

against other customers.  Customers’ trades may be 

based in bitcoins themselves or in bitcoin derivatives. 

4.  The “Escrow” Model 

A fourth type of bitcoin “exchange” is not truly an 

exchange but rather an escrow service.  It is similar to the 

“Order Book” model, except that the seller’s bitcoins pass 

through the exchange before going to the buyer.  The 

“Escrow” exchange maintains an order book.  When it 

matches a buy order with a sell order, it notifies the 

parties and provides the buyer with a bank account 

number of the seller.  The seller transfers the requisite 

bitcoins to the exchange, and the buyer deposits cash into 

the seller’s bank account at a local branch.  The buyer 

then provides the exchange with proof of the deposit (such 

as a copy of the receipt).  When the seller confirms that it 

has received the deposit, the exchange releases the 

bitcoins from escrow to the buyer. 

Chapter 11 May Not Be Available for All Bitcoin 
Exchanges 

Not all of these bitcoin exchanges may be eligible to file a 

chapter 11 case.  Section 109(d) of the Bankruptcy Code 

provides that only the following types of entities are 

eligible for chapter 11 relief: 

 Railroads; 

 Certain banks that operate multilateral clearing 

organization businesses under section 409 of the 
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Federal Deposit Insurance Corporation Improvement 

Act of 1991; and 

 Persons that may be debtors under chapter 7, except 

stockbrokers and commodity brokers.  In general, 

companies that are not railroads, insurers, or most 

types of banks may be debtors under chapter 7. 

So what types of entity is a bitcoin exchange? There are a 

few types that we can rule out at a glance.  First, a bitcoin 

exchange obviously is not a railroad.  Second, a bitcoin 

exchange does not appear to be an insurance company.  

Although the Bankruptcy Code does not define “insurance 

company,” the Supreme Court of the United States has 

explained that “[t]he primary elements of an insurance 

contract are the spreading and underwriting of a 

policyholder’s risk.”  Bitcoin exchanges generally are not 

in the business of underwriting risk, so they probably do 

not constitute insurance companies. 

As such, it appears that a bitcoin exchange would be 

eligible for chapter 11 unless it is a stockbroker, a 

commodity broker, or a bank that is not a multilateral 

clearing organization.  Could a bitcoin exchange be a 

stockbroker or a commodity broker? Based on its wallet 

business, could it be a bank? If it’s a bank, could it 

constitute a clearing organization?  

Our hypothetical bitcoin exchange facilitates the trading 

(at least in some sense) of bitcoins, and it also maintains 

wallets in which it holds customers’ bitcoins.  Depending 

on the exchange’s business model, and despite the fact 

that bitcoin transfers are peer-to-peer transactions, there 

may be an argument that a bitcoin exchange performs a 

kind of clearing function.  Accordingly, we must consider 

whether any of the bitcoin exchange business models 

described above constitutes a stockbroker, a commodity 

broker, a type of bank, or a clearing organization.  Future 

Bitcoin Bankruptcy posts will look at eligibility under each 

of these categories in detail. 

Could a Bitcoin Exchange 
Constitute a “Stockbroker”? 
Scott Bowling 

This is the third post in our Bitcoin Bankruptcy series on 

the Weil Bankruptcy Blog.  In the spring of this year, the 

shutdown of Japanese bitcoin exchange Mt. Gox made us 

think about what might have happened if Mt. Gox were a 

U.S.-based bitcoin exchange.  We began the series by 

taking a general look at what bitcoins are and how they 

work,
1
 and then we started to consider whether a 

hypothetical U.S.-based bitcoin exchange would be 

eligible to file for chapter 11 relief.
2
 

Our last Bitcoin Bankruptcy post concluded that a U.S.-

based bitcoin exchange likely would be eligible for chapter 

11 relief unless it were a stockbroker, commodity broker, 

or a bank that is not a multilateral clearing organization.  

Today, we examine whether a bitcoin exchange might 

constitute a “stockbroker” under the Bankruptcy Code. 

The Text of the Bankruptcy Code 

Under section 101(53A) of the Bankruptcy Code, a 

“stockbroker” is an entity “with respect to whom there is a 

customer” and “that is engaged in the business of 

effecting transactions in securities for the account of 

others” or on a proprietary basis.  Whether a bitcoin 

exchange constitutes a “stockbroker” depends on two 

questions:  First, does the bitcoin exchange have a 

“customer”?  Second, are bitcoins “securities”? 

Under section 741(2) of the Bankruptcy Code, a 

“customer” is a person who, among other things, the 

debtor “deals with as principal or agent … in the ordinary 

course of such person’s business as a stockbroker” and 

for whom the debtor holds “securities … for safekeeping; 

with a view to sale; to cover a consummated sale; 

pursuant to a purchase; as collateral under a security 

agreement; or for the purpose of effecting registration of 

transfer….”  The bitcoin exchange may have “customers” 

because it arguably holds bitcoins “for safekeeping,” “with 

a view to sale,” or “pursuant to a purchase.”  The bigger 

question, of course, is whether bitcoins constitute 

“securities.” 

Under section 101(49) of the Bankruptcy Code, the term 

“security” has an extremely broad definition.  It includes, 

among other things, a “note; stock; … debenture; … 

certificate of deposit; … [and any] other claim or interest 

commonly known as a ‘security’….”  Despite the breadth of 

this definition, a bitcoin does not clearly fall within any of 

these categories.  Notes, debentures, and certificates of 

                                                             
1
 See Foreign Bitcoin Exchanges and Chapter 15 dated March 11, 

2014 on the Weil Bankruptcy Blog. 

2
 See Would a U.S.-Based Bitcoin Exchange Be Eligible for 

Bankruptcy? dated April 10, 2014 on the Weil Bankruptcy Blog. 
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deposit are all debt instruments.  A bitcoin, by contrast, 

does not evidence any kind of an obligation — it is 

generally thought to have its own independent value.  A 

“stock” is an equity investment in an enterprise, but there 

appears to be no enterprise underlying bitcoins.  Bitcoins 

are not evidence of equity ownership in a business; rather, 

they are standalone units of value that serve as a medium 

of exchange among those who accept bitcoins as payment 

for goods or services. 

Perhaps the best argument for characterizing a bitcoin as 

a “security” is by viewing it as an “interest commonly 

known as a ‘security.’”  Yet this interpretation may suffer 

from the same problem as the term “stock”:  the bitcoins 

themselves do not seem to be an investment in any 

underlying enterprise.
3
  Accordingly, it appears to be 

difficult — though perhaps not impossible — to view a 

bitcoin exchange as a “stockbroker” under the text of the 

Bankruptcy Code because of the problems involved in 

characterizing a bitcoin as a “security.” 

Lack of Regulatory Guidance 

It is important to note that the Securities Exchange 

Commission, the Financial Industry Regulatory Authority, 

and courts generally have not yet weighed in on whether 

they consider bitcoins to be “securities.”  The SEC
4
 and 

FINRA
5
 both have issued recent warnings advising 

investors to exercise caution when investing in bitcoins.  

                                                             
3
 See, e.g., Kashmir Hill, Living On Bitcoin A Year Later:  Will It Be 

Easier?, FORBES (May 6, 2014), (along with subsequent articles 

dated May 7–12, 2014, describing numerous examples of how 

bitcoins are used in lieu of U.S. dollars).  See also Peter J. 

Henning, For Bitcoin, Square Peg Meets Round Hole Under the 

Law, N.Y. TIMES:  DEALBOOK (Dec 9, 2013, 11:43 AM), 

(“Currency, even the virtual type, is usually not understood to be 

a security or a commodity subject to regulation by the Securities 

and Exchange Commission or the Commodity Futures Trading 

Commission.  But when packaged for investors, Bitcoins could 

fall under the jurisdiction of those agencies.”). 

4
 See Investor Alert:  Bitcoin and Other Virtual Currency-Related 

Investments, Investor.gov (May 7, 2014), 

(http://investor.gov/news-alerts/investor-alerts/investor-alert-

bitcoin-other-virtual-currency-related-investments#.U3O6-

Sjh58E (last visited July 14, 2014)). 

5
 See Investor Alert – Bitcoin:  More than a Bit Risky, FINRA.COM 

(May 7, 2014), 

(http://www.finra.org/Investors/ProtectYourself/InvestorAlerts/F

raudsAndScams/P456458 (last visited July 14, 2014)). 

Neither warning, however, offers guidance as to those 

organizations’ views on the legal nature of bitcoins. 

MarketWatch related the views of Stephen Harbeck,
6
 the 

president of the Securities Investor Protection 

Corporation, regarding bitcoins’ legal status: 

“If you deposited cash of any country backed by a 

national currency with a brokerage firm, that is 

considered cash, but that’s not what a Bitcoin is,” 

Harbeck said.  “It sounds like a commodity that 

can be literally grown in a computer, and we don’t 

protect against commodities transactions….  I 

would be very hesitant to say — until we get a lot 

more clarity on it from the regulators — that we 

would protect any transaction denominated in 

Bitcoins.” 

Yet this statement clearly cannot be understood as a 

conclusion by SIPC that bitcoins are not securities.  In any 

event, nothing prohibits Congress or state legislatures 

from attempting to clarify bitcoins’ legal status, whether 

as securities, commodities, or otherwise. 

For purposes of our continuing discussion, we assume 

that a U.S.-based bitcoin exchange would not constitute a 

“stockbroker” under the Bankruptcy Code.  Accordingly, 

our hypothetical bitcoin exchange would be eligible for 

chapter 11 relief unless it is a commodity broker or a bank 

that does not operate a multilateral clearing organization.  

We will look more closely at those legal frameworks in 

the future. 

Could a Bitcoin Exchange Be a 
Commodity Broker? 
Scott Bowling 

This is the fourth post in our Bitcoin Bankruptcy series on 

the Weil Bankruptcy Blog.  We began by summarizing 

broadly how Bitcoin works.
7
  Then we examined whether a 

hypothetical U.S.-based bitcoin exchange would be 

                                                             
6
 See Chuck Jaffe, Regulators cannot protect bitcoin buyers:  

Why regulators can’t do much on cryptocurrencies, 

MARKETWATCH (May 12, 2014, 7:34 AM), 

(http://www.marketwatch.com/story/the-sec-on-bitcoin-here-

there-be-monsters-2014-05-09). 

7
 See Foreign Bitcoin Exchanges and Chapter 15 on March 11, 

2014 on the Weil Bankruptcy Blog. 
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eligible for chapter 11 relief.  (The answer depends on how 

its business operates.
8
)  We also concluded that our 

hypothetical exchange likely would not constitute a 

stockbroker under the Bankruptcy Code.
9
  So unless it is 

either a commodity broker or a bank that does not operate 

a multilateral clearing organization, it is probably eligible 

to be a chapter 11 debtor.  Today we consider whether a 

bitcoin exchange could be a commodity broker. 

Recap:  Bitcoin Exchange Business Models 

As we wrote previously, bitcoin exchanges operate using a 

variety of business models.  We explained four of these 

models as follows:
10

 

1.  The “Dealer” Model 

The “Dealer” exchange is a classic market maker.  In every 

exchange of bitcoins for real currency, the “Dealer” 

exchange faces the customer.  Customers who buy 

bitcoins purchase directly from the exchange.  Customers 

who sell bitcoins sell them directly to the exchange.  This 

sort of exchange may earn revenue through fees collected 

upon the customer’s registration, upon each exchange 

transaction, or in other ways. 

2.  The “Order Book” Model 

The “Order Book” exchange never faces customers.  

Instead, it manages an order book.  It matches third-party 

buyers and sellers, provides a digital platform on which 

the parties can make the exchange, and earns a 

commission on each transaction. 

3.  The “Margin Trading” Model 

Some bitcoin exchanges provide a margin-trading and 

bitcoin-lending platform in addition to one of the exchange 

services described above.  Like a traditional broker-dealer, 

the “Margin Trading” bitcoin company facilitates 

customers’ trading of bitcoins by establishing trading 

accounts in which they can deposit bitcoins as margin 

collateral.  Based on the amount of margin collateral they 

                                                             
8
 See Would a U.S.-Based Bitcoin Exchange Be Eligible for 

Bankruptcy? on April 10, 2014 on the Weil Bankruptcy Blog. 

9
 See Could a Bitcoin Exchange Constitute a “Stockbroker”? 

dated July 14, 2014 on the Weil Bankruptcy Blog. 

10
 See Would a U.S.-Based Bitcoin Exchange Be Eligible for 

Bankruptcy? dated April 10, 2014 on the Weil Bankruptcy Blog. 

maintain in their accounts, customers are able to borrow 

bitcoins (either from the exchange itself or from other 

customers) to take leveraged positions in trades directly 

against other customers.  Customers’ trades may be 

based in bitcoins themselves or in bitcoin derivatives. 

4.  The “Escrow” Model 

A fourth type of bitcoin “exchange” is not truly an 

exchange but rather an escrow service.  It is similar to the 

“Order Book” model, except that the seller’s bitcoins pass 

through the exchange before going to the buyer.  The 

“Escrow” exchange maintains an order book.  When it 

matches a buy order with a sell order, it notifies the 

parties and provides the buyer with a bank account 

number of the seller.  The seller transfers the requisite 

bitcoins to the exchange, and the buyer deposits cash into 

the seller’s bank account at a local branch.  The buyer 

then provides the exchange with proof of the deposit (such 

as a copy of the receipt).  When the seller confirms that it 

has received the deposit, the exchange releases the 

bitcoins from escrow to the buyer. 

Statutory Analysis 

Under section 109(d) of the Bankruptcy Code, an 

organization cannot be a chapter 11 debtor if it is a 

“commodity broker.”
11

  The meaning of the term 

“commodity broker” includes, among other things, a 

“leverage transaction merchant… with respect to which 

there is a customer….”  This raises two questions:  what is 

a “leverage transaction merchant,” and what is a 

“customer”?
12

 

“Leverage Transaction Merchant” 

A “leverage transaction merchant”
13

 is an entity that is “in 

the business of engaging in leverage transactions.”  A 

“leverage transaction,”
14

 in turn, is “an agreement that is 

subject to regulation under section 19 of the Commodity 

Exchange Act, and that is commonly known to the 

commodities trade as a margin account, margin contract, 

leverage account, or leverage contract.” 

                                                             
11

 11 U.S.C. § 101(6). 

12
 11 U.S.C. § 761(9)(C). 

13
 11 U.S.C. § 761(14). 

14
 11 U.S.C. § 761(13). 
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In general, section 19 of the CEA permits the Commodity 

Futures Trading Commission to regulate “leverage 

contracts.”  The CFTC interprets “leverage contracts”
15

 

broadly:
16

 

Leverage contract means a contract, 

standardized as to terms and conditions, for the 

long-term (ten years or longer) purchase (“long 

leverage contract”) or sale (“short leverage 

contract”) by a leverage customer of a leverage 

commodity which provides for: 

(1) Participation by the leverage transaction 

merchant as a principal in each leverage 

transaction; 

                                                             
15

 Specifically, section 19 of the Commodity Exchange Act 

provides, in relevant part, the following: 

(a) Margin accounts or contracts and leverage accounts or 

contracts prohibited except as authorized 

Except as authorized under subsection (b) of this section, no 

person shall offer to enter into, enter into, or confirm the 

execution of, any transaction for the delivery of any 

commodity under a standardized contract commonly known 

to the trade as a margin account, margin contract, leverage 

account, or leverage contract, or under any contract, 

account, arrangement, scheme, or device that the 

Commission determines serves the same function or 

functions as such a standardized contract, or is marketed or 

managed in substantially the same manner as such a 

standardized contract. 

(b) Permission to enter into contracts for delivery of silver or 

gold bullion, bulk silver or gold coins, or platinum; rules and 

regulations 

(1)… [N]o person shall offer to enter into, enter into, or 

confirm the execution of, any transaction for the delivery of 

silver bullion, gold bullion, bulk silver coins, bulk gold coins, 

or platinum under a standardized contract described in 

subsection (a) of this section, contrary to the terms of any 

rule, regulation, or order that the Commission shall 

prescribe, which may include terms designed to ensure the 

financial solvency of the transaction or prevent 

manipulation or fraud.  Such rule, regulation, or order may 

be made only after notice and opportunity for hearing.  The 

Commission may set different terms and conditions for 

transactions involving different commodities. 

7 U.S.C. § 23. 

16
 17 C.F.R. 31.4(w). 

(2) Initial and maintenance margin payments by 

the leverage customer; 

(3) Periodic payment by the leverage customer or 

accrual by the leverage transaction merchant of a 

variable carrying charge or fee on the unpaid 

balance of a long leverage contract, and periodic 

payment or crediting by the leverage transaction 

merchant to the leverage customer of a variable 

carrying charge or fee on the initial value of the 

contract plus any margin deposits made by the 

leverage customer in connection with a short 

leverage contract; 

(4) Delivery of a commodity in an amount and 

form which can be readily purchased and sold in 

normal commercial or retail channels; 

(5) Delivery of the leverage commodity after 

satisfaction of the balance due on the contract; 

and 

(6) Determination of the contract purchase and 

repurchase, or sale and resale prices by the 

leverage transaction merchant[.] 

Under this definition, certain types of bitcoin transactions 

could be leverage transactions if bitcoins constitute 

“commodities” under the CEA. And as Jerry Brito and 

Andrea Castillo have written:
17

 

The Commodity Exchange Act defines 

commodities as all “goods and articles … and all 

services, rights, and interests … in which 

contracts for future delivery are presently or in 

the future dealt in,” except onions and motion-

picture box-office receipts.
18

  Therefore, bitcoins 

                                                             
17

 Bitcoin:  A Primer for Policymakers (Mercatus Center, George 

Mason Univ. 2013). 

18
 Ed.’s note:  Yes, really.  See generally, e.g., 

http://en.wikipedia.org/wiki/Onion_Futures_Act.  The trading of 

onion futures was prohibited in 1958 by the Onion Futures Act, 7 

U.S.C. § 13-1, after two men in Chicago cornered the onion-

futures market, making themselves millions of dollars and 

wreaking havoc on the U.S. onion-farming industry.  See id.  

Section 13-1 was later amended by the Dodd-Frank Act to 

prohibit the trading of derivatives based on motion-picture box-

office receipts.  See Domestic Box Office Receipts Futures, 

http://www.marketswiki.com/mwiki/Domestic_Box_Office_Recei

pts_Futures. 
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could certainly qualify as a commodity because 

they are articles that can be traded and made 

subject to futures contracts. 

In other words, bitcoins fall within the CEA’s definition of a 

commodity because they are “rights” or “interests” that 

can form the basis for “contracts for future delivery.”
19

  

CFTC Commissioner Mark Wetjen recently affirmed this 

view:  “It has not been tested, but I do believe we have the 

authority because bitcoin, by I think a very rational reading 

of our statute, classifies as a commodity and the definition 

of a commodity under the Commodity Exchange Act.”
20

  

Moreover, the Internal Revenue Service has determined
21

 

that bitcoins constitute property (as opposed to money), 

and Japan
22

 and Finland
23

 have determined that bitcoins 

constitute commodities. 

Yet the classification of bitcoins as commodities, without 

more, would not automatically make bitcoin exchanges 

                                                             
19

 7 U.S.C. § 1a(9). 

20
 See Michael J. Casey, CFTC Commission Says Agency Has 

Authority Over Bitcoin Price Manipulation, WALL ST. J., Nov. 17, 

2014, http://www.wsj.com/articles/cftc-commissioner-says-

agency-has-authority-over-bitcoin-price-manipulation-

1416265016; Nermin Hajdarbegovic, Commissioner Claims 

CFTC Can Intervene in Bitcoin Markets, COINDESK, Nov. 18, 

2014, http://www.coindesk.com/commissioner-claims-cftc-can-

intervene-bitcoin-markets/.  The CFTC has not, however, 

indicated that it is certain of this view.  On December 10, 2014, 

CFTC Chairman Timothy Massad testified before the U.S. Senate 

Committee on Agriculture, Nutrition & Forestry that “[t]he 

CFTC’s jurisdiction with respect to virtual currencies will depend 

on the facts and circumstances pertaining to any particular 

activity in question.”  The Commodity Futures Trading 

Commission:  Effective Enforcement and the Future of 

Derivatives Regulation:  Hearing Before the S. Comm. on 

Agriculture, Nutrition & Forestry, 113th Cong. (Dec. 10, 2014), 

see http://www.ag.senate.gov/download/?id=592c89ea-c2c5-

4d8e-9746-3ccea068f020. 

21
 See http://www.irs.gov/uac/Newsroom/IRS-Virtual-Currency-

Guidance. 

22
 See Ben McLannahan, Japan to class Bitcoin as a commodity, 

FINANCIAL TIMES (Mar. 7, 2014), available at 

http://www.ft.com/intl/cms/s/0/a8381228-a5a0-11e3-8070-

00144feab7de.html#axzz2xUAwgrZF. 

23
 Kati Pohjanpalo, Bitcoin Judged Commodity in Finland After 

Failing Money Test, BLOOMBERG, Jan. 20, 2014, available at 

http://www.bloomberg.com/news/2014-01-19/bitcoin-becomes-

commodity-in-finland-after-failing-currency-test.html. 

“commodity brokers” under the Bankruptcy Code.  For 

example, CFTC regulations would not cover a bitcoin 

exchange unless it participates “as a principal in each 

leverage transaction,” but it is unclear whether a bitcoin 

exchange would actually fulfill such a requirement.
24

  The 

answer likely depends on the exchange’s business model. 

“Customer” 

Even if a bitcoin exchange were a “leverage transaction 

merchant” under the Bankruptcy Code, it still would not 

constitute a “commodity broker” unless it has 

“customers.”  The Bankruptcy Code defines “customer” 

as, among other things, an “entity that holds a claim 

against such leverage transaction merchant arising out of 

… a deposit or payment of cash, a security, or other 

property with such leverage transaction merchant for the 

purpose of entering into or margining” a leverage 

transaction.
25

  In short, if a bitcoin exchange operates as a 

“leverage transaction merchant,” then a client with a 

margin account at the exchange would appear to 

constitute a “customer” under the Bankruptcy Code. 

Some Bitcoin Exchanges May Be Commodity 
Brokers 

Based on the analysis above, a bitcoin exchange that 

operates under the “Margin Trading” model may fall 

within the meaning of “commodity broker” in the 

Bankruptcy Code to the extent that it participates in 

“leverage transactions” in its business.  A bitcoin 

exchange that operates under the “Dealer,” “Broker,” or 

“Escrow” models, however, would not appear to 

constitute a commodity broker because it simply 

exchanges or facilitates the exchange of currency for 

bitcoins.
26

 

Being a “commodity broker” has significant implications 

for a distressed company.  Among other things, the 

company would not be eligible for chapter 11 relief
27

 and 

must instead be liquidated under subchapter IV of chapter 

                                                             
24

 See 17 C.F.R. 31.4(w)(1). 

25
 11 U.S.C. § 761(9)(C). 

26
 See Could a Bitcoin Exchange Be a Commodity Broker? dated 

February 2, 2015 on the Weil Bankruptcy Blog. 

27
 See 11 U.S.C. § 109(d). 
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7.
28

  Relative distribution priorities would differ from those 

in chapter 11.  Perhaps most significantly for a company 

based on a relatively little-known and legally uncertain 

technology such as Bitcoin, a chapter 7 trustee would 

supplant the board and conduct the liquidation. 

Depending upon how digital-currency law develops, a 

commodity-broker liquidation is a potential legal 

framework for at least some types of bitcoin exchanges. 

                                                             
28

 See 11 U.S.C. §§ 761–67. 
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In This Section: 
￭ Bankruptcy Court Decision Sheds 

Light on Cross-Border Eligibility, 
Venue, and COMI Issues 

￭ A Comity of (Reversible) Error:  
Second Circuit Finds Foreign 
Debtor’s Claim Against U.S. Debtor 
Is “Located” in the United States 

￭ Chapter 15 Recognition of a 
Foreign Main Proceeding:  
Balancing Parties’ Interests 

Chapter 15 
As proud members of an international law firm equipped with handling the 

most complex, cross-border bankruptcies, we at the Weil Bankruptcy Blog 

track notable chapter 15 decisions relevant to multi-national debtors.  In our 

two-part series on Suntech Power Holdings, we highlight the issues raised in 

the decision regarding debtor eligibility under the Bankruptcy Code and the 

appropriate venue for a chapter 15 case, as well as turn our spotlight on the 

bankruptcy court’s center of main interests (COMI) analysis, which highlights 

the ability of foreign administrators to shift COMI from one jurisdiction to 

another.  In Fairfield Sentry, we feature the Second Circuit decision that 

reversed the bankruptcy court and district court decisions holding that a 

foreign debtor’s claim against the domestic debtor was not “located” in the 

United States.  And our post on Cozumel Caribe analyzes how a bankruptcy 

court balances the parties’ competing interests in a chapter 15 case and the 

implications of the Cozumel decision for such parties.  Given the past rise in 

overseas borrowing, the restructuring community looks toward Asia and its 

emerging markets as a potential source of looming defaults:  The Weil 

Bankruptcy Blog looks toward the international horizon as well and will 

continue to monitor cutting-edge decisions implicating the international 

restructuring arena. 
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Bankruptcy Court Decision 
Sheds Light on Cross-Border 
Eligibility, Venue, and COMI 
Issues 
Yvanna Custodio 

Businesses with a global footprint require agile, 

sophisticated counsel possessing in-depth knowledge of 

the international aspects of bankruptcy and restructuring.  

The bankruptcy court decision in Suntech Power Holdings1
 

highlights the issues of debtor eligibility under the 

Bankruptcy Code and the appropriate venue for a chapter 

15 case of one such global business:  a multi-national 

group of corporations focused on solar energy.  In our two-

part series, we first turn our spotlight on the court’s ruling 

that Suntech was eligible to be a debtor under the 

Bankruptcy Code and that venue was proper in the 

Southern District of New York because of a bank account 

established in New York on the eve of the chapter 15 

filing.  Tomorrow, we will focus on the court’s center of 

main interests (COMI) analysis, including whether the 

activities of the foreign administrators transferred COMI 

from China (where the debtor listed its principal executive 

offices as being located) to the Cayman Islands (where the 

provisional liquidation was commenced). 

The Cross-Border Proceedings 

Prior to the commencement of the Cayman Islands 

provisional liquidation, the debtor’s principal executive 

offices were located in China and its principal debt 

consisted of New York law-governed notes.  Moreover, the 

debtor was defending a $1.5 billion antitrust litigation in 

the Northern District of California brought by the Solyndra 

Residual Trust.  Upon the debtor’s default on the notes, it 

agreed to restructure its debt through a scheme of 

arrangement in the Cayman Islands and a chapter 15 

filing. 

To maintain a chapter 15 case in New York, Suntech 

needed to establish both eligibility under the Bankruptcy 

Code and venue in the Southern District of New York.  

With less than a month to commence the chapter 15 case, 

                                                             
1
 In re Suntech Power Holdings Co., Case No. 14-10383 (SMB) 

(Bankr. S.D.N.Y. Nov. 17, 2014) (ECF No. 67). 

however, it had neither business nor property in New York.  

As a result, the foreign administrators took steps, albeit 

unsuccessfully, given the expedited timeframe, to open a 

New York bank account at Morgan Stanley.  Debtor’s 

counsel then requested the debtor’s claims agent to act 

as an escrow agent, and the debtor’s funds were 

subsequently transferred to a non-escrow account of the 

parent company of the claims agent. 

After the chapter 15 petition was filed, Solyndra objected 

to recognition, arguing, among other things, that the 

foreign debtor was ineligible to be a chapter 15 debtor, 

that venue was improper in New York, and that the 

debtor’s COMI was not in the Cayman Islands.  Central to 

the dispute were Solyndra’s allegations that Suntech 

engaged in bad-faith manipulation of the case by 

establishing the New York bank account on the eve of 

filing.  The bankruptcy court rejected the allegations of 

manipulation and applied a flexible and easy-to-meet 

standard for eligibility and venue in finding Suntech 

eligible to be a debtor and venue proper in the Southern 

District of New York. 

Suntech’s Eligibility to be a Debtor 

Section 109(a) of the Bankruptcy Code sets forth the 

standard for debtor eligibility, which also applies to 

foreign debtors seeking chapter 15 relief,
2
 and provides, 

“only a person that resides or has a domicile, a place of 

business, or property in the United States … may be a 

debtor under” the Bankruptcy Code.
3
  The court, quoting 

another bankruptcy court decision,
4
 noted that the section 

is silent on the requisite amount of property and does not 

inquire into the acquisition of the debtor’s property to 

establish eligibility.  The court rejected Solyndra’s 

contention that the foreign administrators opened the 

account on the eve of filing “to manipulate the placement 

of the case.”  According to the court, “[i]nterpreting the 

Bankruptcy Code to prevent an ineligible foreign debtor 

from establishing eligibility to support needed chapter 15 

relief will contravene the purposes of the statute to 

provide legal certainty, maximize value, protect creditors 

                                                             
2
 See id. at 14-15 (citing Drawbridge Special Opportunities Fund 

LP v. Barnet (In re Barnet), 737 F.3d 238, 247 (2d Cir. 2013)). 

3
 11 U.S.C. § 109(a). 

4
 In re Octaviar Admin. Pty Ltd., 511 B.R. 361, 372-73 (Bankr. 

S.D.N.Y. 2014). 
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and other parties in interest[] and rescue financially 

troubled businesses.” 

Contrary to Solyndra’s argument, the bankruptcy court 

held the basis for eligibility was ownership of the New 

York bank account and not the debtor’s purported conduct 

of business in California.  Applying New York law and 

finding that title to the account was held by the claim 

agent’s parent as the debtor’s agent, the Bankruptcy 

Court concluded that the account was the debtor’s 

property. 

Venue in New York 

The Bankruptcy Court was likewise flexible on the venue 

question.  As to the argument that the foreign 

administrators manipulated venue by establishing the 

New York account, the Bankruptcy Court noted that the 

foreign administrators had established the account “to 

solve the eligibility problem” and, by doing so, could not 

have wrested venue from California, “because the Debtor 

was ineligible to be a Debtor in the Northern District of 

California or anywhere else until it established the [New 

York] account.”  The Bankruptcy Court applied section 

1410 of title 28 of the United States Code, which provides 

a “hierarchy of choices” for venue in a chapter 15 

proceeding and found, pursuant to the first subparagraph, 

that the account was the debtor’s principal asset in the 

United States at the time chapter 15 was filed. 

A Spotlight on Eligibility and Venue 

Suntech turns the spotlight on notable implications for 

bankruptcy professionals handling cross-border cases.  In 

particular, the Bankruptcy Court’s interpretation of section 

109(a) offers a more “open border” policy for foreign 

debtors to establish eligibility in the United States.  

Especially noteworthy is the court’s observation that the 

section does not provide a minimum amount for the 

property involved, nor does it require an investigation into 

how the debtor acquired the property.  Once eligibility is 

established, foreign debtors seeking chapter 15 relief can 

then rely on their basis for eligibility to likewise establish 

venue in a particular district. 

Although this decision took place in the context of a 

chapter 15 ancillary case, its implications are arguably 

much broader.  Given that section 109(a) also governs 

eligibility to be a debtor under chapter 11, it may provide 

foreign corporations intending to commence a plenary 

proceeding in the United States a much easier path to do 

so.  Others may argue that the court’s reasoning, which 

was based on policies underlying chapter 15, suggests 

that its less exacting application of section 109(a) should 

apply only in the context of chapter 15. 

Introduction to COMI 

Section 1502(4) of the Bankruptcy Code introduces COMI 

as the basis for classifying a foreign proceeding as a 

“foreign main proceeding,” which would entitle such 

proceeding to chapter 15 recognition, and provide the 

foreign debtor with certain rights unavailable to a foreign 

debtor whose foreign proceeding is merely a “foreign 

nonmain proceeding.”
5
  Unless there is evidence to the 

contrary, a debtor’s registered office is presumed to be its 

COMI.
6
 

After noting that “[t]he answer is not obvious in a case like 

this,” the Bankruptcy Court held that the commencement 

of the Cayman Islands provisional liquidation and the 

activities of the foreign administrators successfully 

transferred the debtor’s COMI from China, where the 

debtor had historically listed its principal executive 

offices, to the Cayman Islands.  It observed that, although 

the order appointing the foreign administrators left 

management of the debtor’s business to the board of 

directors, in practice, the board exercised “little day-to-

day authority.”   Notably, the order authorized the foreign 

administrators to develop and propose a compromise or 

arrangement with the debtor’s creditors, file a chapter 15 

petition in the United States, and exercise “a host of 

additional powers,” including exercise control over the 

debtor’s operating subsidiaries.  Moreover, prior to the 

filing of the chapter 15 petition, the foreign administrators 

took appropriate steps to centralize the administration of 

the debtor’s affairs in the Cayman Islands.  The court also 

rejected the notion that the creditors expected a 

restructuring in China, given that they had described it as 

“the last place that one would want to go.” 

Assuming that the Cayman Islands was the debtor’s COMI 

when the chapter 15 case was filed, Solyndra argued that 

the foreign administrators manipulated the COMI in bad 

                                                             
5
 See 11 U.S.C. § 1520. 

6
 11 U.S.C. § 1516(c). 
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faith, pointing to, among other things, the transfer of stock 

certificates, shareholder registries, and statutory records 

to the Cayman Islands.  The court declined to find bad 

faith, however, noting that the actions of the foreign 

administrators in making such transfers, as well as 

conducting a board meeting in the Cayman Islands and 

establishing a Cayman Islands bank account, were all 

consistent with the duties of the foreign administrators. 

A Spotlight on COMI 

The Suntech court’s holding on COMI highlights the ability 

of foreign administrators to shift a debtor’s COMI from one 

jurisdiction to another, provided such shift is in 

furtherance of the debtor’s restructuring and is consistent 

with the order appointing the foreign administrators.  

Given that chapter 15 provides recognition to a foreign 

main proceeding (which could impact the treatment of a 

foreign debtor’s U.S. assets), the Suntech decision could 

be relied upon by some as a case study in how to shift 

COMI from a jurisdiction that is perceived to be less 

debtor-friendly to one that is perceived to be more so.   

A Comity of (Reversible) Error:  
Second Circuit Finds Foreign 
Debtor’s Claim Against U.S. 
Debtor Is “Located” in the 
United States 
Alexander Woolverton 

The ability of a foreign debtor to avail itself of the 

protections of the Bankruptcy Code, such as the 

automatic stay, with respect to its property located within 

the United States is one of the most fundamental and 

valuable tools available to foreign debtors with 

domestically located property.  When a foreign debtor 

obtains “recognition” of its principal insolvency proceeding 

by U.S. courts, section 1520 of the Bankruptcy Code does 

not only provide the foreign debtor the protections of the 

automatic stay, but also requires the foreign debtor to 

obtain approval under section 363 of the Bankruptcy Code 

with respect to any transfer of an interest in property 

within the territorial jurisdiction of the United States. 

It is easier to say with certainty that certain types of 

property are “within the territorial jurisdiction of the 

United States” than other types.  But what about a foreign 

debtor’s claim against a domestic debtor?  About a year 

and a half ago, we blogged
7
 about a decision in which the 

United States Bankruptcy Court for the Southern District 

of New York ruled that a foreign debtor’s claim against a 

domestic debtor was not “located” in the United States.  

Since then, the decision was appealed to the United States 

District Court to the Southern District of New York, which 

agreed with the bankruptcy court. 

Recently, the Second Circuit overruled
8
 both the 

bankruptcy and district courts and held that such a claim 

did indeed constitute “property within the territorial 

jurisdiction of the United States” under section 1520(a)(2) 

of the Bankruptcy Code, and the transfer of such property 

was subject to a section 363 review by the bankruptcy 

court. 

Background 

As you might remember, Fairfield Sentry was one of the 

main “feeder funds” into Bernard L. Madoff Investment 

Securities (BLMIS).  After BLMIS was placed into 

liquidation under the Securities Investor Protection Act, 

Sentry was placed into its own insolvency proceeding in 

the British Virgin Islands.  Later, Sentry held an auction in 

which it sold its SIPA claim against BLMIS to Farnum 

Place, LLC for 32.125% of the claim’s allowed amount. 

Shortly after the completion of the auction, Sentry and 

Farnum executed a trade confirmation that was expressly 

subject to the approval of both the BVI and U.S. courts.  

Shortly after that, the trustee of the BLMIS liquidation 

entered into a settlement that increased the value of the 

SIPA Claim from about 32% to more than 50% of the 

allowed amount, which translated into an increase in 

value of about $40 million.  Sentry then did everything 

within its power to avoid being bound by the trade 

confirmation. 

When Sentry refused to seek approval of the sale from the 

BVI court, Farnum sued to compel.  Although the BVI court 

ruled in Farnum’s favor, it expressly declined to express 

any views on whether the bankruptcy court would — or 

                                                             
7
 See Bankruptcy Court Finds That SIPA Claim is Not “Located” 

in the U.S. dated February 1, 2013 on the Weil Bankruptcy Blog. 

8
 Krys v. Farnum Place, LLC (In re Fairfield Sentry Ltd.), 768 F.3d 

239 (2d Cir. 2014). 
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should — approve the sale.  Then, Sentry sought an order 

from the bankruptcy court, pursuant to section 363(b) of 

the Bankruptcy Code, denying approval of the sale. 

The Bankruptcy Court Decision 

The bankruptcy court denied Sentry’s motion, holding that 

its review of the sale was not governed by section 363 of 

the Bankruptcy Code, as Sentry contended, because it was 

not a transfer of property within the United States.  

Relying on a New York Court of Appeals decision,
9
 the 

bankruptcy court held that justice, convenience and 

common sense all led to the conclusion that the claim 

was located with Sentry in the BVI, not with BLMIS.  

Farnum appealed the bankruptcy court’s decision to the 

district court, lost, and appealed again to the Second 

Circuit. 

The Second Circuit’s Decision 

The Second Circuit began by characterizing the interest 

that Sentry had tentatively transferred to Farnum.  

Disagreeing with Sentry, the court reasoned that the 

property at issue was the SIPA Claim itself, not the funds 

in the BLMIS estate.  The question, then, was the location 

of such an intangible interest.  Section 1502(8) of the 

Bankruptcy Code defines “within the territorial jurisdiction 

of the United States” as (1) tangible property located in 

the United States, and (2) “intangible property deemed 

under applicable nonbankruptcy law to be located within 

that territory, including any property subject to 

attachment or garnishment that may properly be seized or 

garnished by an action in a Federal or State court in the 

United States.” 

The Second Circuit, overruling the holding the SIPA Claim 

is “located” in the BVI, found fault with the bankruptcy 

court’s “incomplete” analysis – namely its failure to 

analyze whether the SIPA Claim was subject to 

attachment or garnishment within the meaning of section 

1520. 

Under New York law, property that can be assigned or 

transferred is subject to garnishment.  With “respect to 

                                                             
9
 See A Comity of (Reversible) Error:  Second Circuit Finds 

Foreign Debtor’s Claim Against U.S. Debtor Is “Located” in the 

United States dated October 16, 2014 on the Weil Bankruptcy 

Blog. 

intangible property that has as its subject a legal 

obligation to perform, the situs is the location of the party 

of whom that performance is required pursuant to that 

obligation.”  Because the BLMIS trustee “is obligated to 

distribute to Sentry its pro rata share of the recovered 

assets … the situs of the SIPA Claim is the location of the 

[BLMIS trustee], which is New York.”  Accordingly, the 

Second Circuit concluded that because the sale of the 

SIPA claim constituted a transfer of property within the 

United States, the sale was subject to review under 

section 363 of the Bankruptcy Code by the bankruptcy 

court. 

The Second Circuit further ruled that comity did not 

require approval of the sale.  The court found that section 

1520(a)(2)’s application of section 363 is a requirement 

that acts “as a brake or limitation on comity.”  That is, 

notwithstanding principles of comity, a bankruptcy court 

must analyze a transfer of property within the United 

States pursuant to the standard applicable under section 

363.  Furthermore, the court noted that it was “not 

apparent at all that the BVI [c]ourt even expects or 

desires deference in this instance,” particularly because 

the BVI court specifically declined to express a view on 

whether the sale would be approved by the bankruptcy 

court.  Accordingly, in light of the requirements of section 

1520, the Second Circuit found that the bankruptcy court 

had erred in concluding that the SIPA claim was not 

“located” in the United States. 

Conclusion:  A Reverse and Remand With Helpful 
Dicta 

The Second Circuit reversed the decisions below, ruling 

that the bankruptcy court would have to determine 

whether the sale of the SIPA Claim was permissible under 

section 363.  While the Second Circuit “intimate[d] no 

view on the merits of the section 363 review on remand,” 

the court kindly provided “some guiding principles” for the 

bankruptcy court.  Specifically, the Second Circuit noted 

bankruptcy courts often consider whether the asset is 

increasing or decreasing in value and that bankruptcy 

courts have broad discretion and flexibility to enhance the 

value of the estate for the benefit of all creditors.  Last, 

the Second Circuit clarified that the bankruptcy court 

would be obligated to consider any fluctuation in value of 

the SIPA claim between the sale of the claim and approval 

by the bankruptcy court.  Even though the Second Circuit 



Weil Bankruptcy Blog Annual Review 

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

did not rule on the sale, it seems Sentry’s chances of 

overturning it have dramatically improved. 

Chapter 15 Recognition of a 
Foreign Main Proceeding:  
Balancing Parties’ Interests 
Scott R. Bowling 

Chapter 15 recognition of a foreign main proceeding can 

be a useful tool for a foreign debtor seeking to protect 

property in the United States.  The protections of chapter 

15, however, are subject to the Bankruptcy Court’s 

discretion and guided by a host of potentially conflicting 

policy considerations.
10

  Chapter 15 is designed to 

promote, among other things, the “fair and efficient 

administration of cross-border insolvencies that protects 

the interests of all creditors, and other interested entities, 

including the debtor.”
11

  This means that the court in 

chapter 15 must balance parties’ competing interests to a 

greater degree than in cases under other chapters of the 

Bankruptcy Code. 

A directive to balance parties’ interests generally does not 

lend itself to commercial certainty,
12

 and so judicial 

decisions explaining how courts balance parties’ interests 

tend to be welcome developments in chapter 15 law.  In a 

recent decision in the chapter 15 case In re Cozumel 

Caribe, S.A. de C.V.,13
 the United States Bankruptcy Court 

for the Southern District of New York established 

principles for balancing parties’ interests when a U.S. 

creditor alleges misconduct by the foreign representative. 

Cozumel Caribe and CT Investment Management 

Cozumel Caribe is a Mexican company that owns and 

operates the Hotel Park Royal Cozumel, an all-inclusive 

resort in Cozumel, Mexico.  It is reorganizing in a concurso 

                                                             
10

 11 U.S. Code § 1501(a), 1503, and 1506–08. 

11
 11 U.S.C. § 1501(a)(3). 

12
 One of the purposes of chapter 15 is “greater legal certainty 

for trade and investment.”  (11 U.S.C. § 1501(a)(2)).  Given the 

immense flexibility and discretion chapter 15 provides 

bankruptcy courts, this is perhaps ironic. 

13
 In re Cozumel Caribe, S.A. de C.V., 508 B.R. 330 (Bankr. 

S.D.N.Y. 2014). 

mercantile proceeding in Mexico.  In 2010, Cozumel Caribe 

commenced a chapter 15 case in the Southern District of 

New York and obtained recognition of its concurso 

proceeding as a foreign main proceeding. 

Cozumel Caribe’s reorganization has involved significant 

litigation over a claim and other rights asserted by CT 

Investment Management,
14

 the special servicer of 

securitized notes backed by $103 million in secured loans 

made to Cozumel Caribe.  CTIM holds $8 million in cash in 

the U.S. as security for those loans and has been seeking 

to exercise remedies against that cash.  It has not only 

asserted a $103 million claim against Cozumel Caribe’s 

concurso estate, but also commenced an action in the 

United States against Cozumel Caribe’s non-debtor 

affiliates and certain non-debtor guarantors of the 

secured loans.  So far, CTIM’s efforts have been 

unsuccessful. 

CTIM’s Motion to Terminate Recognition of the 
Foreign Main Proceeding 

CTIM moved to terminate the recognition of Cozumel 

Caribe’s foreign main proceeding on the basis that 

continued recognition of the proceeding “would be 

manifestly contrary to U.S. public policy.”  CTIM asserted 

that, among other things, 

 the foreign representative took inconsistent positions 

in the concurso proceeding and the chapter 15 case 

“on the key issue of the amount of CTIM’s claim”; 

 the foreign representative used the recognition order 

to block enforcement of a non-debtor guarantee in a 

U.S. district court, and then Cozumel Caribe sought 

to invalidate that guarantee by obtaining a default 

judgment in a Mexican court; 

 Cozumel Caribe attempted to transfer assets out of 

the concurso estate for no consideration; and 

 the foreign representative failed to inform the U.S. 

bankruptcy court of material developments in the 

concurso proceeding. 

These and other actions, CTIM contended, were so 

contrary to U.S. public policy that they justified 

                                                             
14

 See, We Can All Use a Little Comity in Our Lives dated 

November 29, 2012 on the Weil Bankruptcy Blog. 
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terminating the Bankruptcy Court’s recognition of the 

concurso proceeding. 

The Bankruptcy Court Denied CTIM’s Motion 

The Bankruptcy Court denied CTIM’s motion primarily 

because “any decisions made in the Concurso Proceeding 

may be subject to further proceedings in the Mexican 

courts.”  The court explained the problem as follows: 

CTIM is not entitled to relief in this Court [just] 

because it feels slighted by decisions or actions in 

Mexican court proceedings — proceedings that 

remain open and ongoing, with multiple parties 

pursuing ancillary or appellate relief.  

Dissatisfaction with rulings of the lower Mexican 

courts is the proper subject for Mexican appellate 

proceedings, but does not implicate the 

Recognition Order. 

For CTIM, however, good things may indeed come to those 

who wait.  The court explained that, although it was 

upholding recognition of the foreign main proceeding, 

Cozumel Caribe would still need to obtain the court’s 

recognition of orders entered in that proceeding to gain 

any substantive relief in the U.S.  “Granting comity to 

orders of a foreign court is not an all or nothing exercise,” 

the court reasoned.  “[S]ome orders or judgments in the 

same case or proceeding may merit comity while others 

may not.” 

As for the foreign representative’s taking inconsistent 

positions in the concurso proceeding and the chapter 15 

case, the Bankruptcy Court held that sanctions — which 

CTIM was not seeking — were the appropriate remedy.  

Such conduct did not implicate the recognition of the 

foreign main proceeding. 

Finally, the Bankruptcy Court ordered the foreign 

representative to file status reports of all material 

developments in the concurso proceeding at least every 

three months.  CTIM has an opportunity to file responses 

to each of those reports. 

How a Bankruptcy Court Balances Parties’ 
Competing Interests in Chapter 15 

Cozumel Caribe illustrates one way that a bankruptcy 

court in chapter 15 may attempt to “protect[ ] the 

interests of all creditors, and other interested entities, 

including the debtor” by balancing those interests: 

 Although potentially unfair results in foreign lower-

court proceedings do not justify terminating 

recognition of the foreign main proceeding, the U.S. 

bankruptcy court need not recognize the substantive 

orders entered in the foreign main proceeding unless 

those orders comport with U.S. public policy. 

 Although the foreign representative’s failure to 

comply with his chapter 15 disclosure obligations to 

the U.S. bankruptcy court do not justify terminating 

recognition of the foreign main proceeding, a stricter 

reporting requirement in the chapter 15 case is an 

appropriate remedy. 

 Although the foreign representative’s taking 

inconsistent positions in the concurso proceeding and 

the chapter 15 case did not justify terminating 

recognition of the foreign main proceeding, sanctions 

in the chapter 15 case may be an appropriate 

remedy. 

Implications for Parties in Chapter 15 Cases 

Cozumel Caribe suggests that foreign representatives 

face a relatively low bar to obtaining and maintaining 

recognition of a foreign main proceeding.  But by the same 

token, recognition of the proceeding may be of limited use 

to a foreign debtor seeking to enforce that proceeding’s 

outcomes in the U.S. unless those outcomes generally 

comport with U.S. public policy. 

For U.S. creditors of foreign debtors, Cozumel Caribe may 

provide a basis to challenge the U.S. validity of every final 

order entered in the foreign proceeding on public policy 

grounds.  Finality, though, may be the key:  A creditor that 

perceives a foreign proceeding as unfair may need to wait 

for some measure of finality in that proceeding before it 

can seek relief in chapter 15.  This could be viewed as 

similar to the general prohibition on interlocutory appeals 

in the U.S. judicial system. 

Finally, for foreign debtors making use of chapter 15, 

Cozumel Caribe serves as an admonishment to make the 

foreign proceeding’s process and substantive results 

consistent with U.S. public policy.  Foreign debtors that 

ignore U.S. public policy in their foreign proceedings risk 
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becoming unable to enforce that proceeding’s outcomes 

in the U.S. 
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In This Section: 
￭ How Safe is the Section 546(e)Safe 

Harbor?  Part I:  Quebecor 

￭ How Safe is the Section 546(e) 
Safe Harbor?  Part II:  Financial 
Intermediaries and Financial 
Institutions 

￭ How Safe is the Section 546(e) 
Safe Harbor?  Part III:  Risk to 
Financial Markets 

Safe Harbors 
The “safe harbor” established by section 546(e) of the Bankruptcy Code 

protects certain types of payments relating to securities contracts from many 

of the avoidance provisions in the Bankruptcy Code.  In 2014, the Weil 

Bankruptcy Blog covered several decisions examining the parameters of the 

safe harbor in our series “How Safe is the Section 546(e) Safe Harbor?”  In 

Part I:  Quebecor, we examined the Second Circuit’s broad application of the 

safe harbor in In re Quebecor World (USA) Inc.  In that case, the court followed 

the Third, Sixth, and Eighth Circuits in ruling that the plain language of the 

statute allows transfers to qualify for the section 546(e) safe harbor even if 

the financial intermediary in question is “merely a conduit.”  In Part II:  

Financial Intermediaries and Financial Institutions, we analyzed the 

implications of the holding of the United States District Court for the Southern 

District of New York in AP Services LLP v. Silva, which held that a “financial 

intermediary” is not required to qualify for the safe harbor, only a “financial 

institution” within the meaning of section 101(22) of the Bankruptcy Code.  

Finally, in Part III:  Risk to the Financial Markets, we explored the possibility 

that courts may rely upon the legislative history of the statute to limit the safe 

harbor and require the party seeking protection to show that undoing the 

transaction would pose a risk to the financial markets.  It remains to be seen 

whether the Second Circuit will clarify the scope of the section 546(e) safe 

harbor in order to resolve the tension between its broad language and 

seemingly narrow purpose. 
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How Safe Is the Section 
546(e) Safe Harbor? Part I:  
Quebecor 
Lee Jason Goldberg 

Section 546(e) Safe Harbor Jurisprudence in the 
Second Circuit 

Section 547(b) of the Bankruptcy Code enables a debtor in 

possession to avoid a transfer made on or within 90 days 

of a debtor’s bankruptcy filing if the transfer meets certain 

enumerated statutory conditions.  Even if those conditions 

are met, however, section 546(e) of the Bankruptcy Code 

provides a “safe harbor” that exempts the transfer from 

avoidance if, among other things, the transfer is a 

“settlement payment” or a “transfer … in connection with 

a securities contract,” in each case “made by or to (or for 

the benefit of) a … financial institution.” 

According to the Second Circuit, a “settlement payment” 

is a “transfer of cash made to complete a securities 

transaction,” and, according to section 741(7) of the 

Bankruptcy Code a “securities contract” is a “contract for 

the purchase, sale, or loan of a security … including any 

repurchase or reverse repurchase transaction on any such 

security.” 

In Official Comm. of Unsecured Creditors of Quebecor 

World (USA) Inc. v. Am. United Life Ins. Co., et al. (In re 

Quebecor World (USA) Inc.),1 the Second Circuit noted the 

existence of a split of authority regarding what role a 

financial institution must play in a transaction for it to 

qualify for the section 546(e) safe harbor.  Holding that 

“transfer[s] made … in connection with a securities 

contract” may qualify for the safe harbor even if the 

financial institution at issue is merely a conduit, the 

Second Circuit reiterated its agreement with the Third 

Circuit,
2
 Sixth Circuit,

3
 and Eighth Circuit,

4
 as it set forth in 

                                                             
1
 719 F.3d 94. 

2
 Lowenschuss v. Resorts Int’l, Inc. (In re Resorts Int’l, Inc.), 181 

F.3d 505 (3d Cir. 1999). 

3
 QSI Holdings, Inc. v. Alford (In re QSI Holdings, Inc.), 571 F.3d 

545 (6
th

 Cir. 2009). 

4
 Contemporary Indus. Corp. v. Frost, 564 F.3d 981 (8

th
 Cir. 

2009). 

Enron Creditors Recovery Corp. v. Alfa, S.A.B. de C.V. (In re 

Enron Creditors Recovery Corp.),5 that “the absence of a 

financial intermediary that takes title to the transacted 

securities during the course of the transaction is [not] a 

proper basis on which to deny safe-harbor protection.”  

This contrasts with the holding of Eleventh Circuit
6
 that a 

financial institution must acquire a beneficial interest in 

the transferred funds or securities for safe harbor to 

apply. 

This entry, on the Second Circuit’s decision in Quebecor, 

continues our examination of the development of section 

546(e) safe harbor jurisprudence in Second Circuit courts, 

where Enron represents a turning point: 

 In our first entry on the section 546(e) safe harbor, 

we reported
7
 on Geltzer v. Mooney (In re 

MacMenamin’s Grill, Inc.),8 where the Southern 

District of New York bankruptcy court refused to 

interpret section 546(e) to apply to a private stock 

transaction. 

 A few months later, we discussed
9
 the Enron 

decision, which provided Second Circuit courts with 

fresh guidance for analyzing the section 546(e) safe 

harbor. 

 Post-Enron, we looked at
10 Picard v. Katz,

11
 where 

the Southern District of New York district court held 

that section 546(e) protected payments received by a 

                                                             
5
 Enron Creditors Recovery Corp. v. Alfa, S.A.B. de C.V. (In re 

Enron Creditors Recovery Corp.), 651 F.3d 329 (2d Cir. 2011). 

6
 Munford v. Valuation Research Corp. (In re Munford, Inc.), 98 

F.3d 604 (11
th

 Cir. 1996) (per curiam). 

7
 See New York and Delaware Are Now at Odds over Application 

of Section 546(e)’s “Safe Harbor” to Private Stock Transactions 

dated May 11, 2011 on the Weil Bankruptcy Blog. 

8
 Geltzer v. Mooney (In re MacMenamin’s Grill, Inc.), 450 B.R. 414 

(Bankr. S.D.N.Y. 2011). 

9
 See Second Circuit Affords Safe Harbor Protections to 

Redemption of Commercial Paper dated July 27, 2011 on the 

Weil Bankruptcy Blog. 

10
 See District Court’s Dismissal of Madoff Trustee’s 

Constructively Fraudulent Claims Against Customers Reaffirms 

a “Settled” Principle dated October 7, 2011 on the Weil 

Bankruptcy Blog.  

11
 Picard v. Katz, 462 B.R. 447 (S.D.N.Y. 2011). 
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customer from a stockbroker, except in cases of 

actual fraud. 

 Post-Enron, we also looked at
12 AP Services LLP v. 

Silva,
13

 where the Southern District of New York 

district court held that the section 546(e) safe harbor 

for settlement payments may apply regardless of 

whether the unwinding of the transaction in question 

would have an adverse effect on financial markets.  

An appeal of the district court’s decision is pending 

before the Second Circuit. 

 Finally, we have covered
14

 the Quebecor case, from 

the Southern District of New York bankruptcy court
15

 

(during which proceedings Enron was decided), 

through
16

 the Southern District of New York district 

court,
17

 and, now, on to the Second Circuit. 

The Dispute in Quebecor 

Quebecor involved a multi-party transaction among the 

Canadian printing company Quebecor World, Inc. 

(“Quebecor World”), its subsidiaries Quebecor World 

(USA) Inc. (“Quebecor USA”) and Quebecor World Capital 

Corp. (“Quebecor Capital”), and holders of private 

placement notes with a face value of $371 million issued 

by Quebecor Capital. 

As Quebecor World’s financial difficulties gave rise to 

concerns about a potential debt-to-capitalization ratio 

default under the private placement notes and a 

consequent cross-default under Quebecor World’s 

                                                             
12

 See Under Construction:  Further Broadening the Securities 

Settlement Payment Safe Harbor Under Section 546(e) of the 

Bankruptcy Code dated January 10, 2013 on the Weil 

Bankruptcy Blog. 

13
 AP Services LLP v. Silva, 483 B.R. 63 (S.D.N.Y. 2012). 

14
 See It’s Settled — the Securities Safe Harbor Has Been 

Expanded dated September 1, 2011 on the Weil Bankruptcy Blog. 

15
 Official Comm. of Unsecured Creditors of Quebecor World 

(USA) Inc. v. Am. United Life Ins. Co., et al. (In re Quebecor World 

(USA) Inc.), 453 B.R. 201 (Bankr. S.D.N.Y. 2011). 

16
 See Southern District Affirms Judge Peck’s Quebecor 

Decision, Broadly Interpreting “Settlement Payments” as 

Including Payments to Redeem Outstanding Notes dated 

October 24, 2012 on the Weil Bankruptcy Blog. 

17
 Official Comm. of Unsecured Creditors of Quebecor World 

(USA) Inc. v. Am. United Life Ins. Co., et al. (In re Quebecor World 

(USA) Inc.), 480 B.R. 468 (S.D.N.Y. 2012). 

separate $1 billion credit facility, Quebecor World sought 

to redeem the notes from the noteholders.  To avoid 

adverse Canadian tax consequences, however, Quebecor 

World structured the transaction so that Quebecor USA 

would purchase the notes from the noteholders for cash 

and then Quebecor Capital would redeem the notes from 

Quebecor USA in exchange for forgiveness of debt that 

Quebecor USA owed to Quebecor Capital. 

Fewer than 90 days before Quebecor USA filed for 

chapter 11 protection, it transferred approximately $376 

million to the noteholders’ trustee, CIBC Mellon Trust Co.  

CIBC Mellon distributed the funds to the noteholders, and 

the noteholders eventually surrendered the notes directly 

to Quebecor World.  Debtor Quebecor USA’s creditors’ 

committee sought to avoid and recover the transfer 

pursuant to section 547 of the Bankruptcy Code.  The 

noteholders moved for summary judgment, arguing that 

the transfer was exempt from avoidance under section 

546(e). 

The Lower Courts’ Decisions 

Before the bankruptcy court decided the summary 

judgment motion, the Second Circuit decided Enron, 

where it held that payments made to redeem commercial 

paper before its maturity date were “settlement 

payments,” within the meaning of section 546(e), because 

they were “transfer[s] of cash made to complete a 

securities transaction.” 

The bankruptcy court conducted additional briefing and 

granted the noteholders’ summary judgment motion, 

holding primarily that Quebecor USA’s payment fit the 

Enron court’s definition of “settlement payment.”  The 

bankruptcy court held that the payment also qualified as a 

“transfer made … in connection with a securities contract” 

because Enron had made clear that the section 546(e) 

safe harbor applied to redemptions of commercial paper. 

The district court affirmed the bankruptcy court’s 

decision, agreeing that Quebecor USA’s payment was a 

“settlement payment” under Enron.  The district court did 

not agree that a transfer to “redeem” securities could 

qualify as a “transfer made … in connection with a 

securities contract” because section 741(7)(A)(i) of the 

Bankruptcy Code defines a “securities contract” as one 

“for the purchase, sale, or loan of a security.”  The district 

court nonetheless affirmed the bankruptcy court’s 
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alternative holding on the basis that the transaction was a 

“purchase” and not a “redemption.” 

The Second Circuit’s Analysis 

The Second Circuit decided that it did not need to reach 

the “settlement payment” prong of the section 546(e) safe 

harbor because the payment by Quebecor USA fit 

squarely within the plain wording of the “securities 

contract” prong of the safe harbor, as it was a “transfer 

made by or to (or for the benefit of) a … financial 

institution … in connection with a securities contract.”  The 

payment was made to CIBC Mellon, a financial institution, 

in the amount and manner prescribed by note purchase 

agreements, which provided for both the original purchase 

and “repurchase” of the notes.  Thus, the transfer was 

exempt from avoidance under the “securities contract” 

prong of the safe harbor.  (This prong of the safe harbor — 

which was added to the statute after Enron filed for 

bankruptcy and the applicable adversary proceeding was 

commenced — was not at issue in Enron.) 

The court also declined to decide whether the transfer 

would still be exempt if Quebecor USA had “redeemed” its 

own securities because the Second Circuit agreed with the 

district court that Quebecor USA made the transfer to 

“purchase” the notes, which had been issued by another 

corporation, Quebecor Capital.  While the note purchase 

agreements gave only Quebecor Capital the right to “pre-

pay” or redeem the notes, the agreements gave Quebecor 

Capital’s affiliates only the right to “purchase” the notes if 

the affiliates complied with the note purchase 

agreements’ pre-payment provisions. 

The Second Circuit rejected the creditors’ committee’s 

arguments that the transfer was a redemption and not a 

purchase.  First, the court found that certain noteholders’ 

subjective understanding at the time of the transaction of 

its being a redemption was not dispositive because, from 

the noteholders’ perspective, the note purchase 

agreements treated redemptions and purchases the same 

way, and the noteholders received the same “pre-

payment” price.  Second, the court found that a 

cooperation agreement entered into among the 

noteholders both explicitly allowed for sale of the notes to 

certain Quebecor entities and failed to prohibit the 

noteholders as a group from selling (or Quebecor USA 

from purchasing) all of the notes in a single transaction.  

Moreover, none of the Quebecor entities was a party to the 

cooperation agreement, so any breach of that agreement 

would only create liability among the noteholders and not 

affect the validity of the transaction. 

Most importantly, the court rejected the creditors’ 

committee’s argument that even if Quebecor USA 

“purchased” the notes, not all of the transfers were 

exempt because CIBC Mellon was merely a conduit and 

some of the noteholders were not financial institutions.  

The court noted that Enron rejected a similar argument, 

holding that the financial intermediary need not have a 

beneficial interest in the transfer.  The Second Circuit 

concluded that “to the extent Enron left any ambiguity in 

this regard, we expressly follow the Third, Sixth, and 

Eighth Circuits in holding that a transfer may qualify for 

the section 546(e) safe harbor even if the financial 

intermediary is merely a conduit.” 

The Second Circuit’s “Conduit” Rationale 

To reach its conclusion, the court looked to the plain 

language of section 546(e), which refers to transfers 

made “by or to (or for the benefit of)” a financial 

institution, and found that a transfer may be either “for the 

benefit of” a financial institution or “to” a financial 

institution, but need not be both.  (The court speculated 

that the phrase “(or for the benefit of),” which was added 

to section 546(e) after the circuit split arose, may have 

been intended to resolve the split, but the court refused to 

rely on the legislative history, as it found the words of the 

statute unambiguous.) 

Quoting the Enron court’s analysis of the “settlement 

payment” prong of the section 546(e) safe harbor, the 

Second Circuit also noted that its construction furthered 

the purpose behind the exemption.  The Enron court 

explained that Congress enacted section 546(e) to 

minimize the displacement caused in the commodities and 

securities markets in the event of a major bankruptcy 

affecting those industries.  If a firm were required to repay 

amounts received in settled securities transactions, it 

could have insufficient capital or liquidity to meet its 

current securities trading obligations, placing other 

market participants and the securities markets 

themselves at risk.  Thus, the Quebecor court found, a 

transaction involving one of these financial intermediaries, 

even as a conduit, necessarily touches upon these at-risk 

markets. 

The Second Circuit also observed that the enumerated 

intermediaries are typically facilitators of, rather than 
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participants with a beneficial interest in, the underlying 

transfers:  “A clear safe harbor for transactions made 

through these financial intermediaries promotes stability 

in their respective markets and ensures that otherwise 

avoidable transfers are made out in the open, reducing the 

risk that they were made to defraud creditors.”  In a 

footnote, the court cautioned that the “securities contract” 

safe harbor is not without limitation and, for example, 

mere structuring of a transfer as a “securities transaction” 

may not be sufficient to preclude avoidance, such as in the 

case of actual fraudulent transfers under section 

548(a)(1)(A). 

What Are the Potential Limitations on the Section 
546(e) Safe Harbor in the Second Circuit? 

In our next entry, on the decision of the Western District of 

New York bankruptcy court in Cyganowski v. Lapides (In re 

Batavia Nursing Home, LLC),18
 we will explore the 

potential limitations that Second Circuit courts may be 

willing to impose on the section 546(e) safe harbor, 

beyond the express statutory exclusion of actual 

fraudulent transfers.   

How Safe Is the Section 
546(e) Safe Harbor? Part II:  
Financial Intermediaries and 
Financial Institutions 
Lee Jason Goldberg 

In Part I of this entry, we examined developing 

jurisprudence in Second Circuit courts regarding the safe 

harbor in section 546(e) of the Bankruptcy Code by 

discussing Official Comm. of Unsecured Creditors of 

Quebecor World (USA) Inc. v. Am. United Life Ins. Co., et 

al. (In re Quebecor World (USA) Inc.).19
  In Quebecor, the 

Second Circuit held that transfers in connection with a 

securities contract made by or to (or for the benefit of) a 

financial institution/intermediary (terms which the court 

used interchangeably) may qualify for the section 546(e) 

safe harbor even if the financial institution/intermediary is 

merely a conduit. 

                                                             
18

 Cyganowski v. Lapides (In re Batavia Nursing Home, LLC, et 

al.), Adv. No. 12-1145 (MJK), 2013 WL 3934237 (Bankr. W.D.N.Y. 

July 29, 2013). 

19
 719 F.3d 94. 

In Parts II and III of this entry, we explore two issues:  first, 

whether a “financial intermediary” is required for the safe 

harbor to apply, and second, whether undoing a 

transaction must pose a risk to the financial markets for 

the transaction to receive the protection of the section 

546(e) safe harbor.  Although the Second Circuit has 

suggested its views on these issues, its decisions arguably 

are not clear, and we need more guidance.  For the second 

issue, guidance is particularly necessary in the context of 

small transactions. 

In Quebecor, the Second Circuit shielded a transfer of 

approximately $376 million from avoidance.  

Subsequently, two New York bankruptcy courts shielded, 

under section 546(e), transfers from avoidance that were 

a mere fraction of the amount of the transfer in Quebecor:  

the Western District of New York bankruptcy court in 

Cyganowski v. Lapides (In re Batavia Nursing Home, LLC, 

et al.)20
 and the Northern District of New York bankruptcy 

court in Woodard v. PSEG Energy Technologies Asset 

Mgmt. Co., LLC, et al. (In re Tougher Industries, Inc., et 

al.).21
  (After Batavia and Tougher were decided, the 

Supreme Court denied the petition for writ for certiorari
22

 

filed by Quebecor USA’s creditors’ committee.) 

We explore the two issues above through these cases, but 

before doing so, we examine the role of Congressional 

intent in the interpretation of the section 546(e) safe 

harbor. 

A Question of Congressional Intent?  

MacMenamin’s 

Prior to the Second Circuit’s decisions in Enron Creditors 

Recovery Corp. v. Alfa, S.A.B. de C.V. (In re Enron Creditors 

Recovery Corp.)23
 and Quebecor, the Southern District of 

New York bankruptcy court in Geltzer v. Mooney (In re 

                                                             
20

 Cyganowski v. Lapides (In re Batavia Nursing Home, LLC, et 

al.), Adv. No. 12-1145 (MJK), 2013 WL 3934237 (Bankr. W.D.N.Y. 

July 29, 2013). 

21
 Woodard v. PSEG Energy Technologies Asset Mgmt. Co., LLC, 

et al. (In re Tougher Industries, Inc., et al.), Adv. No. 08-90161 

(REL), 2013 WL 5592902 (Bankr. N.D.N.Y. 2013). 

22
 Official Comm. of Unsecured Creditors of Quebecor World 

(USA) Inc. v. Am. United Life Ins. Co., et al. (In re Quebecor World 

(USA) Inc.), 134 S.Ct. 1278 (2014) (mem.). 

23
 Enron Creditors Recovery Corp. v. Alfa, S.A.B. de C.V. (In re 

Enron Creditors Recovery Corp.), 651 F.3d 329 (2d Cir. 2011). 



Weil Bankruptcy Blog Annual Review 

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

MacMenamin’s Grill, Inc.)24
 refused to interpret section 

546(e) to apply to a small private stock sale (representing 

transfers totaling just over $1.1 million) made through 

“financial institutions,” notwithstanding the “apparent” 

plain meaning of the statute. 

Despite expressing trepidation about “line drawing based 

on presumed Congressional intent,” the MacMenamin’s 

court found that it was “quite easy to find that the 

transaction at issue here would have absolutely no impact 

on the financial markets.”  The court acknowledged, 

however, that it was somewhat difficult to articulate a 

clear standard to distinguish the transaction before it from 

the facts of QSI Holdings, Inc. v. Alford (In re QSI Holdings, 

Inc.),25
 (a “large private LBO transaction … with a $208 

million purchase price and hundreds of selling 

shareholders, where at least some of the sales went 

through a financial intermediary that was arguably 

involved in the securities markets”), where the Sixth 

Circuit held that the section 546(e) safe harbor applied, or 

“any number of hypothetical transactions in between.” 

In the case before it, though, the MacMenamin’s court 

found that the defendants had not “provided any evidence 

that the avoidance of the transactions at issue involved 

any entity in its capacity as a participant in any securities 

market, or that the avoidance of the transactions at issue 

poses any danger to the functioning of any securities 

market.”  The court viewed its conclusion as required by 

the Congressional intent behind the section 546(e) safe 

harbor. 

Enron and Quebecor 

As we noted in Part I of this entry, after MacMenamin’s 

was decided, the Enron court explained that Congress 

enacted section 546(e) to minimize the displacement 

caused in the commodities and securities markets in the 

event of a major bankruptcy affecting those industries.  

The Second Circuit noted that if a firm were required to 

repay amounts received in settled securities transactions, 

it could have insufficient capital or liquidity to meet its 

current securities trading obligations, placing other 

market participants and the securities markets 

                                                             
24

 Geltzer v. Mooney (In re MacMenamin’s Grill, Inc.), 450 B.R. 

414 (Bankr. S.D.N.Y. 2011). 

25
 QSI Holdings, Inc. v. Alford (In re QSI Holdings, Inc.), 571 F.3d 

545 (6
th

 Cir. 2009). 

themselves at risk.  The Quebecor court later quoted this 

language and found that a “transaction involving one of 

these financial intermediaries, even as a conduit, 

necessarily touches upon these at-risk markets.” 

Courts in the Second Circuit, including the Second Circuit 

itself in Enron, frequently reference the purpose of section 

546(e), including the “risks” to, and “stability” of, the 

“financial markets” and the “securities markets,” even 

though no such language appears in the statute.  At the 

same time, they purport to rely on the plain language or 

meaning of section 546(e) in applying the safe harbor.  

Thus, in Enron, the Second Circuit, despite its discussion 

of the purpose of the statute earlier in its decision, stated 

that it reached its conclusion by looking to the statute’s 

plain language and declined to address Enron’s 

arguments regarding legislative history, “which, in any 

event, would not lead to a different result.”  In Quebecor, 

the Second Circuit similarly purported to reach its 

conclusion based on the “plain language” of the statute 

but still discussed the statutory purpose to bolster its 

conclusion. 

But, what if a party’s arguments regarding legislative 

history did lead to a different result, such as in 

MacMenamin’s? In refusing to protect a transaction from 

avoidance under the section 546(e) safe harbor despite 

the statute’s “apparent” plain meaning, the court in 

MacMenamin’s found that the statute’s legislative history 

“makes it clear that Congress intended section 546(e) to 

address risks that the movants have failed to show 

conclusively are implicated by the avoidance of the 

transaction at issue here.”  In light of Enron and Quebecor, 

may a Second Circuit court likewise refuse to apply the 

section 546(e) safe harbor if a party claiming its 

protection cannot show that undoing a transaction would 

pose a risk to the financial markets? 

Silva 

After the Second Circuit’s decision in Enron (but prior to 

its decision in Quebecor), the District Court for the 

Southern District of New York in AP Services LLP v.  

Silva26 held that the section 546(e) safe harbor extended 

to a leveraged buyout in which five shareholders received 

$106 million – transferred by wire directly into their bank 

accounts – in exchange for their privately held stock.  

                                                             
26

 QSI Holdings, Inc. v. Alford (In re QSI Holdings, Inc.), 571 F.3d 

545 (6
th

 Cir. 2009). 
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Among other things, the court in Silva made two key 

holdings regarding application of the section 546(e) safe 

harbor.  First, the court held that a “financial intermediary” 

was not required, only a “financial institution” (defined in 

section 101(22) of the Bankruptcy Code), such as the 

defendants’ banks.  Second, the court refused to require a 

factual determination as to whether upsetting a 

concluded LBO would have an adverse effect on the 

financial markets. 

This entry explores the Silva holdings, on which the courts 

in Batavia and Tougher relied for their analyses, in the 

context of small transactions. 

Two Small LBO Cases  

In Batavia, the chapter 11 trustee sought to avoid a $1.179 

million transfer made to one of the debtors’ former 

owners to buy out his interests in the debtors and several 

other entities.  The debtors had issued bonds to fund the 

buyout and for other financing needs.  Bank of New York 

Mellon, the indenture trustee for the bonds, wired $1.179 

million of the bonds’ proceeds to the bank account of the 

former owner’s law firm to buy out his interests.
27

 

In Tougher, the chapter 11 trustee sought to avoid 

transfers totaling approximately $3.6 million made to the 

debtor’s former shareholder to buy out all of the debtor’s 

stock.  The relevant transfers were wired from the 

debtor’s bank account directly to the shareholder’s bank 

account, with the majority of such payments funded 

through the debtor’s bank loans. 

The buyouts in Batavia and Tougher were, therefore, very 

similar, except for their funding:  the Batavia LBO was 

funded by the issuance of bonds, and the Tougher LBO 

was funded primarily by bank loans.  In the remainder of 

this entry, we examine the application of the first Silva 

holding in the Tougher case, while in Part III, we will 

examine how the Batavia and Tougher courts relied on the 

second Silva holding to analyze the much smaller LBOs at 

issue in their cases. 

                                                             
27

 See Supplementary Declaration in Support of Motion to 

Dismiss Complaint, Batavia, No. 12-1145 (MJK) (Bankr. W.D.N.Y. 

July 11, 2013) [ECF No. 34]. 

Is a “Financial Intermediary” Required for 
Application of the Safe Harbor? 

In Tougher, the court rejected the trustee’s argument that 

the section 546(e) safe harbor was inapplicable because 

the settlement payments did not pass from the debtor 

through a financial intermediary to the defendant.  The 

court relied on Silva’s holding that “nothing in the 

language of the statute or the post-Enron case law 

indicates that an intermediary is necessary to trigger the 

safe harbor.”  According to the court in Tougher, “[i]n 

addressing the legislative purpose of § 546(e), the [Silva] 

court found the reasoning of Enron applicable and stated 

that the negative effects of undoing long-settled LBOs 

would be ‘equally true regardless of whether a payment 

passed through a financial intermediary.’” 

Although the Silva and Tougher courts applied the Second 

Circuit’s reasoning about undoing long-settled LBOs to 

payments made to “financial institutions” rather than only 

payments passed through “financial intermediaries,” 

neither court elaborated on how the negative effects 

would be equally true in both situations.  Nonetheless, if 

the Second Circuit is confronted with the question of 

whether a “financial institution” or a “financial 

intermediary” is required for the protection of the section 

546(e) safe harbor, it may reach the same conclusion as 

that reached by the courts in Silva and Tougher – that only 

a “financial institution” is required.  Even though the 

Second Circuit may reach this conclusion notwithstanding 

certain distinguishing factors in Enron and Quebecor, it is 

at least worth considering those distinguishing factors. 

First, in each of Enron and Quebecor, the transaction 

involved a traditional “financial intermediary,” the 

Depository Trust Company in Enron and CIBC Mellon (the 

noteholders’ trustee) in Quebecor.  The issue was whether 

the section 546(e) safe harbor applied to a transaction 

even if a financial intermediary did not have a beneficial 

interest in the transfer or was merely a conduit.  This is 

different from the lack of a traditional financial 

intermediary altogether in Silva and Tougher, where only 

banks (“financial institutions”) participated in the 

transactions. 

Second, in Enron, the Second Circuit was rejecting the 

argument that the absence of a financial intermediary 

taking a beneficial interest in the securities during the 

course of the transaction failed to implicate the systemic 

risks that motivated Congress’s enactment of the section 
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546(e) safe harbor.  The Second Circuit cited reasoning 

from the Third Circuit (Brandt v. B.A. Capital Co. LP (In re 

Plassein Int’l Corp.)),28
 the Sixth Circuit (QSI), and the 

Eighth Circuit (Contemporary Indus. Corp. v. Frost),29
 that 

“undoing long-settled leveraged buyouts would have a 

substantial impact on the stability of the financial 

markets, even though only private securities were 

involved and no financial intermediary took a beneficial 

interest in the exchanged securities during the course of 

the transaction.” 

According to the Second Circuit, there was “no reason to 

think that undoing Enron’s redemption payments, which 

involved over a billion dollars and approximately two 

hundred noteholders, would not also have a substantial 

and similarly negative effect on the financial markets.”  

Furthermore, as we noted in Part I, the Quebecor court 

observed that financial intermediaries are typically 

facilitators of, rather than participants with a beneficial 

interest in, the underlying transfers, and that “[a] clear 

safe harbor for transactions made through these financial 

intermediaries promotes stability in their respective 

markets and ensures that otherwise avoidable transfers 

are made out in the open, reducing the risk that they were 

made to defraud creditors.”  (Actual fraudulent transfers 

under section 548(a)(1)(A) are excluded from the section 

546(e) safe harbor.) 

Thus, the context in which the Quebecor and Enron cases 

arose – transactions representing hundreds of millions 

and over one billion dollars, respectively, conducted 

through traditional financial intermediaries – may have 

informed the Second Circuit’s analysis of the section 

546(e) safe harbor.  This analysis does not foreclose the 

result reached in Silva and Tougher, though. 

The Silva and Tougher courts relied on the Third Circuit’s 

decision in Plassein, which the Enron court cited with 

approval.  Plassein involved LBO payments made not 

through financial intermediaries but directly to 

shareholders’ private bank accounts via wire transfer.  In 

that case, the Third Circuit rejected the argument that 

settlement payments must travel through the settlement 

system (i.e., the system of intermediaries and guarantees 
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 Brandt v. B.A. Capital Co. LP (In re Plassein Int’l Corp.), 590 

F.3d 252 (3d Cir. 2009). 

29
 Contemporary Indus. Corp. v. Frost, 564 F.3d 981 (8

th
 Cir. 

2009). 

usually employed in securities transactions) and found 

that “financial institutions” were implicated in the 

transfers:  the debtor’s bank transferred the buyout funds 

to the shareholders’ banks. 

Moreover, the Silva and Tougher courts correctly pointed 

out that “financial institution” is the term actually used in 

the statute, with the Tougher court observing that the 

plain language of section 546(e) does not contain a 

requirement that a financial intermediary act as a conduit 

or take a beneficial interest in the transfer.  The court in 

Tougher further remarked that if Congress had intended 

that the safe harbor only be applied to transactions 

involving financial intermediaries, it would have explicitly 

included that language in the statute. 

Although the Second Circuit’s repeated references to the 

purpose of section 546(e) may leave room to argue that 

the safe harbor should only apply to transactions involving 

financial intermediaries, the Second Circuit may find it 

dispositive that the plain language of the statute (i.e., 

“financial institution”) does not require a financial 

intermediary for application of the safe harbor. 

For Safe Harbor Protection, Must Undoing a 
Transaction Pose a Risk to the Financial Markets?  

In our next entry, we explore, through the Batavia and 

Tougher cases, whether a party must show that undoing a 

transaction would pose a risk to the financial markets for 

the transaction to receive the protection of the section 

546(e) safe harbor.   

How Safe Is the Section 
546(e) Safe Harbor? Part III:  
Risk to the Financial Markets 
Lee Jason Goldberg 

In Part II of this three-part entry, we mentioned that the 

District Court for the Southern District of New York in AP 

Services LLP v. Silva30
 made two key holdings regarding 

application of the safe harbor in section 546(e) of the 

Bankruptcy Code.  First, the Silva court held that a 

“financial intermediary” was not required, only a “financial 

institution.”  Second, the court refused to require a factual 
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 AP Services LLP v. Silva, 483 B.R. 63 (S.D.N.Y. 2012). 
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determination as to whether upsetting a concluded LBO 

would have an adverse effect on the financial markets. 

We examined the first holding in Part II, and in this part of 

the entry, we discuss how the Western District of New 

York bankruptcy court in Cyganowski v. Lapides (In re 

Batavia Nursing Home, LLC)31
 and the Northern District of 

New York bankruptcy court in Woodard v. PSEG Energy 

Technologies Asset Mgmt. Co., LLC, et al. (In re Tougher 

Industries, Inc.)32
 relied on the second Silva holding to 

analyze the much smaller LBOs – $1.179 million and $3.6 

million, respectively – at issue in the cases before them. 

Is the Dollar Amount of a Transaction Analogous 
to the Commonness of a Transaction?  

Even assuming that a financial intermediary is not 

required for application of the section 546(e) safe harbor, 

the question remains as to whether a party must show 

that undoing a transaction would pose a risk to the 

financial markets.  Some courts have considered this 

question by looking at, among other things, the dollar 

amount of the transaction at issue, as avoidance plaintiffs 

have continued to argue that the safe harbor should not 

be applied to small transactions. 

In upholding the application of the safe harbor to a $106 

million transaction, the court in Silva rejected any 

requirement that a party show that undoing a transaction 

would have a negative effect on the financial markets, 

relying on, inter alia, the Third Circuit (Brandt v. B.A. 

Capital Co. LP (In re Plassein Int’l Corp.)),33
 the Sixth 

Circuit (QSI Holdings, Inc. v. Alford (In re QSI Holdings, 

Inc.)),34
 and the Eighth Circuit (Contemporary Indus. Corp. 

v. Frost)35
 (where the court suggested that undoing a 

transaction with “so much money at stake” – $26.5 million 
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 Cyganowski v. Lapides (In re Batavia Nursing Home, LLC, et 

al.), Adv. No. 12-145 (MJK), 2013 WL 3934237 (Bankr. W.D.N.Y. 

July 29, 2013). 
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 564 F.3d 981 (8
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– could impact the financial markets, as “at least a portion 

of [the payments] were probably reinvested”). 

The Batavia court acknowledged that the $1.179 million at 

issue seemed to be “far more remote from the ‘financial 

markets’” than the $106 million involved in Silva but noted 

that the Silva court, as to that “much higher amount,” 

rejected any argument that “would require a factual 

determination in each case as to whether upsetting a 

concluded LBO would have an adverse effect on the 

financial markets, thus casting all or at least many such 

transactions into uncertainty.  In view of the Second 

Circuit’s reasoning in Enron Creditors Recovery Corp. v. 

Alfa, S.A.B. de C.V. (In re Enron Creditors Recovery 

Corp.),36
 that course is not properly open to this Court.”  

As discussed below, however, the Second Circuit’s 

reasoning entailed refusing to require a factual 

determination as to a transaction’s “commonness” for 

application of the section 546(e) safe harbor. 

The Tougher court similarly agreed with Silva and 

rejected the trustee’s argument that the section 546(e) 

safe harbor should not be applied because, given the 

relatively small amount of money involved in the 

transaction, avoidance of the transfers would not have a 

substantial impact on the financial markets.  The court 

found that the plain language of section 546(e) does not 

provide a threshold amount below which the safe harbor 

is not available and noted that the trustee’s position would 

add a requirement that a “factual determination” be made 

as to whether the dollar amount of a transaction would 

have an impact on the financial markets. 

The court in Tougher noted that the Second Circuit 

rejected a “similar argument” in Enron.  As one of its three 

proposed limitations on the definition of “settlement 

payment” in section 741(8) of the Bankruptcy Code, Enron 

argued that the final phrase of the definition – “commonly 

used in the securities trade” – excluded all payments 

(including the redemption payments at issue in Enron) 

that are not common in the securities industry from the 

safe harbor for settlement payments in section 546(e).  

The Second Circuit rejected this argument, finding that it 

would make application of the safe harbor in every case 

depend on a factual determination regarding the 

“commonness” of a given transaction.  Further, as the 
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Tougher court remarked, the Second Circuit indicated that 

such a reading of the statute “would result in commercial 

uncertainty and unpredictability at odds with the safe 

harbor’s purpose and in an area of law where certainty 

and predictability are at a premium.” 

Holding that the Second Circuit’s rationale as to 

“commonness” was “equally applicable here” (with “here” 

referring to the dollar amount of the transaction), the 

court in Tougher, like the courts in Silva and Batavia, 

thereby effectively equated a transaction’s size to its 

“commonness” without acknowledging that it was doing 

so.  Yet, none of those courts included the Enron court’s 

illustration of the challenges presented by a “factual 

determination as to commonness,” i.e., whether such 

determination would “depend on the economic rationality 

of the transaction, its frequency in the marketplace, signs 

of an intent to favor certain creditors … such as the 

alleged coercion by Enron’s commercial paper 

noteholders … or some other factor.”  Importantly, it was 

only after offering such an illustration that the Second 

Circuit sounded its cautionary note about resulting 

“commercial uncertainty and unpredictability.”  The courts 

in Silva, Batavia, and Tougher, however, failed to explain 

why the rationale militating against requiring a factual 

determination as to the commonness of a transaction is 

equally applicable to requiring a factual determination 

based on dollar amount. 

Indeed, a hypothetical dollar threshold for application of 

the safe harbor, e.g., $5 million, shows that the analogy 

between commonness of a transaction and dollar amount 

of a transaction is imperfect.  Notwithstanding the 

arbitrary nature of setting a specific dollar amount for 

application of the safe harbor, the simplicity of a dollar 

threshold contrasts with the array of potential factors 

cited by the Enron court that may bear on the 

commonness of a transaction, and, therefore, a dollar 

threshold may present a more certain and predictable 

means of determining whether the safe harbor applies. 

Must Undoing a Transaction Pose a Risk to the 
Financial Markets for the Safe Harbor to Apply? 

The purpose of pointing out the imperfect analogy 

between commonness and dollar amount drawn by the 

courts in Silva, Batavia, and Tougher is that those courts 

used the Enron rationale to reject plaintiffs’ arguments 

that undoing the transactions at issue would not have a 

negative effect on the financial markets.  Plaintiffs’ 

continued use of this argument, which relies on the extra-

textual purpose of the statute expressed by the Second 

Circuit and other courts (generally, that of protecting the 

financial markets from risks to their stability) – despite the 

fact that in Enron and Official Comm. of Unsecured 

Creditors of Quebecor World (USA) Inc. v. Am. United Life 

Ins. Co., et al. (In re Quebecor World (USA) Inc.)37 the 

Second Circuit professed to reach its conclusions 

regarding section 546(e) based on the statute’s plain 

language – attests to the need for the Second Circuit to 

clarify whether undoing a transaction must pose a risk to 

the financial markets for the transaction to receive the 

protection of the section 546(e) safe harbor. 

The court’s decision in Batavia also evidences the need for 

such clarity.  The court reasoned that “were any 

bankruptcy court to decide to conduct an evidentiary 

hearing into whether a small LBO might be so small as to 

fail to ‘disrupt the financial markets’ (which was, of 

course, the stated focus of Congress in enacting the ‘safe 

harbor,’ [sic]) then every LBO in an amount beneath some 

indeterminate dollar amount that everyone would agree 

would ‘disrupt the financial markets’ per se would be 

suspect” (i.e., not susceptible to protection of the safe 

harbor). 

In attempting to align safe harbor protection of small 

LBOs with the statutory purpose, the Batavia court 

observed that the very act of conducting an evidentiary 

hearing into whether “undoing an LBO might possibly 

disrupt the financial markets” could cause the disruption 

that the safe harbor statute sought to avoid.  Although the 

Batavia court’s observation appears to dovetail with the 

Enron court’s concerns about “certainty and 

predictability,” the Batavia court was not referring to the 

markets that would be disrupted by the ultimate recovery 

of LBO funds in an avoidance action.  Instead, the Batavia 

court was referring to the market for bonds (or other 

securities) funding “smaller” LBOs that would be 

disrupted; however, such funding sources are not the 

recipients of “transfers” subject to avoidance action 

clawbacks, so section 546(e) does not apply to them. 

Thus, the Batavia rationale does not answer the question 

implied by the court in Geltzer v. Mooney (In re 
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MacMenamin’s Grill, Inc.)38
 prior to Enron that some argue 

remains outstanding subsequent to Enron – whether 

protecting a small transaction from avoidance is so 

demonstrably at odds with the Congressional purpose of 

section 546(e) that a dollar threshold for application of 

the safe harbor must be inferred.  The imperfect analogy 

between commonness and dollar amount drawn by the 

courts in Silva, Batavia, and Tougher does not answer this 

question, either.  The Second Circuit, therefore, arguably 

has left unanswered the question of whether a lower 

court may, as in MacMenamin’s, refuse to apply the 

section 546(e) safe harbor if a party claiming its 

protection cannot show that avoiding the transaction 

would pose a risk to the financial markets. 

Until the Second Circuit expressly overrules 

MacMenamin’s, there remains room for plaintiffs to argue 

that, like in that case, a transaction is not protected by the 

safe harbor because “Congress intended section 546(e) to 

address risks that the [defendants] have failed to show 

conclusively are implicated by the avoidance of the 

transaction at issue here.”  Indeed, the Second Circuit may 

have left this door open itself.  In Part II of this entry, we 

indicated that the Second Circuit reached its conclusion in 

Enron by looking to statute’s plain language and declined 

to address Enron’s arguments regarding legislative 

history, “which, in any event, would not lead to a different 

result.”  In support of this comment, the Second Circuit 

cited the canon of statutory construction that “[i]t is well-

established that when the statute’s language is plain, the 

sole function of the courts – at least where the disposition 

required by the text is not absurd – is to enforce it 

according to its terms.” 

In Part II, we asked, what if a party’s arguments regarding 

legislative history did lead to a different result? In other 

words, would the Second Circuit extend the protection of 

the section 546(e) safe harbor to the small transactions at 

issue in Batavia and Tougher, or would it find such a result 

to be absurd or contrary to the Congressional purpose of 

the statute? Appeals of the decisions in Batavia and 

Tougher may have provided an opportunity for the Second 

Circuit to clarify the scope of section 546(e), but, before 

the district courts rendered their decisions in those cases, 

the trustees agreed to dismiss their respective appeals. 
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What Is Next for the Section 546(e) Safe Harbor? 

Even a decision from the Second Circuit purporting to 

clarify the scope of the section 546(e) safe harbor as it is 

currently drafted may not forestall litigation over the 

statute, given the conflict between its seemingly broadly 

worded language and its apparently narrower purpose.  

Accordingly, it may be in the hands of Congress to 

refashion a safe harbor that more precisely protects the 

financial markets from risks to their stability.  Without 

Congressional action, it is likely that parties will continue 

battling over the contours of the section 546(e) safe 

harbor in its current form. 
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Is Your Child Controlling You?  
Delaware Bankruptcy Court 
Holds that Subsidiaries Can 
Owe Fiduciary Duties to Their 
Parents 
Doron Kenter 

“So make your life a little easier; When you get 

the chance, just take; Control” 

– Janet Jackson 

We know that a corporate parent cannot use its control 

over its subsidiary to deplete it of value and render the 

entity insolvent.  Veil-piercing and claims to recover 

fraudulent transfers or for breach of fiduciary duty (among 

others) can remedy such wrongful acts.  But can a 

subsidiary corporation wrongfully manipulate its parent?  

If so, what is the remedy? 

In Burtch v. Owlstone, Inc. (In re Advance Nanotech, Inc.),1 

the United States Bankruptcy Court for the District of 

Delaware concluded that yes, children can control their 

parents, and yes, they can owe “upstream” fiduciary duties 

to their shareholders.  Consequently, the parties 

controlling a transaction should take particular care in 

ensuring that they are aware to whom exactly they owe 

their duties and that the various parties to any transaction 

are all at appropriate arm’s length. 

The facts in Owlstone are important.  AVNA was an 

investment vehicle for several early stage companies, 

including Owlstone, Inc.  Until 2007, AVNA owned 

approximately 60% of Owlstone’s stock.  Then, in 2007 

and 2008, AVNA issued notes secured by its Owlstone 

stock, the proceeds of which were downstreamed to 

Owlstone in the form of equity and debt, making AVNA the 

owner of 83.1% of Owlstone’s stock and holder of $2.64 

million of Owlstone debt.  Also in 2008, AVNA fired its 

own executives and hired Brett Bader and Thomas Finn, 

Owlstone’s CEO and CFO (respectively), to run AVNA. 

                                                             
1
 Burtch v. Owlstone, Inc. (In re Advance Nanotech, Inc.), No. 11-

10776, Adv. No. 13-51215, 2014 WL 1320145 (Bankr. D. Del. Apr. 

2, 2014). 

Not long after these transactions, as both AVNA and 

Owlstone were facing liquidity problems, the AVNA board 

tasked Bader and Finn with developing and implementing 

a strategy to raise funds for the cash-strapped entities.  In 

the meantime, Ingalls & Snyder, LLC (“I&S”) provided 

AVNA with bridge loans aggregating $1.3 million.  AVNA 

explored several restructuring options, including a 

conversion of the senior secured noteholders’ debt to 

equity and the issuance of new stock, but neither of these 

initiatives materialized.  Finally, in November 2009, 

Owlstone issued additional stock to resolve its liquidity 

problems.  Even though Owlstone noted in the stock 

offering that it would use a portion of the new funds to pay 

off the remaining intercompany debt owed to AVNA in 

cash, it instead satisfied the intercompany debt by 

assuming certain of AVNA’s obligations, including the I&S 

bridge loan and certain “deferred compensation” claims, 

including Bader’s, but not the claims of AVNA’s senior 

secured noteholders. 

As a result of these transactions, AVNA ended up owning 

just 37.98% of Owlstone’s stock (down from 81.3%), while 

Owlstone assumed I&S’s and Bader’s claims against 

AVNA (indeed, Bader and Finn resigned from AVNA and 

continued their employment with Owlstone).  A group of 

senior secured noteholders then commenced an 

involuntary bankruptcy proceeding against AVNA, and 

AVNA’s chapter 7 trustee brought an action against, 

among others, Owlstone, I&S, Bader, and Finn, alleging 

claims for breach of fiduciary duty, aiding and abetting 

breach of fiduciary duty, and equitable subordination of 

Owlstone’s claims against AVNA – all relating to the 

underlying allegation that the defendants had reduced 

AVNA to a minority shareholder of Owlstone and assumed 

less than all of AVNA’s obligations, rendering AVNA 

insolvent, while keeping I&S and Bader safe by making 

Owlstone itself liable for those debts. 

In ruling on the defendants’ motions to dismiss the 

trustee’s action, Judge Walrath recognized the principle 

under Delaware law that, as a general rule, no fiduciary 

relationship exists between a debtor and a creditor.  

However, citing to a 1983 decision from the United States 

Bankruptcy Court for the Eastern District of New York, the 

court also noted that a creditor is, in fact, a fiduciary of the 

debtor when it “exercises such control over the decision-

making processes of the debtor as amounts to a 

domination of its will.”  Accordingly, if any of the 
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defendants had actually controlled AVNA, a fiduciary duty 

existed and could have been breached. 

Turning specifically to the claims against Owlstone, the 

court again began by recognizing that under Delaware 

law, corporations generally do not owe duties to their 

shareholders, which would seem to suggest that 

Owlstone would not owe any duties to its shareholder – 

i.e., AVNA.  However, the court concluded that Owlstone 

did, in fact, owe fiduciary duties to AVNA because – at 

least on the facts as alleged – it had actually controlled 

AVNA’s decision-making with respect to the transactions 

that allegedly rendered AVNA insolvent.  And even though 

one would generally assume that “subsidiaries are subject 

to the direction and control of their parent entities,” the 

court rejected that assumption, in light of the control that 

Owlstone, acting through Bader and Finn, had allegedly 

exercised over AVNA. 

Importantly, the court noted that AVNA’s board’s decision 

to accept or reject the options put before it did not 

necessarily mean that AVNA acted of its own volition and 

outside of Owlstone’s control.  Instead, the court 

concluded that the complaint had adequately alleged that 

Owlstone had controlled AVNA and its board because the 

fundraising process was exclusively assigned to Bader 

and Finn, who had allegedly (i) controlled the options that 

were put before the board; (ii) misled the board regarding 

the application of the proceeds of the new stock issuance; 

and (iii) “switched sides” and acted in Owlstone’s favor, 

rather than AVNA’s.  This last factor was particularly 

pronounced in light of the benefits that Bader and Finn 

stood to realize from their proposed transaction by 

continuing their employment with Owlstone (and, at least 

in Bader’s case, by ensuring payment in full of $600,000 

in deferred compensation). 

Accordingly, the court concluded that the trustee had 

adequately pled that Owlstone, acting through Bader and 

Finn, had controlled AVNA and rendered it insolvent.  

Notwithstanding the fact that AVNA was Owlstone’s 

majority shareholder at the time, and had an apparently 

independent board of directors charged with acting in 

AVNA’s best interests, the court allowed the claims 

against Owlstone, Bader, and Finn to proceed.  Even 

though it remains to be seen whether the trustee will be 

able to demonstrate that the defendants actually 

exercised this control over AVNA and its board in 

furtherance of their scheme to deplete AVNA’s assets, 

Judge Walrath’s decision is a stern warning to corporate 

actors throughout an enterprise to respect corporate 

separateness and to be keenly aware of where their duties 

lie and in whose interests they should be sure to act. 

Wave Goodbye to Bankruptcy 
Waivers?  (Court Rules LLC’s 
Prepetition Waiver of 
Bankruptcy Protection 
Contrary to Public Policy) 
Erika del Nido 

Secured creditors naturally want to be repaid.  Sometimes 

secured creditors go as far as asking a debtor to waive its 

right to seek bankruptcy protection.  Although such 

clauses are frequently held to be unenforceable, we 

previously have discussed
2
 exceptions for LLCs.  A recent 

case from the United States Bankruptcy Court for the 

District of Oregon, In re Bay Club Partners-472, LLC,
3
 joins 

the debate, albeit holding just the opposite — an “astute 

creditor’s” “cleverly insidious” bankruptcy waiver in an 

LLC operating agreement is not enforceable. 

Background 

Bay Club Partners-472, LLC is a limited liability company 

that was formed to renovate and operate an apartment 

complex in Arizona.  Prepetition, Legg Mason Real Estate 

CDO I, Ltd.’s predecessor loaned $23.6 million to Bay Club 

for the purchase of the apartment complex, and several 

years later, Bay Club defaulted. 

Bay Club is a “member-managed” LLC organized under 

the laws of Oregon, which means that any matter relating 

to the LLC’s business may be exclusively decided by the 

manager.  Although Bay Club’s LLC operating agreement 

grants broad authority to the manager, it contains a 

“Special Purpose Entity Restriction,” which provides that 

Bay Club “shall not institute proceedings to be adjudicated 

bankrupt or insolvent … or file a petition seeking … relief 

under any applicable federal or state law relating to 
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 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. 

3
 In re Bay Club Partners-472, LLC, No. 14-30394-RLD11, 2014 

WL 1796688, slip op. (Bankr. D. Ore. May 6, 2014). 
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bankruptcy” until such time as the Legg Mason loan has 

been repaid in full.  Prepetition, Legg Mason requested the 

inclusion of this provision in Bay Club’s operating 

agreement. 

In January 2014, Bay Club sought chapter 11 protection in 

the United States Bankruptcy Court for the District of 

Oregon.  Bay Club’s chapter 11 petition was signed by its 

manager, and a consent resolution was prepared that 

reflected the support of three of four of Bay Club’s 

members, constituting 80% of the membership interests.  

Trail Ranch Partners, LLC, a 20% member owner of Bay 

Club, opposed the bankruptcy filing. 

Legg Mason filed a motion to dismiss Bay Club’s chapter 

11 case for cause pursuant to section 1112(b) of the 

Bankruptcy Code, arguing that Bay Club’s LLC operating 

agreement prohibited the bankruptcy filing and that Bay 

Club’s manager was not authorized to file for bankruptcy 

absent approval of 100% of the LLC members.  Trail 

Ranch joined Legg Mason’s motion to dismiss. 

Legg Mason Has A Leg To Stand On 

Bay Club argued that Legg Mason, as a creditor, lacked 

standing under section 1109(b) of the Bankruptcy Code to 

prosecute its motion to dismiss the case.  The Bankruptcy 

Court acknowledged that courts are split on whether 

creditors have standing to challenge corporate bankruptcy 

filings as unauthorized.  Some courts have held that 

section 1109(b)’s “expansive” language provides for 

standing (“[a] party in interest, including … a creditor … 

may raise and may appear and be heard on any issue in a 

case under this chapter”).  In contrast, other courts have 

held that creditors lack standing, based on a pre-

Bankruptcy Code Supreme Court decision in Royal Indem. 

Co. v. Am. Bond & Mortg. Co.,4 and based on such courts’ 

concern that creditors are seeking dismissal out of self-

interest and not the best interests of all creditors.  The 

Bay Club court observed that, in the Ninth Circuit, only 

those “who are directly and adversely affected 

pecuniarily” by an issue before the bankruptcy court have 

standing to challenge requested relief, citing the Ninth 

Circuit’s decision in Fondiller v. Robertson (In re 
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  289 U.S. 165, 171 (1933) (holding that creditors lack standing 

to challenge an adjudication entered upon a voluntary 

bankruptcy petition on the grounds that such petition violated 

shareholders’ rights). 

Fondiller),5 which held that an insolvent debtor does not 

have standing to appeal order affecting the size of his 

estate because such order would not diminish debtor’s 

property or affect his rights. 

Applying the plain language of section 1109(b) and the 

Fondiller standard, the court found that Legg Mason, as 

the primary (and possibly only) secured creditor, had “a 

direct pecuniary interest” in whether Bay Club can 

proceed in chapter 11 and concluded that it had standing 

to prosecute the motion to dismiss. 

Bay Club Sails Into Bankruptcy 

Turning to the prepetition waiver of the right to file a 

bankruptcy case, the Bankruptcy Court commented that 

the Ninth Circuit “has been very clear” that such waivers 

are unenforceable as a violation of public policy.  Without 

such a rule, creditors likely would always require debtors 

to waive their bankruptcy rights.  According to the court, 

the fact that the bankruptcy waiver was contained in the 

operating agreement, as opposed to the loan agreement, 

was a “cleverly insidious” “maneuver of an ‘astute 

creditor.’” The court held that the provision is 

unenforceable as a matter of public policy. 

Next, after holding the bankruptcy waiver unenforceable, 

the court turned to the question of whether Bay Club’s 

chapter 11 filing was authorized.  Referring to the 

manager’s broad authorities in the operating agreement, 

the court concluded that the manager’s attempts to seek 

approval from all members was merely an effort to avoid 

disputes such as the motion to dismiss, but it did not 

detract from the manager’s powers to “take all actions 

necessary to further the business interests of Bay Club.”  

In denying the motion to dismiss, the court held that the 

manager had the authority to commence Bay Club’s 

chapter 11 case and that the case was properly 

authorized. 

Conclusion 

Courts are wavering on bankruptcy waivers!  Bay Club 

Partners reminds us that some “bankruptcy remote” 

provisions carry a not-so-remote risk that the court will 

find the provision unenforceable and contrary to public 

policy.  Although the case contributes to the dialogue on 

bankruptcy waivers, it likely is not the last word.  What 

                                                             
5
 707 F.2d 441, 442 (9th Cir. 1983). 
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bankruptcy waiver provisions are reasonable?  Where is 

the line between legitimate creditor protection and a 

violation of public policy?  Do small LLC’s and large 

companies face different rules?  Who has standing to 

enforce such provisions?  We will keep you informed of 

the latest developments. 
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