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Dear Reader,

The American Bankruptcy Institute Commission to Study the Reform of Chapter 11 released 
its long-awaited, much-anticipated Final Report and Recommendations on December 8, 2014. 
Since the release of the Report, the Weil Bankruptcy Blog provided our readers with summaries 
of the most interesting and important issues addressed in the Report.

The ABI Commission was established in recognition of the “general consensus among 
restructuring professionals” that the time has come to evaluate U.S. business reorganization 
laws as a result of numerous changes that have occurred since the Bankruptcy Code was 
enacted in 1978. Some of the changes cited by the ABI Commission include the following:

	 •		more	complex	corporate	structures	with	more	leverage	and,	in	particular,	secured	debt;

	 •		companies’	asset	values	driven	less	by	hard	assets	and	more	by	services,	contracts,	
intellectual	property,	and	other	intangible	assets;

	 •		greater	prevalence	of	multinational	operations;	and

	 •		changed	composition	of	creditor	classes	in	light	of	claims	trading	and	derivative	products.

The Commissioners, composed of some of the most prominent insolvency and restructuring 
professionals in the United States, undertook a three-year process that involved numerous 
meetings, the establishment of advisory committees, public field hearings, and substantial 
deliberations. According to the ABI Commission, no topics were off-limits, and a substantial 
reevaluation of the Bankruptcy Code was not only permitted, but encouraged. After the various 
advisory committees submitted comprehensive proposals based upon two years of research, 
analysis, and discussion, the ABI Commission prepared what is, in effect, a magnum opus directed 
to the industry and to Congress in support of meaningful reform of the current Bankruptcy Code. 
Notably, in proposing reforms to chapter 11 of the Bankruptcy Code, the ABI Commission 
necessarily included substantial analysis of, and proposals for, the other chapters of the 
Bankruptcy Code, insofar as they bear a material effect on the chapter 11 process.

Although the Report itself did not effect any specific changes to the Bankruptcy Code, only time 
will tell what, if any, action will be taken by Congress in response to this carefully crafted report.

Around the same time as the release of the Report, with the sudden downturn in oil and gas prices 
in the fourth quarter of 2014 and first quarter of 2015, the restructuring world (and the Weil 
Bankruptcy Blog)	turned	their	eyes	towards	a	sector	that	had	experienced	unprecedented	stability	
for nearly half a decade. The Weil Bankruptcy Blog responded with a series of posts, titled “Drilling 
Down,” intended to help restructuring professionals better understand the unique challenges that 
arise when oil and gas law meets bankruptcy law. The four-part series provided an industry 
overview, discussed how specific oil and gas interests were treated in bankruptcy, considered the 
ability to assume or reject oil and gas leases under section 365 of the Bankruptcy Code, and 
looked at the unusual issues surrounding oil and gas leases on the Outer Continental Shelf.

We hope you continue to turn to the Weil Bankruptcy Blog as your primary resource for the 
most cutting-edge issues in restructuring and bankruptcy. Enjoy the Review.

Debra Dandeneau 
Stephen Youngman 
Ronit Berkovich 
 
July 2015

Debra Dandeneau 
Founding Editor

Stephen Youngman 
Editor

Ronit Berkovich 
Editor
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ABI Chapter 11 Reform 
Commission Series 
The bankruptcy world received an early Chrismukkah 
present when the American Bankruptcy Institute 
Commission to Study the Reform of Chapter 11 released 
its Final Report and Recommendations on December 8, 
2014.  Here are the Weil Bankruptcy Blog’s reactions to 
some of the most interesting and potentially game 
changing topics, including Plan Confirmation and Exit 
Strategies, Valuation Issues, and Cramdown Interest 
Rates and Financing.  Consider this the Weil Bankruptcy 
Blog’s report on the Final Report and Recommendations. 
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Oversight of the Case (Part I) 
Katherine Doorley 

Like many of our readers, we at the Bankruptcy Blog 
spent our holiday breaks curled up with our copies of the 
American Bankruptcy Institute Commission to Study the 
Reform of Chapter 11 Final Report and Recommendations, 
which by now are quite dog-eared. For those of you who 
had more exciting plans and (still nursing your eggnog 
hangovers?) have only a vague recollection of what we 
are talking about, we refer you to our post announcing the 
release of the report on December 8, 2014. In this post, we 
discuss some of the more interesting findings and 
recommendations relating to the first topic tackled in the 
report, the less-exciting, but nevertheless important, topic 
of management and oversight of chapter 11 cases. See 
Section IV. A.1 -8. In Part 2, we will discuss the somewhat 
more controversial issues relating to professionals and 
compensation. 

Debtor in Possession Model 

Not surprisingly, the ABI Commission recommended 
keeping the debtor in possession model, where a debtor’s 
prepetition board and management continue to run the 
company in chapter 11 and retain the powers of a 
trustee—a feature of chapter 11 that has been the envy of 
distressed companies around the world. It also decided 
not to recommend creating a new fiduciary standard 
under federal bankruptcy law for the board and officers 
who manage a business in chapter 11 and instead 
recommended that those fiduciaries should remain 
subject to state law fiduciary duties. 

Trustees 

The ABI Commission determined that the current grounds 
for the appointment of a chapter 11 trustee in section 
1104(a) should be retained, because the current 
framework strikes an “appropriate balance” between the 
benefits and drawbacks of appointing a trustee. Noting the 
seeming rareness with which chapter 11 trustees are 
appointed, however, the ABI Commission thought it was 
advisable to encourage parties to seek the appointment of 
a chapter 11 trustee more often by formalizing a lower 
burden of proof for such motions—the lower 
“preponderance of the evidence” standard rather than the 

“clear and convincing evidence” standard. This change 
would also resolve a split in the courts. 

The ABI Commission also concluded that the general 
framework for the U.S. Trustee selecting a trustee 
pursuant to section 1104(d) should be retained, but that 
the rarely used ability to select a trustee through election 
at a meeting of creditors under section 1104(b) should be 
deleted. The Commission did suggest changes to the 
Bankruptcy Code relating to the court’s approval of the 
person selected to serve as trustee including specifying 
clearer and more specific grounds for disapproval and 
providing a process for parties to object to the selection of 
the trustee. 

The ABI Commission further proposed that a chapter 11 
trustee should retain its powers to act for the estate 
under section 1106 without the consent of the debtor’s 
board, management, or shareholders. It also 
recommended that section 1121(c)(1) be deleted so that 
the appointment of a chapter 11 trustee does not 
automatically terminate the debtor’s exclusivity to file, or 
the time to solicit acceptances of, a plan of reorganization. 
Instead, the exclusive periods should be preserved solely 
for the benefit of the trustee. 

Examiners and Estate Neutrals 

Examiners have played an important role in some of the 
largest chapter 11 cases, including Lehman Brothers, 
ResCap and Dynegy. When appointed, these neutral 
parties are given a mandate by the bankruptcy courts to 
examine and investigate a wide range of claims and 
issues, and their reports have the potential to drive plan 
negotiations and settlements. They also come at a cost. 
With those thoughts in mind, the ABI Commission 
proposed eliminating the concept of examiners under 
section 1104(c) entirely and replacing it with a more 
flexible court-appointed “estate neutral” in situations 
where a bankruptcy court determines that cause exists or 
the best interests of the estate would be served by such 
appointment. This would also mean eliminating the 
mandatory appointments of examiners, which the 
Bankruptcy Code seemed to mandate in certain situations, 
much to many parties’ (and often courts’) chagrin. The 
estate neutral would be selected by the U.S. Trustee and 
approved by the court in a similar manner to chapter 11 
trustees. The order appointing the estate neutral (or 
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estate neutrals) would specify the scope of each estate 
neutral’s duties and the duration of the appointment, but 
an estate neutral would not be permitted to: (i) propose a 
chapter 11 plan for the debtor; (ii) act as a mediator in any 
matter affecting the chapter 11 case, unless such action is 
the primary purpose of the individual’s original 
appointment; (iii) initiate litigation on behalf of the debtor 
or the estate, unless such action is within the scope of the 
individual’s original appointment and the individual was 
not previously engaged to investigate or examine matters 
relating to the litigation or the debtor’s chapter 11 case; or 
(iv) operate the debtor’s business (with certain exceptions 
for smaller cases). 

The ABI Commission contemplated that the estate neutral 
would be appointed more frequently, and for a broader 
range of reasons, than an examiner. For example, the 
estate neutral could be appointed to further negotiations 
when parties are at an impasse. This recommendation 
was based on the Commission’s view that an estate 
neutral-like appointee would be the only party uniquely 
situated to provide an independent and neutral 
perspective in a case. This is in contrast to other parties, 
including the debtor, who have potentially diverging 
interests and may be motivated purely by self-interest. 
The ABI Commission determined that an estate neutral 
could therefore serve a useful role in facilitating dispute 
resolutions and reducing information asymmetries. 
Notably, the ABI Commission voted against 
recommending the concept of a “statutory reorganization 
executive,” who would be similar to an examiner with 
expanded powers or a court-appointed Chief 
Restructuring Officer. 

Statutory Committees 

One of the major changes in bankruptcy practice since the 
enactment of the Bankruptcy Code has been the increase 
in secured debt. In fact, oftentimes the fulcrum security is 
a secured debt instrument and unsecured creditors are 
out of the money. This situation has led some to question 
the mandatory appointment of an unsecured creditors’ 
committee in every case. Nevertheless, after considering 
other proposals, the ABI Commission ultimately 
concluded that the mandatory appointment of a 
committee of unsecured creditors in all cases (with some 
exceptions for smaller cases) should be retained. The ABI 
Commission did, however, recommend allowing a court to 

determine otherwise for “cause,” which would include 
circumstances where the appointment of a statutory 
committee would not be in the best interests of the estate, 
or where the interests of general unsecured creditors do 
not need representation in a case, for example where 
creditors are being paid in full or where unsecured 
creditors will not be receiving distributions (because they 
are “out of the money”). The ABI Commission additionally 
supported allowing the court sua sponte, the U.S. Trustee, 
or a party in interest to initiate a hearing to determine 
whether the appointment or continuation of an unsecured 
creditors’ committee would be in the best interests of the 
estate. 

Valuation Information Packages 

One of the more creative proposals in the “Oversight of 
the Case” section were those relating to Valuation 
Information Packages or “VIPs”—additional disclosures 
required by debtors. The ABI Commission recommended 
that debtors be required to compile (but not necessarily to 
file): 

(i) tax returns for the previous three years; 

(ii) annual financial statements for the prior three years; 

(iii) the most recent independent appraisals of any of the 
debtor’s material assets (including valuations of equity if 
available); and 

(iv) to the extent shared with prepetition creditors and 
existing or potential purchasers, investors or lenders, all 
business plans or projections prepared within the previous 
two years. 

The Report recommends that a list of this information be 
filed with the bankruptcy court in connection with any 
motion filed under sections 361, 362, 363, or 364 of the 
Bankruptcy Code or any chapter 11 plan filed within 60 
days after the petition date. This would essentially require 
almost all chapter 11 debtors to file such a list on or 
shortly after the petition date. 

Parties-in-interest would be able to request copies of the 
documents included in the VIP. To receive any information, 
however, the requesting party would need to execute a 
confidentiality agreement, and, to the extent that the VIP 
contains material, non-public information, agree to restrict 
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its trading activities in the debtor’s claims, interests, and 
equity. The debtor would also be able to redact or 
withhold information that would otherwise be included in 
the VIP to the extent that the debtor determines in good 
faith that such redaction is necessary to prevent harm to 
the estate. 

The ABI Commission reasoned that such additional 
disclosure regarding valuation may help reduce 
information asymmetries and allow parties in interest to 
make better-informed decisions regarding the impact of 
the debtor’s proposed exit strategy on their recoveries in 
the case. It also posited that such disclosures could 
facilitate more meaningful discussion regarding the 
debtor’s viable reorganization options earlier in the 
chapter 11 case. However, after balancing those benefits 
against concerns regarding protecting confidential 
information and chilling chapter 11 filings, the proposal 
would not require full disclosure of the information in the 
VIP in every case and provides other checks on parties’ 
ability to obtain and disclose the information. 

Conclusions 

Although the proposals discussed above may not cover 
the most enthralling of topics, such as financing 
requirements or the proper cramdown rate of interest, 
estate administration is nonetheless an important topic. 
While most of the ABI Commission’s recommendations 
are not drastic departures from current practice, the 
proposals related to the estate neutral and the VIP could, 
in our opinion, have an impact on bankruptcy practice. We 
have seen courts urge parties to use mediators and 
appoint independent directors with seemingly increased 
frequency lately, and it may be that the estate neutral 
could fill a similar role. Given how often valuation appears 
to be an issue in chapter 11 cases, having the information 
in a valuation information package available to interested 
parties could play an important role early in chapter 11 
cases and move cases along more quickly if it avoids time-
consuming and extensive discovery. It remains, of course, 
to be seen if Congress will adopt any of these 
recommendations and we here at the Bankruptcy Blog 
will be sure to keep you updated. 
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Oversight of the Case  
(Part II, Professional and 
Compensation Issues) 
Katherine Doorley 

As part of the Weil Bankruptcy Blog’s series on the ABI 
Commission Report, we discussed1 the ABI Commissions’ 
recommendations on management and oversight of cases 
in chapter 11. In this entry we turn to the often debated 
topic of professional fees and the costs of complex 
chapter 11 cases. 

Professionals and Compensation Issues 

The ABI Commission made several proposals concerning 
“nonbankruptcy professionals,” defined as professionals 
who do not work on matters that affect the rights of 
creditors and other stakeholders in the estate and do not 
address the claims of these parties or the allocation of 
estate assets. These are professionals the debtor 
company would likely have retained even if the debtor had 
not filed for, or been preparing to file for, chapter 11. 
Currently, such professionals are generally retained as 
“ordinary course professionals” and have their fees 
subject to outside limits for both monthly periods and the 
case as a whole. If an ordinary course professional 
exceeds those caps, the debtor generally is required to 
seek to retain the professional under section 327 of the 
Bankruptcy Code, and the professional is then subject to 
the same fee application requirements as estate 
professionals. 

The ABI Commission recommended that the Bankruptcy 
Code be amended to specifically provide that only chapter 
11 professionals, and not nonbankruptcy professionals, be 
subject to the retention and compensation standards of 
sections 327 and 330 of the Bankruptcy Code. The 
Commissioners did not believe that the services provided 
by nonbankruptcy professionals and the typical 
compensation provided to those professionals warranted 
the time and expenses associated with complying with 
sections 327 and 330. Recognizing, however, that the 
work of nonbankruptcy professionals could potentially 
have an impact on the value of the estate or the debtor, 

                                                             
1 See ABI Chapter 11 Reform Commission Series: Oversight of the 
Case (Part I) dated January 8, 2015 on the Weil Bankruptcy Blog. 

the ABI Commission would continue to require disclosure 
of the name of and nature of services provided by each 
nonbankruptcy professional. Parties in interest would also 
have an opportunity to object to the classification of a 
professional as a nonbankruptcy professional. 

The ABI Commission also recommended that 
professionals retained by the debtor or any statutory 
committee should not be considered fiduciaries of the 
estate; rather, they owe fiduciary duties to their respective 
clients. 

Finally, the ABI Commission considered whether 
professionals retained by secured creditors or ad hoc 
committees and whose fees are paid by the chapter 11 
estates should have their professional fees and expenses 
subject to the fee application process. The Commissioners 
ultimately concluded that, while these professionals 
should not be subject to the formal fee application 
process, their fees should be subject to the same 
reasonableness standard of section 330(a) of the 
Bankruptcy Code as the fees of other professionals. 

The ABI Commission supported codifying the Barton 
doctrine, which stems out of the case of Barton v. 
Barbour,2 where the U.S. Supreme Court confirmed the 
“general rule that before [a] suit is brought against a 
receiver leave of the court by which he was appointed 
must be obtained.” Courts have subsequently extended 
the Barton rule to other officers of the court, including 
trustees in bankruptcy. The Commission would clarify its 
scope and application to trustees, estate neutrals, and 
statutory committees and extend the Barton doctrine to 
any professionals retained by any trustee, estate neutral 
or statutory committee or its members, to the extent that 
the litigation involves the professionals’ representation of 
such party in a fiduciary capacity. 

Costs in Chapter 11 Cases 

Attorneys’ fees and costs of large chapter 11 cases have 
been reported on and criticized in the media and 
elsewhere.3 Indeed, last year the U.S. Trustee released 
newly revised fee guidelines, as an effort, at least in part, 

                                                             
2 104 U.S. 126 (1881). 
3 See, e.g., “$1,000/Hour Bankruptcies: Attorneys Justify Their 
Fees,” Jacqueline Palank, Wall Street Journal (June 3, 2012); 
“Time for a Fresh Approach to Bankruptcy Fees,” Stephen J. 
Lubben, Dealbook: New York Times (January 20, 2012). 
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to control fees and provide for additional disclosure in so-
called “mega cases.”4  The ABI Commission 
acknowledged that the cost associated with chapter 11 
and the desires to make the chapter 11 process more 
efficient and cost-effective were among the “central 
themes” of the Commission’s process. 

The Report notes that several of the other reforms 
suggested by the ABI Commission would serve to improve 
the efficiency and certainty of the process, reducing 
litigation and likely decreasing costs. These include 
recommendations that would resolve court splits, the 
requirement to disclose valuation-related information 
earlier in the case, a clearer set of rules governing the 
sale of substantially all of a debtor’s assets, the 
elimination of the need to have an impaired accepting 
class, and the refinements to the absolute priority rule (all 
of which we will, of course, be discussing in future Weil 
Bankruptcy Blog entries). 

One reform the ABI Commission rejected (for which 
bankruptcy professionals are grateful) is a return to the 
“economy of administration” standard under the former 
Bankruptcy Act, which many believe kept the “best and 
brightest” out of the profession and led to the 
characterization of bankruptcy professionals as “second 
class citizens.” The ABI Commission also considered, but 
failed to adopt, a formal process to review the results 
achieved by professionals when determining final fees and 
expenses (for example a process that would enhance fee 
awards for exceptional results and reduce compensation 
in the event of certain inefficiencies or outcomes). 

Dovetailing another current “hot topic” in today’s legal 
market, the ABI Commission did agree that professionals 
could develop more cost-effective ways to provide 
services, including moving away from hourly billing to 
alternative fee arrangements to the traditional lodestar 
method, such as fixed-fees for certain tasks, contingent 
fees, or flat-rate fees. To that end, they proposed that 
Congress amend sections 328 and 330 to clarify that 
alternative fee arrangements based in whole or in part on 
non-hourly billing models are permitted and subject to 
review solely under section 328. Professionals, however, 
would bear the burden of proving by a preponderance of 

                                                             
4 See Department of Justice Issues New Fee Guidelines for 
Professionals in Larger Chapter 11 Cases dated June 14, 2013 on 
the Weil Bankruptcy Blog. 

the evidence that the arrangement is reasonable, has 
been thoroughly reviewed with the client, and is 
reasonably likely to be beneficial to the estate. The 
Commission concluded that any proposed alternative fee 
structure should be approved by the court at the 
beginning of the case or the engagement to give the 
professional and all parties in interest the comfort that 
the fee arrangement would not be overturned. 

Conclusion 

Overall, despite the issue being an important component 
of the Commission’s work, the Commission did not 
recommend drastic changes to the Bankruptcy Code on 
the issues of professionals and costs. Professional fees 
and administration costs will likely remain areas of 
heightened scrutiny so long as large chapter 11 cases are 
being filed. It remains to be seen, even if the ABI 
Commission’s recommendations are adopted by 
Congress, what, if any, changes will actually be adopted 
by the market on the issue of professional fees, including 
whether more professionals make the switch to various 
alternative fee structures. 
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Claims Trading 
Brian M. Wells 

As our loyal readers know, the Weil Bankruptcy Blog is 
running a series of posts discussing the various interesting 
topics covered in the American Bankruptcy Institute 
Commission to Study the Reform of Chapter 11 Final 
Report and Recommendations. In this installment, we 
cover the Commission’s review of rules relating to claims 
trading – discussed in section VI.D. of the Report.  

Claims trading is a hot topic. The claims trading industry 
has been growing exponentially in recent years. Indeed, 
the Report notes that in 2012, amid a slowdown in large 
corporate chapter 11 cases, distressed investors still 
bought and sold more than $41 billion in bankruptcy 
claims. With an inevitable change in the economic cycle 
on the horizon (and perhaps even closer for the currently-
troubled oil and gas industry), any changes to rules 
governing claims trading will be of interest for a large – 
and growing – audience. 

So what did the Commission recommend on this 
important topic? Well, nothing. The Commission, which 
focused primarily on disclosure, did not suggest any 
material changes to the claims trading disclosure 
requirements. As discussed below, this recommendation 
of no change is significant. 

The Commission pointed to two relevant rules relating to 
claims trading and disclosure: Bankruptcy Rules 3001(e) 
and 2019. The Commission observed that these rules 
serve somewhat cross purposes. Rule 3001(e) governs 
the mechanics of filing and preserving transferred claims. 
It was designed to limit the court’s role in adjudicating 
claim transfer disputes and, incidentally, limits the 
information disclosed when claims were transferred. 
Indeed, a predecessor rule required a transferor to divulge 
the consideration received for their claim, which, from the 
perspective of a trader, would be highly sensitive 
information for various reasons and may serve to chill 
trading in claims. Rule 2019, on the other hand, mandates 
certain disclosures be made in bankruptcy cases by 
holders acting in a coordinated group or through an ad hoc 
committee, which frequently, but not always, include 

claims purchasers. Recent amendments to Rule 2019 
increased the disclosure required.1 

The Commission considered the arguments on both sides 
of the question of whether claims trading is overall a good 
or bad thing. Critics took the view that claims trading 
destabilizes reorganization efforts, depresses the value of 
a debtor’s estate, and provides arbitrage and takeover 
opportunities for investors at the expense of other 
creditors. Proponents pointed out that claims trading 
creates liquidity and can provide reluctant creditors a way 
to exit the case, encourages the consolidation of claims 
against the debtor in a way that facilitates negotiations 
and a consensual plan, and increases access to DIP and 
exit financing by encouraging well-capitalized investors to 
participate in the restructuring process. 

Although the Report notes that the Commissioners were 
of varying views on this issue, the Commission agreed that 
the robust secondary market for claims trading enhances 
liquidity opportunities for debtors and creditors, and thus 
“perceived little benefit to increased regulation of claims-
trading activities” in general. 

For example, the Commissioners considered whether it 
would be favorable to require claim purchasers to 
disclose the price they paid for claims. Noting the 
common view on the Commission that the price paid for a 
claim is irrelevant to its substantive and economic merits, 
and the ability for the court to sanction inappropriate 
conduct through equitable subordination and vote 
designation, the Commission came out in favor of the 
status quo—recommending no changes to claim trading 
disclosure requirements. 

We learn from this that it’s not just the areas where the 
Commission recommended changes that are important; 
it’s also important to note where the Commission 
recommended no change. Those who invest in distressed 
debt (aka “claims traders”) often fear attack from the 
“haters” (my word) who may be resentful of their creative, 
and often aggressive, tactics. The Commission’s 
conclusions not to recommend increased regulation or 
disclosure will undoubtedly influence any future debate 

                                                             
1 The 2011 amendments to Bankruptcy Rule 2019 were 
discussed in blog posts It’s Here! The New Rule 2019  
Arrives dated November 30, 2011 and Creditor Cooperation  
and the New 2019: A Look at the Rule and the Usual Players 
dated December 1, 2011. 



 Weil Bankruptcy Blog 2015 First Quarter Review 

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

on these issues and any further attempt to amend the 
Bankruptcy Code or Bankruptcy Rules to address them. 
Thus, distressed debt investors can count this one as a 
win in their column. 

That being said, the Commission did recommend a 
strident change in the law of vote designation (to be 
explored on a later post), which in effect would allow a 
court to designate votes that are exercised “in a manner 
manifestly adverse to the economic interests of the other 
creditors in the class.” This, and many other changes, 
should be on the mind of claims traders, equity sponsors, 
and other investors with activist strategies. It also serves 
as a reminder that understanding the implications of the 
Commission’s proposed changes on claims trading 
requires looking beyond the particular sections in which it 
is specifically addressed. Thus, those who want to have a 
voice in the debate over the future of claims trading in 
chapter 11 (or at least know where the debate is going) 
should be on the lookout for other posts in this series. 
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Venue and Core and  
Noncore Matters 
Kyle J. Ortiz 

In this installment of our series reviewing the Final Report 
and Recommendations of the American Bankruptcy 
Institute Commission to Study the Reform of Chapter 11, 
we review the Commission’s comments on (i) venue and 
(ii) core and noncore matters – discussed in sections IX.A 
and IX.B, respectively. Two topics that – in a notable 
departure from the majority of the Report – the 
Commission did not issue any recommendations for 
reform, but for quite different reasons in each instance. 
The Commissioners did not provide any recommendations 
regarding the venue statute because they were unable to 
reconcile their strong and disparate views on the topic. In 
contrast, the commissioners demurred, on the topic of 
core and noncore matters, in light of the current unsettled 
nature of the case law on the topic following the recent 
Supreme Court decisions in Stern v. Marshall and 
Executive Benefits Insurance Agency v Arkinson.1 

Venue of Chapter 11 Cases 

In their own words, the “Commissioners found [venue] 
issues among some of the most difficult and divisive 
issues considered during the Commission project.” As a 
consequence, the Commissioners “were unable to reach a 
consensus regarding whether reform of the venue statute 
was necessary or what potential reform might best serve 
the diverse interests in chapter 11 cases.” Thus, the 
Commissioners deviated from the standard format used 
throughout the Report, and, in lieu of issuing any reform 
recommendations, opted to provide just a summary of the 
competing research and deliberations on the topic. 

The primary disagreement between the Commissioners 
and in the literature they reviewed revolved around the 
statute’s permissiveness of venue choices based on (i) 
where the debtor is incorporated (See 28 U.S.C. § 1408(1)) 
and (ii) the “affiliate-filing rule” (which permits a debtor to 
file a case in a jurisdiction where an affiliate of the debtor 

                                                             
1 See Breaking News: Unanimous Supreme Court Closes 
Statutory Gap, Leaves Other “Core” Stern Questions For  
Another Day (Executive Benefits Insurance Agency v. Arkison) 
dated June 9, 2014 on the Weil Bankruptcy Blog. 

has previously filed a pending chapter 11) (See 28 U.S.C. § 
1408(2)), and the common reliance by debtors on one of 
those two grounds for jurisdiction to file cases in either 
the Southern District of New York or the District of 
Delaware. 

The Report noted that critics of the venue statute most 
frequently propose the elimination of venue choices based 
on the place of incorporation and on the affiliate-filing 
rule. These critics argue that under the current statute 
debtors often select venues that “bear no meaningful 
relationship to the business, its operations, its financial 
difficulties, or its stakeholders,” and that filing a case 
thousands of miles away from a debtor’s “management, 
employees, communities, and key constituencies, makes it 
difficult and expensive for these parties to participate in or 
even follow the chapter 11 case.” The Report notes that 
certain of the studies conducted on venue choices define 
venue selection based on the place of incorporation or the 
“affiliate filling rule” as “forum shopping.” 

Supporters of the existing venue statute, on the other 
hand, argue that the flexibility inherent in the current 
system allows debtors to choose jurisdictions “that will 
facilitate the most effective and value-maximizing 
reorganization.” Additionally, for large global businesses 
that are geographically diverse there may not be a 
“particular jurisdiction that is better or more convenient 
for the business and all stakeholders,” and, thus, without a 
true home jurisdiction, such debtors should be free to 
choose venues that have “expertise in complex financial 
and operational matters and have relatively efficient 
procedures for handling large cases.” 

Venue has been a contentious topic from the days of 
Enron and WorldCom through the recent venue dispute in 
Patriot Coal and the ongoing venue battle in Caesars, and, 
as the Commissioners’ disagreement makes clear, venue 
is sure to remain a hot button topic for the foreseeable 
future. This is, interestingly, notwithstanding that, 
according to the Report, relatively few motions to transfer 
venue are filed. 

Core and Noncore Matters in Chapter 11 Cases 

The Report’s section on core and noncore matters in 
chapter 11 cases should have a familiar ring to readers of 
the Weil Bankruptcy Blog as the issue has been 
extensively covered in our Stern Files series since the 
Supreme Court’s Stern v. Marshall decision upended the 
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core/noncore construct enacted as part of the Bankruptcy 
Amendments and Federal Judgeship Act of 1984. The 84 
Act itself was a response to another paradigm shifting 
decision from the Supreme Court, Northern Pipeline 
Constr. Co. v. Marathon Pipe Line Co., which struck down 
the Bankruptcy Act of 1978’s “broad jurisdictional 
provisions, asserting that the [78] Act unconstitutionally 
conferred Article III judicial power upon Article I 
bankruptcy judges.” 

The Report notes that the 84 Act divided bankruptcy 
matters into (i) core matters that are central to the 
bankruptcy (arising under title 11 or in a case under title 
11) and granted bankruptcy judges authority to enter final 
orders with respect to such core matters (See 28 U.S.C. § 
157(b)), and (ii) non-core matters (generally common law 
and other matters typically reserved for Article III judges) 
and limited – absent consent – bankruptcy judges’ power 
over such noncore matters. to proposing findings and 
conclusions for submission to a district judge for entry of a 
final order. See 28 U.S.C. § 157(c). Additionally, as the 
Commissioner’s note, “[u]ntil recently, it has been 
understood that affirmative consent of the parties allows 
bankruptcy judges to conduct trials and enter final orders 
whether or not a proceeding or matter is core or noncore.” 

As the Report notes, in Stern v. Marshall the Court 
questioned the constitutionality of the core/noncore 
scheme created under the 84 Act, holding that even 
though the 84 Act conferred statutory authority upon 
bankruptcy courts to enter final orders in connection with 
certain “core” claims (Stern specifically addressed state 
law counterclaims), bankruptcy courts may still lack the 
constitutional authority to do so if the matter is of the sort 
traditionally reserved for adjudication by an Article III 
tribunal. Although described by the Court as a “narrow” 
decision, Stern left the restructuring community reeling 
and spawned hundreds of litigations on a myriad of 
questions, including, “(i) whether bankruptcy judges are 
statutorily authorized under 28 U.S.C. § 157(c) to propose 
findings of fact and conclusions of law in core 
proceedings, and (ii) whether Article III allows a 
bankruptcy court to enter a final judgment on a Stern 
claim [statutorily core, but constitutionally noncore], with 
consent of the parties.” 

In June of 2014, the Court issued its Arkinson decision 
settling the first question above by holding “that the 
reasoning of Stern v. Marshall constitutionally prohibits a 

bankruptcy court from entering final judgment on a 
bankruptcy ‘related to’ claim (one deemed to be noncore); 
nevertheless, section 157(c) allows a bankruptcy court to 
issue proposed findings of fact and conclusions of law to 
be reviewed de novo by the district court.” 

As the Report notes, the Court has not yet heard oral 
arguments or issued a decision in Wellness Int’l Network v. 
Sharif, but there is wide expectation (and hope) that the 
Court will answer the second question above and 
“address the open issue of whether the bankruptcy courts 
can issue a final judgment in core matters where they lack 
constitutional authority . . . if the parties expressly 
consent.” 

In light of the current unsettled state of the law on the 
topic, the Commission did not take a stance on the issues 
currently before the Court but concluded that the 
“Commission and all those interested in the efficient 
operation of the U.S. bankruptcy system, look forward to 
further clarity with respect to the scope of the bankruptcy 
court’s authority to hear and finally determine 
bankruptcy-related issues.” That sentiment, at least, is 
something we can all agree on. 
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Avoidance Actions and  
Other Litigation Issues 
Yvanna Custodio 

In this installment of the Bankruptcy Blog’s series on the 
ABI Commission to Study the Reform of Chapter 11, we 
turn our attention to the recommendations and findings on 
the trustee’s avoiding powers (section V.C.), the standard 
for reviewing settlements and compromises (section V.G.), 
and the in pari delicto doctrine (section V.H.). 

Avoiding Powers 

The ABI Commission focused on two aspects of the 
trustee’s powers of avoidance under the Bankruptcy Code: 
the trustee’s ability to pursue preference claims under 
section 547 and to recover property involved in any 
avoided transfers (or the value of such property) under 
section 550. 

A preference is a transfer of property to or for the benefit 
of a creditor, made within 90 days of the filing of the 
bankruptcy petition by an insolvent debtor on account of a 
preexisting debt, which allows the transferee to receive 
more than it would have received in a chapter 7 
liquidation. A preference defendant can rebut the showing 
of a prima facie preference by establishing certain 
defenses. 

The Commission noted “strong frustrations with 
preference law” expressed during the various public 
hearings and the perception that preference law no longer 
equalizes distribution among creditors nor does it 
maximize estate value. Preference recoveries also often 
no longer go to benefit unsecured creditors, as secured 
creditors are frequently granted liens upon chapter 5 
avoidance proceeds or the recoveries pay administrative 
creditors of administratively insolvent estates. 

The Commission suggested codifying a standard requiring 
the trustee to “perform reasonable due diligence” and 
“make good faith efforts to evaluate the merits of the 
preference claim” before pursuing it. Moreover, the 
Commission recommended that the trustee be required to 
“plead with particularity factual allegations in the 
complaint that establish a plausible claim for relief” under 
the section in accordance with U.S. Supreme Court 
precedent. These recommendations sought to curb 

perceived abuses by trustees who pursue preference 
actions without the necessary diligence or who pursue the 
action merely to extract settlement payments. On the 
other hand, the Commission rejected certain proposed 
reforms that would have made it more difficult for a 
trustee to pursue preference claims, such as having a 
presumption in favor of the creditor that the prepetition 
transfer was made in the ordinary course of business, 
which a trustee would then have to rebut. 

To recover property subject of an avoided transfer, section 
550 requires the trustee to file an avoidance action prior 
to filing a recovery action, a process criticized as 
“cumbersome.” To remedy this defect, the Commission 
recommended amending the section so that the trustee is 
allowed to name an alleged subsequent transferee as a 
defendant in the original complaint of the underlying 
action. If the alleged subsequent transferee is not named, 
then the trustee should sue the subsequent transferee in 
the recovery action under section 550, with the 
subsequent transferee having the ability to raise defenses, 
including those relating to the original avoidance action. 

The Commission next tackled the extra-territorial 
application of section 550 and agreed that, although 
foreign subsequent transferees could be subject to the 
trustee’s avoidance powers, such powers must be 
balanced against principles of comity and whether the 
extra-territorial application is “reasonably necessary to 
protect the interests of the estate.” In arriving at this 
recommendation, the Commissioners acknowledged the 
need for a “delicate balance,” considering that foreign 
transferees may be unaware of any links to the debtor and 
may reasonably expect to be governed by the laws of their 
respective jurisdictions. 

Finally, on the issue whether the phrase “for the benefit of 
the estate” in section 550(a) should be interpreted broadly 
to include administrative claimants and equity holders, 
the Commission declined to limit the phrase to general 
unsecured creditors. Instead, the Commission “voted to 
endorse a broad interpretation of the term . . . to mean all 
parties with claims against, or interests in, the estate, 
including administrative claimants and old equity but not 
including claims of postpetition secured creditors.” 

Settlements and Compromises 

Rule 9019 of the Federal Rules of Bankruptcy Procedure 
allows the court to approve a compromise or settlement 
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upon motion and after notice and a hearing, but the rule 
lacks any criteria for approving the same. Responding to 
the absence of a standard in evaluating proposed 
settlements and compromises in both the Bankruptcy 
Code and the Bankruptcy Rules, as well as the silence on 
the timing of such compromises and settlements, the 
Commission acknowledged the need to codify the 
settlement approval process and the appropriate standard 
for review. After reviewing a range of approaches, the 
Commission opted for a “hybrid standard” requiring the 
settlement or compromise to be “reasonable and in the 
best interests of the estate.” 

In Pari Delicto 

The in pari delicto doctrine bars the cause of action of a 
plaintiff who acts in concert with the defendants or is 
otherwise involved in the wrongful conduct asserted. 
Under existing case law, the in pari delicto defense is 
available against a trustee or a debtor in possession. The 
Commission explored the implications of eliminating the 
in pari delicto defense in bankruptcy, with some 
Commissioners viewing the enforcement of the doctrine 
“as penalizing the debtor’s innocent creditors.” After 
considering both the practical implications and policy 
issues raised by the proposal (including the scenario in 
which the very same individuals who participated in the 
wrongdoing subsequently may be retained by the debtor 
in possession), the Commission recommended eliminating 
the in pari delicto defense against a trustee appointed 
under section 1104 of the Bankruptcy Code but could not 
reach a consensus on eliminating the defense with 
respect to other estate fiduciaries. 

Observations 

The recommendations of the Commission in this area are 
not particularly controversial and attempt to bridge gaps 
existing in the statute (in the case of settlements and 
compromises) or as a result of the evolution of bankruptcy 
practice (in the case of preferential transfers). Given the 
global nature of most large businesses, however, it will be 
interesting to see whether courts will adopt the standard 
enunciated by the Commission in connection with the 
extra-territorial application of section 550. Moreover, how 
courts will tackle the in pari delicto defense in light of the 
Commission’s recommendations will be another 
development worth noting. 
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Small and Medium Sized 
Debtor Enterprises 
Matthew Goren 

As a part of our coverage of the 2012-2014 Final Report 
and Recommendations of the American Bankruptcy 
Institute’s Commission to Study the Reform of Chapter 11, 
we’ve reported on a number of the Commission’s 
proposed revisions and reforms to the Bankruptcy Code, 
many of which (i.e., systemically important financial 
institutions, cross-border cases, DIP financing, etc.) 
primarily impact the traditional big players in large-scale 
or so-called “mega” chapter 11 cases that dominate the 
media headlines: companies with complex corporate 
structures and hundreds of millions of dollars on their 
balance sheets. The “one percenters” of chapter 11, if you 
will. But what about the little guy? What about the family 
owned businesses, the mom and pop stores, and the 
startup companies that form the “backbone” of the 
American economy? 

As noted in the Report, most business bankruptcies filed 
in the United States involve small and middle-market 
enterprises and, according to the U.S. Economic Census, 
companies with 50 to 5,000 employees account for more 
employment than those with over 5,000. Nevertheless, 
many practitioners believe for small and middle market 
companies, which are prone to preliminary setbacks and 
can be among the hardest hit in economic downturns, 
chapter 11 is now viewed as too slow and too costly to 
accomplish anything other than a liquidation or a going 
concern sale under section 363. Less experienced or 
financially sophisticated management teams, relatively 
smaller pools of assets and liabilities, and vested equity 
owners who may have either founded or managed the 
enterprise all present unique challenges to small and mid-
sized debtors looking to utilize chapter 11. Thankfully, the 
Commission has sought to address some of the 
dysfunctions that have evolved in the Bankruptcy Code in 
hopes of making chapter 11, once again, a practical and 
workable solution for rehabilitating small and mid-sized 
enterprises. 

 

 

 

Revenue of Debtors Filing for Bankruptcy in 2013 

 

 

 

 

 

 

 

 

Note:  Based on the New Generation data, 74% of companies that filed 
bankruptcies in 2013 had revenue below $1 million.  In addition, based on 
this same dataset, 90% of the companies that filed bankruptcy in 2013 
had 50 or fewer employees. 

Background 

Congress has previously attempted to address small 
business debtors, first in 1994 with the introduction of the 
small business election provisions to chapter 11, and 
again in 2005 with the BAPCPA amendments. Under 
these provisions, a debtor that met the definition of a 
“small business” (with certain exceptions, debtors with 
noncontingent liquidated secured and unsecured debts 
that do not exceed $2,190,000) was subject to certain 
mandatory provisions that were meant to fast track the 
small business debtor’s chapter 11 case. The 
amendments, among other things, established 
presumptive plan filing and confirmation deadlines, 
additional postpetition documentation requirements, and 
changes to the burden of proof for small business debtors. 
For example, pursuant to section 1121(e) of the 
Bankruptcy Code, a debtor in a small business case has 
the exclusive right to file a plan for the first 180 days of a 
chapter 11 case and is required to file a plan and 
disclosure statement (if any) within the first 300 days of 
the case unless the debtor has demonstrated by a 
preponderance of the evidence that it is more likely than 
not that the court will confirm a plan within a reasonable 
period of time. 

In the Report, however, the Commission notes that several 
witnesses have suggested that certain of the deadlines 
imposed by the BAPCPA amendments are particularly 
challenging and counterproductive for small business 
debtors. The Report further notes that several witnesses 
and commentators observed an increasing use of state 
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and federal law insolvency alternatives (i.e., state 
receiverships and assignments for the benefit of creditors) 
by small and middle-market enterprises, which the 
Commission viewed as subpar remedies that present an 
array of issues for debtors. In response to these issues, 
the Commission sought to reform chapter 11 for small 
and medium sized debtors in a manner that would 
(i) simplify the process, (ii) reduce costs and barriers, and 
(iii) provide tools to facilitate effective reorganizations for 
viable companies. With these objectives in mind, the 
Commission recommended the following reforms in 
Section VII of their Report with respect to small and 
medium-sized debtors. 

Discussion 

Definition of SMEs 

The Commission first recommends deleting the “small 
business case” and “small business debtor” provisions 
from the Bankruptcy Code in their entirety. In their place, 
the Commission proposes adding the defined term “small 
or medium-sized enterprise” or “SME.” According to the 
Report, an SME would be defined as a business debtor 
with (i) no publicly traded securities in its capital structure 
or in the capital structure of any jointly administered 
debtors, and (ii) less than $10 million in consolidated 
assets or liabilities. The definition of SME would not 
include a single asset real estate case. 

Any debtor that falls within this definition would receive 
automatic SME treatment while a debtor with more than 
$10 million in assets but less than $50 million may apply 
for recognition to be treated as an SME in its chapter 11 
case. According to the Report, the Committee observed a 
natural breaking point at the $10 million threshold in the 
data it examined and, when adjusted to exclude chapter 
11 filings for individuals and small public companies, the 
proposed SME standard would capture around 85 to 90 
percent of chapter 11 filings (see chart above). 

Oversight 

In most cases, the Bankruptcy Code establishes the U.S. 
Trustee and the committee of unsecured creditors as the 
“statutory watchdogs” in the case. Nevertheless, in many 
SME cases, the U.S. Trustee may not be able to appoint a 
creditors’ committee because creditors in such cases may 
not have claims large enough to warrant the time and 
money to actively participate in the case. In response, the 
Commission recommends that a creditors’ committee 

under section 1102(a) should not be appointed in an SME 
case unless requested by an unsecured creditor or the 
U.S. Trustee. Recognizing, however, that certain SME 
debtors may still require oversight to avoid drifting 
listlessly in chapter 11, the Committee recommends that 
the bankruptcy court sua sponte, the U.S. Trustee, the 
debtor in possession, or a party in interest should be able 
to request the appointment of an estate neutral1 that has 
the authority both to investigate and to advise the SME 
debtor in possession on operational and financial matters. 
Furthermore, the Committee recommends that an estate 
neutral, with court authority, could also assist an SME 
debtor in developing and negotiating its chapter 11 plan, 
which could provide a valuable resource to those SME 
debtors that may have inexperienced or less financially 
sophisticated management teams. 

Plan Timeline 

The Bankruptcy Code, as amended in 2005, requires that 
a small business debtor’s chapter 11 plan be confirmed 
within 45 days of its filing. The Commission, however, 
notes that several witnesses testified that this was nearly 
impossible for small business debtors to achieve and 
further notes that the Code’s other plan confirmation and 
solicitation deadlines (discussed above) create similar 
interpretive and practical problems for small business 
debtors. In working to strike a balance between the need 
to assess the viability of an SME debtor case early while 
still allowing viable SME cases a reasonable opportunity 
to succeed, the Commission recommends a mandatory 
requirement that the SME debtor file a timeline for filing 
and soliciting acceptances of its plan within 60 days of the 
petition date. According to the Report, the Commission set 
this deadline to allow time for the SME debtor to settle 
into the chapter 11 case, resolve any issues relating to its 
SME designation, and consult with any committee or 
estate neutral appointed in the case, but still allow the 
court time to develop deadline for the filing and 
solicitation of a chapter 11 plan consistent with other 
provisions of the Bankruptcy Code, such as the debtor’s 
exclusivity provisions under section 1121. 

Plan Content and Confirmation 

Perhaps the most sweeping proposal with respect to 
SMEs, to address the fact that many SMEs are family-
                                                             
1 See ABI Chapter 11 Reform Commission Series: Oversight of the 
Case (Part I) dated January 8, 2015 on the Weil Bankruptcy Blog. 
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owned businesses or businesses in which the founders are 
still actively involved, the Commission recommends 
creating an equity retention structure (“SME Equity 
Retention Plan”) that would appropriately align the 
interests of prepetition management and equity with the 
debtor’s reorganization and protect the interests of 
unsecured creditors, despite noncompliance with the 
traditional absolute priority rule. To accomplish this, the 
Commission recommends revising the Code to allow the 
prepetition equity owners of an SME debtor to retain or 
receive 100 percent of the voting interests in the 
reorganized debtor, subject to certain limited voting rights 
that would be afforded to unsecured creditors. Existing 
equity, however, would be entitled to receive no more than 
15 percent of the reorganized debtor’s economic interests. 
Under the SME Equity Retention Plan, general unsecured 
creditors would be granted preferred ownership interests 
that include limited voting rights on extraordinary 
transactions (i.e., voting rights with respect to changes in 
insider compensation, dividends, substantial asset sales, 
and amendments to organizational documents) and at 
least 85 percent of the economic ownership interests in 
the reorganized debtor. 

The Commission recommends that the creditors’ 
preferred interests would mature after four years, at 
which time such interests would convert into 85 percent 
of the common stock of the reorganized debtor, unless 
redeemed in cash on or before the maturity date. In order 
to provide cash dividends to unsecured creditors prior to 
maturity of the preferred interests, the Commission 
recommends that a provision be added in the chapter 11 
plan that directs the reorganized SME debtor to pay its 
excess cash flows to holders of unsecured claims on at 
least an annual basis. In addition, to satisfy the 
requirements of an SME Equity Retention Plan, prepetition 
equity must commit to support the chapter 11 plan, the 
debtor’s emergence from chapter 11, and its post-
confirmation operations. 

According to the Report, the Commission believes that 
under this structure, “both prepetition equity security 
holders and unsecured creditors have incentives to foster 
a sustainable and profitable reorganized business.” 

Conclusion 

Recognizing that “one-size fits all” is rarely the best 
approach, the Commission has recommended sweeping 
reforms to the Bankruptcy Code meant to address the fact 

that chapter 11 has become too costly and too slow to 
provide small and medium sized enterprises any 
meaningful chance of successfully reorganizing. These 
changes, which include changes to small business plan 
timelines, case oversight, and fundamental chapter 11 
plan structures, were meant to address the unique 
challenges that face small and mid-sized debtors. And 
perhaps now, finally, someone is looking after the little 
guy. 
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Shallow Harbors?  
An In-Depth Look at the 
Proposed Changes to the  
Safe Harbor Provisions 
Adam Lavine and Sunny Singh 

In section IV.E of its report and recommendations of 
reforms to chapter 11 of the Bankruptcy Code, the 
American Bankruptcy Institute Commission to Study the 
Reform of Chapter 11 (the “Commission”) considered 
changes to the Bankruptcy Code’s “safe harbor” 
provisions. Generally, the filing of a bankruptcy case 
immediately triggers the application of the automatic stay 
and other protections that prohibit collection efforts and 
the enforcement of contractual rights against the debtor, 
including contractual rights of termination. The 
Bankruptcy Code’s safe harbor provisions exempt (as their 
colloquial name implies) certain financial and derivatives 
contracts from sections 362 and 365(e)(1), which, 
respectively, impose the automatic stay and prohibit the 
enforcement of ipso facto clauses – i.e., a contractual 
clause that is triggered upon the debtor’s bankruptcy filing 
– to the extent those sections would prevent certain 
counterparties from exercising certain contractual rights 
to terminate, liquidate or accelerate safe harbored 
contracts. Additionally, the safe harbors prevent debtors 
from avoiding certain prepetition transfers made in 
connection with safe harbored contracts as preferential or 
constructively fraudulent. Generally, safe harbored 
contracts are swap agreements, securities contracts, 
forward contracts, commodities contracts and repurchase 
agreements. 

Since the 2008 financial crisis, the scope and application 
of the safe harbor provisions have been rigorously tested 
due to the failures of large financial firms such as Lehman 
Brothers, MF Global, Madoff and American Home 
Mortgage. With the benefit of this experience, the 
Commission proposes scaling back some of the safe 
harbors, while leaving certain safe harbors as is. The 
Commission indicates that its recommendations are 
generally guided by the original and familiar policy 
rationale underlying the safe harbor provisions: market 
stability.   The premise is that without the safe harbors, 
the insolvency of one commodities or securities firm 

allegedly would spread to other market participants and 
threaten the collapse of the relevant market. 

The Commission’s proposals – which are relatively 
moderate – regarding the safe harbor provisions can be 
summarized as follows (don’t worry, we do a deeper dive 
below): 

 Section 546(e) and Leveraged Buyouts: eliminate safe 
harbor protection for avoidance claims against a 
debtor's former equity holders who received the 
proceeds of a prepetition leveraged buyout (or LBO) 
investment, but only to the extent that such equity 
holders held privately issued securities. 

 Section 562 and "Commercially Reasonable 
Determinants of Value": refer to the prepetition 
contract for the definition of "commercially 
reasonable determinants of value" or, in the absence 
of such determinants of value, commercially 
reasonable market prices. 

 Mortgage-Related Repurchase Agreements: 
eliminate safe harbor protections for mortgage loans 
and mortgage-related securities, or, at a minimum, 
eliminate disguised mortgage warehouse facilities 
from safe harbors. 

 Walkaway Clauses: expressly declare walkaway 
clauses to be unenforceable to the extent they are 
safe harbored. 

 Temporary Stay of Safe Harbors: do not adopt short 
stay of enforcement of safe harbor rights in order to 
provide debtors brief opportunity to assume safe 
harbored contracts. 

 Ordinary Supply Contracts: expressly exclude 
physical supply contracts of nondealers, such as 
contracts for the supply of natural gas and 
electricity, from the safe harbors. 

Deep Dive 

546(e) and LBOs 

To illustrate the proposed changes to section 546(e) of 
the Bankruptcy Code, consider the following hypothetical 
of a typical LBO transaction, albeit a simplified one. A 
private equity firm approaches a privately owned company 
and offers to acquire the company. The privately owned 
company has just a handful of shareholders, all of whom 
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are company insiders. A deal is reached pursuant to which 
the private equity firm will finance the buyout of the 
insiders with a combination of significant debt placed on 
the company and a limited equity investment. Upon 
closing, the insiders exchange their shares in the company 
for a sizeable payment funded by the borrowed money 
and the equity investment. 

Soon thereafter, a downturn in the company’s business 
prevents the company from servicing its new debt 
obligations. The company commences a bankruptcy case. 
The chapter 11 debtor or trustee seeks to avoid the 
payments to insiders as fraudulent transfers and alleges 
that the LBO rendered the company insolvent. Under 
existing law, the payments made to the insiders would 
potentially fall within the safe harbor in section 546(e) of 
the Bankruptcy Code, which exempts “settlement 
payments” from avoidance actions that may be asserted 
under the Bankruptcy Code. 

The Commission proposes removing safe harbor 
protection for payments to the beneficial owners of 
securities in LBOs, but only in respect of privately issued 
securities. Thus, the payments to the insiders in the above 
hypothetical may be avoidable. Numerous courts have 
struggled to reconcile the plain language of section 
546(e), which does not distinguish between privately 
issued and publicly issued securities, with the purported 
policy rationale behind section 546(e): insulating the 
securities transfer system from avoidance actions so that 
a major bankruptcy does not negatively impact the 
functioning of the public securities markets. In light of this 
tension, this proposed change is hardly surprising. 

Section 562 and “Commercially Reasonable 
Determinants of Value” 

Section 562 governs the timing of the measurement of 
damages under safe harbored contracts. It provides that 
damages under a safe harbored contract shall be 
measured as of the earlier of the date that the debtor 
rejects the contract or the counterparty liquidates, 
terminates or accelerates the contract. If no 
“commercially reasonable determinants of value” exist as 
of that date, then damages are measured as of the 
earliest subsequent date or dates on which there are 
commercially reasonable determinants of value. 

The term “commercially reasonable determinants of 
value” is not defined in the Bankruptcy Code and may be 
critical to the measurement of damages arising under a 
safe harbored contract. In American Home Mortgage 
Holdings Inc., the Third Circuit addressed the 
circumstance where there may be more than one 
commercially reasonable determinant of value (see our 
coverage of the Third Circuit’s American Home decision).1  
In that case, the American Home debtors argued that even 
though market prices of a loan portfolio under a 
repurchase agreement may not have been commercially 
reasonable in late 2007, a discounted cash flow (or DCF) 
valuation was available and appropriate. Under DCF, the 
counterparty’s damages were substantially lower, 
resulting in a lower deficiency claim against the debtor, 
even though the counterparty could not recover that value 
in the market. The counterparty in that case argued that 
the loans must be valued as of the date the market or sale 
price for the loans was available. The Third Circuit sided 
with the debtors. 

The Commission questioned this result and proposes to 
define “commercially reasonable determinants of value” 
based upon the agreed-upon valuation methodology 
provided for in the parties’ contract, unless that 
methodology is manifestly unreasonable. If the contract is 
silent or provides for a methodology that is manifestly 
unreasonable, the Commission proposes that the assets 
should be valued as of the earliest date on which market 
prices are available. The Commission states that its 
proposal is grounded in policies of promoting market 
stability and respecting prepetition bargains whenever 
possible. 

Repurchase Agreements and Disguised Mortgage 
Warehouse Facilities 

Sections 555 and 559 of the Bankruptcy Code grant 
certain parties the ability to liquidate, terminate or 
accelerate “securities contracts” or “repurchase 
agreements,” and to enforce other remedies against a 
debtor (like setoff), without first having to seek relief from 
the automatic stay. Under existing law, these safe harbors 
apply to, among other types of contracts, mortgage loans, 

                                                             
1 See American Home Mortgage: Market or Sale Price Is Not the 
Only Determinant of Value Under Section 562 dated March 1, 
2011 on the Weil Bankruptcy Blog. 
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interests in mortgage loans, mortgage-related securities, 
and interests in mortgage-related securities. These 
mortgage-related contracts were afforded safe harbor 
protections pursuant to the 2005 amendments to the 
Bankruptcy Code. 

The Commission proposes removing these types of 
mortgage-related transactions from safe harbor 
protection. Alternatively, the Commission recommends 
that, at a minimum, Congress amend the Bankruptcy Code 
to explicitly exclude from safe harbor protection mortgage 
loan repurchase facilities that are essentially disguised 
mortgage warehouse facilities, which are not protected by 
the safe harbors. 

Under a typical mortgage warehouse facility, a mortgage 
originator borrows from a lender to finance mortgages, 
pledges those mortgages or other assets to the lender in 
exchange for the loan and then transfers the financed 
mortgages to a buyer or securitization pool.  The proceeds 
of these transfers are then used by the originator to repay 
the secured lender.  Recently, to obtain safe harbor 
protections under section 559 of the Bankruptcy Code, 
lenders and originators have begun to structure these 
secured financings as repurchase agreements.  That is, 
the originator (borrower) sells mortgages to the lender 
and agrees to repurchase those mortgages for a premium 
at a later date.  The borrower’s repurchase obligations are 
secured by the underlying mortgages. The mortgages are 
then sold to a securitization pool.  The proceeds of that 
sale are used to repurchase the mortgages from the 
lender and release the lender’s liens. 

By structuring the deal as a repo as opposed to a secured 
financing, the “lender” gains the protection of the safe 
harbors in the event that the originator files for 
bankruptcy before the mortgage is sold to the 
securitization pool. For example, under existing law, if an 
originator files for bankruptcy, the repo “lender” can 
immediately liquidate the mortgages that it holds and 
seek damages against the debtor for any deficiency. In 
contrast, under an ordinary warehouse mortgage facility, 
the secured lender must seek relief from the automatic 
stay to exercise remedies against the collateral, exposing 
itself to greater market risk if the value of the mortgages 
deteriorates while the lender is subject to the automatic 
stay. 

Commentators have questioned whether bankruptcy law 
should countenance the mass liquidation, termination and 
acceleration of mortgage-related contracts held by a 
debtor in the mortgage industry (such as a large 
originator). Commentators have alleged that mortgages 
are illiquid assets and, therefore, fall outside the main 
justification for the safe harbors: the preservation of 
liquidity in the financial markets. The Commission appears 
to have agreed and proposes to exclude such mortgage-
related contracts from safe harbor protection. 

Walkaway Clauses 

The Commission considered whether “walkaway” clauses 
in safe harbored contracts that allow the nondefaulting 
party to limit or avoid (i.e., walk away from) its 
performance obligations upon termination should be 
enforceable to the extent they are safe harbored. For 
example, the safe harbored contract may provide that a 
nondefaulting party is not required to make a termination 
payment to the defaulting party if the defaulting party has 
filed for bankruptcy. Naturally, these provisions, if 
enforceable, can have a significant impact on a debtor’s 
bankruptcy estate and could deprive it of enormous value. 
Not surprisingly, such clauses are not enforceable in 
contracts that are not safe harbored. 

The Bankruptcy Code does not specifically address the 
enforceability of walkaway clauses in safe harbored 
contracts, other than in the context of repurchase 
agreements under section 559. Although it is debatable 
whether walkway clauses are enforceable under the 
existing safe harbors (other than in the situation 
addressed in section 559 of the Bankruptcy Code), the 
Commission proposes to expressly preclude the 
enforcement of walkaway clauses in safe harbored 
contracts in chapter 11 cases. The Commission noted that 
other laws, such as the Federal Deposit Insurance Act, as 
well as the Orderly Liquidation Authority, which could 
apply to systemically important financial institutions, 
render walkaway clauses unenforceable. 

Temporary Stay of Safe Harbors 

The safe harbors’ exemptions from the automatic stay and 
ipso facto prohibitions typically result in the prompt 
termination of safe harbored contracts by counterparties 
upon a debtor’s bankruptcy filing or shortly thereafter. As 
a result, even if the debtor is “in the money” under the 
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contracts or may be able to continue to perform or assign 
the contracts, it rarely has the ability to assume, or 
assume and assign, its safe harbored contracts prior to 
their termination. Some commentators have argued 
against this result and in favor of a short stay — one to 
two business days — that would allow the debtor some 
ability to assume or assign its qualified financial contracts. 
This approach would be similar to the ones taken by the 
Orderly Liquidation Authority and the Federal Deposit 
Insurance Act, which briefly enjoin counterparties from 
terminating, liquidating or accelerating safe harbored 
contracts. 

After considering pros and cons, the Commission decided 
not to propose a similar stay in chapter 11. The 
Commission questioned the feasibility of a debtor 
reviewing and making assumption or assignment 
decisions in a meaningful manner in such a short time 
frame. On balance, the Commission concluded that 
imposing a stay of safe harbor protections would not 
enhance a debtor’s rehabilitation efforts sufficiently to 
outweigh the potential negative effect that could be 
caused to the markets by such a stay. 

Ordinary Supply Contracts 

According to the Commission, an ordinary supply 
agreement (e.g., a contract for the supply of natural gas or 
electricity in the ordinary course of business) could be 
drafted to meet the Bankruptcy Code’s technical definition 
of “forward contract” and/or “swap agreement.” Indeed, in 
2012, the Fifth Circuit held that a particular electric 
supply agreement was a “forward contract” and, as a 
result, protected the supplier from preference liability 
under the safe harbors. 

The Commission has recommended an amendment to the 
Bankruptcy Code to expressly exclude physical supply 
contracts of nondealers from the safe harbors. In 
proposing this recommendation, the Commission noted 
that such supply contracts fall outside of the public policy 
justification for the safe harbors: a desire to protect 
market stability. 

Conclusion 

Time will tell if these and other proposals by the 
Commission will make their way into the Bankruptcy 
Code. Although these recommendations would only very 

moderately improve the rights of most debtors vis-à-vis 
safe harbored contracts, we wouldn’t be surprised if 
lenders and financial institutions pushed back on these 
proposals in an effort to preserve every aspect of the safe 
harbors that currently benefit them. 
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Section 363 of the  
Bankruptcy Code  
(No More Quick Sales?) 
Doron Kenter 

“Don’t care how; I want it now.” 
– Veruca Salt, Willy Wonka and the Chocolate Factory 

 
We continue our series of blog posts on the Report of the 
American Bankruptcy Institute’s Commission to Study the 
Reform of Chapter 11 with a review of the Commission’s 
proposals regarding section 363 of the Bankruptcy Code, 
which deals with sales of some or all of the debtor’s 
property outside the ordinary course of business. 

The most interesting recommendations are those 
involving sales of substantially all of the debtor’s assets, 
which would be governed by a new provision, called 
“Section 363x,” and would be subject to a greater degree 
of scrutiny, longer timetables, and certain other 
requirements more commonly found in connection with 
confirmation of a plan of reorganization. The Commission 
was motivated by increasingly shorter timetables for 
section 363 sales, many of which are set at the insistence 
of a secured creditor credit bidding its debt, or by some 
other prospective purchaser or financer of a debtor’s 
chapter 11 case. The Commission’s proposed timetables 
and requirements seek to reintroduce the “breathing 
spell” that is a traditional goal of chapter 11 and to afford 
parties in interest (and competing bidders) a reasonable 
period of time to assess the proposed sale. 

Where sales of substantially all of a debtor’s assets are 
warranted, the Commission would still permit them to 
take place. But in proposing its changes to section 363, 
the Commission seems to be suggesting that rapid 363 
sales should not be a debtor’s only path, and that the 
Bankruptcy Code should encourage meaningful, well-
considered reorganizations pursuant to a plan of 
reorganization, or pursuant to a new “section 363x” sale 
bearing many of the hallmarks and protections of a 
traditional chapter 11 plan. Highlights of these changes 
and recommendations follow. 

Timing 

One of the major features of the ABI Report involves an 
attempt to afford a meaningful amount of time for a 

debtor and other parties in interest to assess the debtor’s 
situation and to make use of chapter 11 in the most 
productive way. Given recent pressure to effect quick (or 
nearly-immediate) sales of substantially all of a debtor’s 
assets and a wealth of data showing that chapter 11 cases 
are resolved much faster than was the norm even a 
decade ago, the ABI Report contemplates what is 
essentially a higher bar to sales of substantially all of a 
debtor’s assets in the first sixty days after a chapter 11 
filing. The ABI Report references certain purported 
potential negative consequences of such quick sales, 
including not facilitating a robust auction, not providing 
the debtor sufficient time to explore other restructuring 
alternatives, not providing a reasonable time to assess the 
likelihood that a market that had declined will rebound 
during the pendency of the debtor’s chapter 11 case, and 
the potential for insufficient notice and opportunity for 
parties to perform reliable asset valuations or assert 
meaningful objections. Because prospective purchasers 
(or lenders, or other parties in interest) may otherwise 
impose upon the debtor a requirement to obtain approval 
for a proposed sale within just a few weeks (or even within 
days, in some cases), the ABI Report proposes to bar 
these quick auctions and sales unless the debtor or a 
party in interest “demonstrates by clear and convincing 
evidence that there is a high likelihood that the value of 
the debtor’s assets will decrease significantly” within 
those sixty days. Thus, although quick sales are not 
banned (and may, in certain circumstances, be in all 
parties’ best interest), the Commission proposes to raise 
the bar, permitting those sales only in limited 
circumstances, and only when absolutely necessary to 
preserve “significant” value. 

Section 363x: The sale of substantially all of a 
debtor’s assets 

In attempting to avoid sub rosa plans, or other 
reorganizations that skirt the requirements generally 
imposed in the context of a plan of reorganization, the 
Commission proposed introducing a new “Section 363x” to 
govern the sales of substantially all of a debtor’s assets. 
Although other assets sales will continue be guided by the 
debtor’s business judgment, these “363x” sales would 
impose the following additional requirements: 

1. The sale must: 

a. Be in the best interests of the estate; 
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b. Comply with other applicable provisions of the 
Bankruptcy Code; 

c. Be proposed in good faith and not by any means 
forbidden by law; 

d. Satisfy in full allowed administrative expenses 
and certain other claims as contemplated in 
section 507(a)(2) and (3) of the Bankruptcy Code, 
unless the holder of such claim agrees otherwise; 
and 

e. Provide for the payment of all court and United 
States Trustee fees; 

2. Any reimbursements or payments of costs and 
expenses incurred in connection with the sale (for 
example, to the buyer’s advisors) must be subject to 
the approval of the bankruptcy court as “reasonable”; 

3. The proponent of the sale must: 

a. Provide adequate notice to all creditors and 
equity security holders who may be affected by 
any release or discharge in favor of the purchaser; 
and 

b. Comply with all applicable provisions of the 
Bankruptcy Code 

These requirements map closely onto much of section 
1129(a) of the Bankruptcy Code, the requirements to 
confirm a chapter 11 plan, but notably would not require 
the voting required for a chapter 11 plan. They 
nonetheless reflect an effort to ensure that those turning 
a company over to a new owner pursuant to a section 363 
sale do not use the bankruptcy process as a vehicle to 
obtain benefits for themselves without paying their way 
through the bankruptcy process, and do not attempt to 
extract inappropriate value from the debtor’s estate 
without sufficient notice or oversight. 

Because the chapter 11 plan process is a public one, and 
involves affirmative solicitation of all creditors, along with 
a court-approved disclosure statement setting forth 
“adequate information” for creditors to determine whether 
to approve the plan, it necessarily is a more public 
process. Moreover, chapter 11 plans are subject to 
approval or rejection by creditors. Even though a plan may 
still be confirmed if most (or, under the ABI Commission’s 
proposal, all) classes of creditors vote to reject the plan, 
the chapter 11 plan is still a widely disseminated 
document, and is subject to the heightened “cramdown” 

requirements in the event that it does not enjoy the 
support of all classes of creditors. On the other hand, the 
sale of substantially all of a debtor’s assets is subject to 
significantly less oversight and fewer procedural hurdles. 
In particular, such sales often provide for the 
reimbursement of fees and expenses incurred by the 
purchaser and for releases of claims against the 
purchaser or other favored parties, all without the 
procedural and substantive requirements otherwise 
imposed in connection with a chapter 11 plan. And in 
certain scenarios, a debtor may seek to use a section 363 
sale to shed all of its assets, leaving little or nothing for 
even the administrative expenses of running and closing 
the chapter 11 case. 

By requiring these affirmative showings from the debtor, 
the ABI Commission proposes to require the debtor to put 
forth sufficient evidence of its good faith that the proposed 
sale would benefit its estate, and to facilitate input from 
all parties in interest who might be affected by the 
proposed sale. Moreover, the ABI Commission seeks to 
ensure that value is not inappropriately extracted from the 
debtor’s estate solely to benefit the purchaser or other 
favored parties, at the expense of the debtor’s creditors 
and other parties in interest. 

Finality of Auctions 

As we’ve noted in previous posts, another “hot” issue in 
recent years turns on the finality of auctions in bankruptcy 
if new bids come in after the auction has been closed and 
a winner has been declared.1  On the one hand, if the new 
bid could bring in more value for the debtor’s estate, it is 
tempting to reopen the auction or to otherwise permit the 
new bid to be considered and accepted, even after the 
previously stated deadline. On the other hand, this 
approach could jeopardize the utility of all auctions in 
bankruptcy, if the “last and final” bid at an auction can be 
abandoned in favor of future higher bids. Indeed, there 
would be little incentive for bidders to place their highest 
and best offer at the appropriate time if the auction is not 
actually the time and place for determining a winning 
bidder. Reflecting the Commission’s concerns regarding 

                                                             
1 See 2014: Bankruptcy and Restructuring Annual Review dated 
December 19, 2014, Peanut Butter Maker Takes More Bread in 
363 Sale, Leaves Winning Bidder in a Jam dated April 11, 2014, 
and 363 Asset Sales: Recent Decision Says “It ain’t over ‘til it’s 
over” dated September 9, 2013 on the Weil Bankruptcy Blog. 
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the integrity of auctions in bankruptcy, the ABI Report 
proposes to prohibit courts from reopening an action 
“unless the court finds extraordinary circumstances or 
material procedural impediments (such as the lack of 
adequate notice or an improperly conducted sale process) 
to the auction process that may have had a material effect 
on the sale results.” To make matters even more clear, 
the ABI Report further states that the potential for a 
higher purchase price should not, alone, constitute 
extraordinary circumstances sufficient to overturning an 
otherwise final auction. 

Free and Clear Sales 

The ABI Commission would reaffirm the ability of a debtor 
to sell property “free and clear” of most interests under 
section 363(f) of the Bankruptcy Code (to the extent 
permitted by the U.S.) and adopt a broad definition of 
interest to include most claims, including generally 
successor liability claims. Excluded from these “free and 
clear” sales would be easements and other covenants 
that run with the land, environmental liabilities that run 
with the land, successor liability under federal labor laws 
(but not including certain other forms of successor 
liability), and competing or disputed ownership interests. 
Moreover, the ABI report recommended clarifying that 
“free and clear” sales not be permitted to frustrate state 
or federal police and regulatory power. Finally, the 
Commission recommended that sections 365 and 1113 
continue to govern disposition of a debtor’s executory 
contracts/unexpired leases and collective bargaining 
agreements, respectively. 

Credit Bidding 

The ABI Commission would also reaffirm a secured 
creditor’s right to credit-bid the value of its allowed claim 
in connection with a section 363 sale. The ABI 
Commission recognized that section 363(k) permits a 
court to limit credit bidding “for cause,” which some 
courts have interpreted to include scenarios in which 
(i) the court is concerned with the conduct of the secured 
creditor (for example, where the creditor undertakes an 
“overly zealous” strategy2) or (ii) the amount of the 
secured creditor’s claim is uncertain. In those scenarios, 
courts have been wary of allowing secured creditors to 
                                                             
2 See ABI Chapter 11 Reform Commission: Section 363 of the 
Bankruptcy Code (No More Quick Sales?) dated January 31, 2015 
on the Weil Bankruptcy Blog. 

credit bid their entire claim because such a bid could chill 
or even “freeze out” other competitive bidders by virtue of 
an inflated or misdirected bid. The ABI Commission 
recognized that all credit bids can chill competing bids, 
but concluded that any such chilling effect does not, by 
itself, yield sufficient “cause” for curbing a secured 
creditor’s right to credit bid up to the amount of its 
allowed claim. To encourage competitive bidding, 
however, the ABI Commission recommended that courts 
take steps to mitigate this chilling effect of credit bidding 
by ensuring that robust auction and sale procedures are 
proposed and approved in the chapter 11 case. 

Takeaways 

All of the ABI Commission’s recommendations reflect a 
keen awareness of the recent trends in chapter 11 in 
connection with section 336 sales of a debtor’s assets, 
and of the need to balance a meaningful and robust sale 
process with each party’s ability to exercise its rights vis-
à-vis the debtor and its assets. Although secured creditors 
and potential stalking horse bidders might lose some of 
the s leverage that they currently enjoy, the ABI 
Commission’s proposals would enable unsecured 
creditors and other parties in interest – who, in recent 
years, have lost a good deal of leverage in chapter 11 
cases – to more fully assess the chapter 11 case and to 
become heard and involved in protecting their own 
interests. More importantly, however, the ABI Commission 
seems intent on preserving the traditional hallmarks of 
the chapter 11 process by (i) affording debtors a 
meaningful breathing spell before a secured creditor or 
prospective purchaser can insist on a sale of substantially 
all of the debtor’s assets; and (ii) ensuring that auctions in 
bankruptcy and robust and reliable, even if adherence to 
bid and auction procedures deprives debtors in certain 
cases of their opportunity to take advantage of a late bid 
that might yield greater value for the estate. Although 
bankruptcy courts in certain circumstances might feel 
compelled to accommodate requests by debtors on their 
watch to accomplish a quick emergence from chapter 11 
or to entertain a late bid for the debtor’s assets, the ABI 
Commission would require courts to subject any such 
attempts to heightened scrutiny, and would force sale 
proponents to recognize that any deviations from the 
norm must be justified under the circumstances, and not 
simply the result of a potential purchaser’s unilateral 
demands. 
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Postpetition Financing I 
Gabriel A. Morgan 

This installment of the Weil Bankruptcy Blog’s series on 
the ABI Commission Report is the first of two posts that 
address the Commission’s recommendations relating to 
postpetition financing.   Part 1 covers the Commission’s 
recommendations with respect to adequate protection 
(Section IV.B.1 of the report) and Part 2 will cover the 
Commission’s recommendations with respect to certain 
controversial terms in postpetition financing agreements 
and the timing of approval for certain other financing 
terms (Sections IV.B.2 and IV.C.1 of the report). 

Adequate Protection – Valuation Standard 

Fittingly, the Commission started its discussion of 
adequate protection by addressing the issue it found to be 
“at the heart of the adequate protection determination”:  
Valuation. 

The Commission observed that section 361 of the 
Bankruptcy Code, which establishes the possible forms of 
adequate protection, does not provide a valuation 
standard by which courts should assess the sufficiency of 
such adequate protection.  Consequently, courts have 
adopted a variety of standards for this purpose 
(e.g., liquidation, going concern, and market values).  
To facilitate greater consistency, the Commission 
recommended the adoption of a single standard to 
determine whether a secured creditor’s interest in 
property of the estate is adequately protected. 

The Commission first considered using liquidation value 
as the standard, but rejected that approach as it generally 
produces a lower valuation, which would facilitate a 
debtor’s use of collateral but potentially reduce secured 
creditor recoveries in the case.  The Commission next 
considered using going concern value as the standard, but 
rejected that approach too as it generally leads to a higher 
valuation, which would provide greater protection to 
secured creditors (perhaps too much protection where the 
secured creditor does not have an interest in all of the 
debtor’s assets) but potentially reduce a debtor’s 
financing and reorganization options.  Finally, the 
Commission agreed that the appropriate standard was the 
“foreclosure value” of the secured creditor’s interest, 

which it defined as “the net value that a secured creditor 
would realize upon a hypothetical, commercially 
reasonable foreclosure sale of the secured creditor’s 
collateral under applicable nonbankruptcy law,” 
measured as of the time of the secured creditor’s request 
for, or parties’ agreement to provide, adequate protection.  
Foreclosure value, the Commission concluded, is the 
appropriate standard because it “is meant to capture … 
the value that a secured creditor’s state law foreclosure 
efforts would produce if the automatic stay were lifted or 
the bankruptcy case had not been filed.”  The Commission 
reasoned that the adoption of this standard is “an integral 
part of the delicate balance” that it sought to strike 
between the rights of secured creditors and the 
reorganizational objectives of the estate. 

The Commission, however, was careful to note the 
flexibility of section 506(a) and made clear that 
foreclosure value “should not necessarily determine the 
value of such collateral or the secured creditor’s allowed 
claim for other purposes in the chapter 11 case.”  As an 
example, the Commission noted its conclusion, presented 
elsewhere in the report, that a secured creditor is entitled 
to receive the “reorganization value” of its interest in the 
debtor’s property in the claims allowance and distribution 
process at the end of the case. 

Adequate Protection – Equity Cushion &  
Other Recommendations 

In the event a bankruptcy court determines that the 
hypothetical 363 sale of a secured creditor’s collateral 
would realize net cash value in excess of that collateral’s 
foreclosure value (a “value differential” in Commission 
parlance), the Commission recommended that the 
bankruptcy court should be allowed to find that the 
secured creditor is adequately protected “in whole or in 
part” by such value differential.  Although the Commission 
used the terms value differential and equity cushion 
interchangeably at least one time, the two terms appear 
to be distinguishable.  Whereas the Commission defined 
value differential to mean the difference between the 363 
sale value and the foreclosure value of collateral, an 
equity cushion is commonly defined as the difference 
between the value of collateral and the total amount of 
claims secured by that collateral.  Thus, a value 
differential could exist even though there is no equity 
cushion. 
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Where a value differential serves as adequate protection, 
the Commission would also have the adequate protection 
order include a provision that would compel the debtor to 
sell the collateral (unless the secured creditor elects 
otherwise) “if the debtor in possession’s reorganization 
efforts fail, or if the court subsequently finds cause that 
would support lifting the automatic stay with respect to 
the secured creditor’s collateral.”  The Commission added 
this protection to reflect “the reality that, if adequate 
protection is provided based on the reorganization value of 
the collateral, the secured creditor should have a means 
of realizing such reorganization value if adequate 
protection is subsequently proven to insufficiently protect 
the secured creditor’s interests.”  The Commissioners 
noted that secured creditors could potentially abuse this 
mechanic by impeding the debtor’s reorganization efforts 
to trigger their right to force a sale, but determined that 
such behavior is generally counterproductive for secured 
creditors and could be contained by the bankruptcy 
court’s enforcement of its order. 

In addition, the Commission recommended (i) that forward 
cross-collateralization (i.e., securing prepetition debt with 
postpetition assets) may be used to provide adequate 
protection, but only to the extent that such cross-
collateralization covers a decrease in the value of 
collateral as of the petition date, (ii) that a secured 
creditor should receive a priority claim under section 
507(b) of the Bankruptcy Code for the foreclosure value at 
the time of the request for adequate protection (and the 
Bankruptcy Code should be amended to overturn existing 
case law holding that a secured creditor must actually be 
provided with adequate protection to obtain the benefit of 
section 507(b)), and, finally, (iii) a prohibition on adequate 
protection in the form of a lien on, or any interest in 
(including a superpriority claim against), the chapter 5 
avoidance actions held by the estate or the proceeds of 
such actions, subject to an exception for superpriority 
claims under section 507(b) of the Bankruptcy Code. 

Adequate Protection – Observation 

Adopting a single valuation standard for determining 
adequate protection would promote consistency of judicial 
outcomes, which is generally beneficial to all parties in 
interest.  Whether or not adopting foreclosure value as 
that standard successfully strikes the “delicate balance” 
that the Commission sought is another matter.  

Foreclosure values are typically lower, which would make 
it easier for debtors to establish the adequate protection 
necessary to access secured creditors’ cash collateral and 
to secure postpetition financing on a priming basis.  Yet, 
this benefit for debtors may leave secured creditors worse 
off than they are today as they would invariably lose 
negotiating leverage early in the case and may risk 
diminished recoveries as debtors layer-on more senior 
postpetition debt. 

Depending on how the foreclosure standard is applied, 
prepetition lenders that took “blanket liens” to secure 
loans underwritten on the basis of the borrower’s revenue 
or cash flow may be at particular risk because the spread 
between the foreclosure value and the 363 sale value 
(i.e., the equity cushion/value differential) could be larger 
and, therefore, more easily primed.  But courts could also 
apply that standard to find that, under such 
circumstances, a “commercially reasonable foreclosure 
sale” would produce a valuation closer to a going concern 
value, providing more protection.  Moreover, to the extent 
that a secured creditor is adequately protected by the 
value differential/equity cushion, that creditor would be 
able to compel a sale if the debtor’s reorganization efforts 
“fail” or there is cause to lift the stay.  If, however, there is 
a significant amount of senior, priming debt that must also 
be repaid from sale proceeds, this protection may be cold 
comfort for a secured creditor. 

Additionally, easier access to cash collateral and 
postpetition financing on a priming basis may allow junior 
creditors or equity holders to extend postpetition financing 
(possibly on below-market terms) simply to extend the 
debtor’s chapter 11 case with the hope that market 
conditions improve to the point that their junior claims or 
interests are back in-the-money.  Should value continue to 
drop, the secured creditors would take the hit because 
junior claims or interests were already out-of-the-money.  
At the same time, because the secured creditor would be 
“adequately protected,” its cash collateral may also be 
used to pay the costs of restructuring.  In essence, junior 
creditors or equity holders can purchase a risk-free option, 
the costs of which are borne by the prepetition secured 
lenders.  Although this strategy is not new, it becomes 
much easier to implement if the Commission’s 
recommendations are adopted. 
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Adequate Protection – Market Perspective 

The Commission’s report was released on December 8, 
2014 and it didn’t take long for the secured lending 
community to voice concerns about the potentially 
negative consequences of the recommendations for 
postpetition financing.  The reaction was such that, on 
February 4, 2015, the co-chairs of the Commission, 
Messrs. Robert Keach and Albert Togut, issued a response 
(here) to a “minority of critics” and argued that “[t]he 
Commission’s recommendations, taken as a whole (rather 
than cherry-picked), are decidedly lender-friendly.” 

With respect to the recommendation on adequate 
protection, Messrs. Keach and Togut noted the “critical” 
distinction between foreclosure value and liquidation 
value and underscored the flexibility of foreclosure value, 
stating that: 

Depending on the scope of the secured lender’s rights in 
collateral and the types of collateral covered, “foreclosure 
value” could lie on a continuum between “forced-sale 
value” and going concern value (in the case of a creditor 
with an all assets lien on collateral located in a single 
state, for example). 

They went on to argue that the adoption of a valuation 
standard based on the amount a secured creditor would 
realize upon foreclosure under applicable non-bankruptcy 
law “is consistent with the entire purpose of adequate 
protection” because adequate protection is intended to 
protect a secured creditor from loss of value due to the 
stay on its right to foreclose under non-bankruptcy law.  
Therefore, adopting foreclosure value as the standard 
allows “the debtor to use cash collateral and/or to finance 
its case, while at the same time providing protection of the 
secured lender’s rights (and expected return) under state 
law.” 

Messrs. Keach and Togut further respond to critics by 
touting the Commission’s recommendations regarding a 
secured creditor’s right, under certain circumstances, to 
compel a 363 sale if adequately protected by an equity 
cushion/value differential and a secured creditor’s right to 
receive reorganization value up to the full amount of its 
allowed claim under a plan or 363 sale.  They argue that 
these “safeguards” ensure that secured creditors will not 
suffer diminished recoveries due to the Commission’s 

“proposed clarification” on the valuation standard 
adequate protection. 

The arguments put forward by the Commission, as further 
explained by Messrs. Keach and Togut, may have a certain 
intellectual appeal, but they do not necessarily support a 
conclusion that the Commission’s recommendations on 
adequate protection are “lender-friendly.”  The concerns 
raised above (and by secured lending community) likely 
remain and secured creditors should continue to be 
focused on the reform process as it develops. 
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Postpetition Financing II 
Gabriel A. Morgan 

This installment of the Weil Bankruptcy Blog’s series on 
the ABI Commission Report is the second of two posts 
that address the Commission’s recommendations relating 
to postpetition financing.  This post covers the 
Commission’s recommendations with respect to certain 
controversial terms in postpetition financing agreements 
and the timing of approval for certain other financing 
terms (Sections IV.B.2 and IV.C.1 of the report), while 
Part One covered the Commission’s recommendations 
with respect to adequate protection (Section IV.B of the 
report). 

Postpetition Financing – Controversial Terms 

When it came to postpetition financing, the Commission 
sought to preserve a “robust, competitive” market for 
postpetition financing while curtailing certain financing 
terms that the Commission believed to “overreach or 
negatively impact the rights of other stakeholders beyond 
the terms necessary to obtain postpetition credit in a 
particular case.”  To that end, the Commission made a 
number of recommendations with respect to specific 
terms that may be controversial but are commonly found 
in sophisticated postpetition financing agreements. 

First, the Commission recommended a prohibition on 
provisions that “roll-up” (or pay down) prepetition debt, 
unless the postpetition financing (i) is provided by new 
lenders that do not hold the prepetition debt affected by 
the provision, or (ii) repays the prepetition debt in cash, 
extends substantial new credit to the debtor, and provides 
“more financing on better terms” than alternative 
financing proposals.  In either scenario, the bankruptcy 
court must also find that the proposed postpetition 
financing is in the best interests of the estate.  Through 
this recommendation, the Commission sought to curb the 
practice of providing postpetition financing on terms that 
significantly improve the position of a prepetition secured 
creditor in exchange for nominal new credit. 

Second, the Commission recommended a prohibition on 
forward cross-collateralization (i.e., securing prepetition 
debt with postpetition assets), except in the context of 
adequate protection, and even then, only to the extent that 
such cross-collateralization covers a decrease in the value 

of collateral as of the petition date.  Although the 
Commission conceded that cross-collateralization “may 
serve valid interests that would benefit the estate,” it 
determined that the practice also resulted in 
“overreaching” and the “impermissible improvement of a 
prepetition lender’s position,” which it sought to curtail 
with its recommendation. 

Third, the Commission recommended a prohibition on 
granting postpetition lenders a lien on, or any interest in, 
the chapter 5 avoidance actions held by the estate or the 
proceeds of such actions.  The Commission’s 
recommendation was based on its review of the “original 
policies” for granting avoidance powers to the estate, 
including fair distribution, and its observation that 
avoidance actions and their proceeds are often “among 
the few unencumbered assets of a debtor’s estate and 
therefore may be the only resource available to repay 
unsecured claims.” 

Finally, the Commission recommended that provisions in 
prepetition intercreditor or subordination agreements that 
prohibit a junior secured creditor from extending 
postpetition financing to the debtor should be 
unenforceable, provided that (i) the postpetition financing 
provided by the junior secured creditor cannot prime the 
perfected security interests of the senior secured creditor, 
and (ii) if the bankruptcy court approves the junior secured 
creditor’s postpetition financing, then the senior secured 
creditor should have the option to match the terms 
offered by the junior secured creditor and to provide the 
financing in lieu of the junior secured creditor.  
Additionally, contractual provisions that would allow the 
senior secured creditor to recover damages for breach of 
contract relating to those provisions against the junior 
secured creditor under non-bankruptcy law for would also 
be unenforceable.  The Commission reasoned that this 
recommendation would facilitate the robust, competitive 
market for postpetition financing it sought to ensure for 
the benefit of all stakeholders because “[a]mong other 
things, this waiver often removes an interest and viable 
source of financing from the debtor’s pool of potential 
postpetition lenders, which may affect both the availability 
and terms of any postpetition financing for the debtor in 
possession.” 

Postpetition Financing – Timing for Approval 

The Commission also considered a longer list of specific 
financing terms that it found to be generally acceptable, 
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but inappropriate either in the first 60 days after a debtor 
files for chapter 11 or in an order authorizing postpetition 
financing on an interim basis. 

Specifically, the Commission recommended that 
bankruptcy courts should not approve postpetition 
financing that includes “milestones, benchmarks, or other 
provisions that require the trustee to perform certain 
tasks or satisfy certain conditions” within the first 60 days 
of a chapter 11 case.  The Commission elaborated on that 
phrase, explaining that it covers “tasks or conditions that 
relate in a material or significant way to the debtor’s 
operations during the chapter 11 case or to the resolution 
of the case,” and includes “deadlines by which the debtor 
must conduct an auction, close a sale, or file a disclosure 
statement and a chapter 11 plan.”  The Commission, 
however, expressly excluded from that phrase “payment 
of scheduled loan amounts, customary loan covenants, 
reporting requirements, ministerial tasks, or the debtor’s 
compliance with a budget, provided that the budget does 
not impose disguised milestones or benchmarks.” 

In addition, the Commission recommended that 
bankruptcy courts should not approve “permissible 
extraordinary financing provisions” in an interim order.  
The Commission defined the phrase “permissible 
extraordinary financing provisions” to include: 

(i) milestones, benchmarks, or other provisions that 
require the trustee to perform certain tasks or satisfy 
certain conditions [as defined above]; (ii) representations 
regarding the validity or extent of the creditor’s liens on 
the debtor’s property or property of the estate; or (iii) if 
some or all of the proposed postpetition lenders hold 
prepetition debt that would be affected by the postpetition 
facility, a provision that refinances prepetition debt with 
proceeds of the postpetition facility that is otherwise 
permissible under the principles relating to postpetition 
financing terms [as described above].” 

The Commission found that, although the foregoing terms 
may be appropriate in certain situations, such terms had a 
“potentially significant impact … on chapter 11 outcomes,” 
which necessitated clear and effective notice that could 
not be provided during the frenetic beginning of a chapter 
11 case.  In reaching its conclusions, the Commission 
interpreted data concerning cases subject to milestones 
and benchmarks to suggest that such provisions were 
usually a self-fulfilling prophecy (e.g., financing 
agreements with sale-oriented milestones were 

significantly less likely to result in a reorganization), which 
can put those provisions at odds with the reorganizational 
objective espoused by the Commission. 

Postpetition Financing – Observations 

As in the adequate protection context, the Commission 
again sought to strike a balance in its recommendations 
on the terms of postpetition financing.  On the one hand, 
the Commission clearly intended to place limits on 
financing terms that reduce a debtor’s restructuring 
options or negatively impact the rights of other 
stakeholders.  On the other hand, the Commission 
understood that such terms are often an incentive for 
lenders to extend necessary postpetition credit; although 
the Commission openly acknowledged a split within its 
membership on whether lenders needed these incentives 
to extend postpetition financing or would continue to lend 
without them. 

Notably, the Commission stopped short of recommending 
that secured creditors’ collateral be used to pay for the 
costs of administration or to guarantee some form of 
recovery for junior creditors (i.e., “pay to play”)—an idea 
that was  is anathema to the secured lending community.  
In a response (here) to criticism from the secured lending 
community, Messrs. Robert Keach and Albert Togut, the 
co-chairs of the Commission, took care to stress that the 
exclusion of a pay to play recommendation from the 
report reflects the Commission’s balanced approach.  
They explain that pay to play was rejected despite being 
“discussed at length at the Commission’s field hearings” 
because its “potential negative impact … outweighed the 
possible benefits achieved.”  Messrs. Keach and Togut 
also defended a “short moratorium” on provisions like 
milestones and benchmarks, arguing that, because of “the 
clear out for true emergencies, and the adequate 
protection requirements and attendant safeguards, 
secured party recoveries would not be diminished by 
these protections,” and “[w]hile there may be some delay 
in realization of recoveries, this modest delay is a small 
price to pay for better, fairer results.” 

Nevertheless, the Commission’s recommendations with 
respect to postpetition financing terms would, on their 
face, limit the protections available to postpetition 
lenders.  Moreover, these recommendations could also 
have a negative impact on prepetition secured creditors 
because their cash collateral may be accessed more 
easily on day one of the case (as explained previously) 
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even as they are forced to wait 60 days or longer for 
customary, “permissible” protections.  It is reasonable to 
expect that the loss of these protections would increase 
the cost of borrowing to account for the increased risk 
taken by secured lenders.  It is also possible that the 
increased risk will drive out certain lenders (for example, 
prepetition secured lenders subject to regulation), 
reducing available capital and leaving only those lenders 
willing to take on greater risk in pursuit of outsized 
returns.  Neither of these outcomes would further the 
debtor’s reorganizational objectives.  Nor would they 
further the Commission’s stated goal of preserving a 
“robust, competitive” market for postpetition financing.  
Thus, we can infer that the Commission was guided by the 
belief that it would be economically rational for 
prepetition and postpetition lenders to extend credit, even 
without certain of the protections they currently enjoy. 

Conclusion 

As the saying goes, “it takes money to make money.”  It 
also takes money to reorganize.  For a company in the 
throes of financial distress, postpetition financing can 
provide the liquidity necessary to fund continued operation 
and restructuring expenses.  It is not surprising, then, that 
certain data gathered for the Commission suggest that 
“the majority of debtors that enter into postpetition 
financing agreements do not liquidate, but rather 
reorganize.” 

This premise appears to have motivated the Commission 
as it crafted recommendations intended to facilitate a 
debtor’s rehabilitation either by increasing the ease with 
which a debtor may access postpetition financing 
(e.g., lowering the hurdle of adequate protection by 
adopting a foreclosure value standard) or by limiting the 
financing terms that inhibit or conflict with a debtor’s 
reorganizational objectives (e.g., prohibiting “milestones, 
benchmarks, or other provisions that require the trustee 
to perform certain tasks or satisfy certain conditions” 
within the first 60 days of the chapter 11 case).  It seems 
clear that the Commission’s recommendations, if adopted 
in their entirety, would significantly impact the reasonable 
expectations of borrowers and lenders alike.  We leave it 
to our readers, however, to debate whether the 
recommendations amount to much-need recalibration of 
leverage between a debtor and its lenders, unnecessary 
interference in the well-developed market for postpetition 
financing, or something else entirely. 
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Making an Exit, Part I:  
ABI Commission 
Recommendations on  
Chapter 11 Plan Content, 
Voting and Exit Orders 
Debora Hoehne 

This installment of our ongoing coverage of the Report of 
the American Bankruptcy Institute’s Commission to Study 
the Reform of Chapter 11 discusses the Commission’s 
proposals regarding plan content, voting, confirmation 
issues, and exit orders (Report sections VI.E, F, and G). The 
recommendations are geared toward creating greater 
efficiencies in the plan process by reducing what the 
Commissioners view as opportunities for litigation and 
gamesmanship, and clarifying the permissibility of certain 
plan provisions and orders that have divided courts. Some 
of these recommendations, if adopted, would constitute 
significant changes to the Bankruptcy Code. 

This post highlights key proposals about plan voting, and a 
follow up post will discuss other key proposals regarding 
plan content, plan confirmation, and exit orders. 

No Accepting Impaired Class for Cramdown 

The Commissioners’ proposal to eliminate a key feature of 
the Bankruptcy Code – the requirement in section 
1129(a)(10) of the Bankruptcy Code that at least one 
impaired creditor class vote in favor of a plan (not 
including the votes of any insiders) before it can be 
“crammed down” on classes that voted against the plan – 
is likely to generate the most controversy, especially 
among secured lenders. The Commissioners found that 
the claims voting provisions in the Bankruptcy Code, and, 
in particular, the cramdown requirement for at least one 
accepting impaired class of creditors, have resulted in 
“significant gamesmanship.” As an example, the 
Commissioners posit a case with a limited number of 
impaired creditor classes and a lender or other large 
creditor that purchases a sufficient number of claims in 
each class to control the plan vote. In such a scenario, the 
single creditor could vote against the plan in each of the 
classes and block a cramdown because there would be no 
accepting impaired class for purposes of section 

1129(a)(10). On the flip side, the Commissioners also 
recognize that debtors may artificially impair or 
gerrymander a class to meet the requirements of section 
1129(a)(10). The Commissioners ultimately determined 
that “the potential delay, cost, gamesmanship and value 
destruction attendant to section 1129(a)(10) in all cases 
significantly outweighs” the potential benefit of having a 
requirement that some impaired creditors support plan 
confirmation. As a result, they recommend eliminating 
section 1129(a)(10) in all chapter 11 cases. 

It’s noteworthy that the Commissioners debated – but 
ultimately rejected – retaining section 1129(a)(10) in 
single asset real estate cases; the elimination of this 
requirement would make cramdown easier in SARE cases, 
where the debtor is usually dealing with one large creditor 
(a lender that may be undersecured) and may have a more 
difficult time effectuating a cramdown. 

One Creditor, One Vote 

In general, if a plan proposes to alter the rights of 
creditors, then those creditors are entitled to vote to 
accept or reject a plan (except if the class of creditors is 
receiving nothing under the plan, in which case they are 
deemed to reject the plan). Section 1126(c) of the 
Bankruptcy Code provides that a class of claims has 
accepted a plan if at least two-thirds in amount and one-
half in number of the allowed claims that actually vote, 
excluding any entity whose votes were not cast in good 
faith, accept the plan. The latter requirement is commonly 
referred to as “numerosity.” The Commissioners propose 
replacing the numerosity requirement with a “one 
creditor, one vote” concept. This would require 
acceptance by over one-half of the creditors holding 
allowed claims (other than an entity whose votes were not 
cast in good faith), instead of a majority in number of 
claims. Creditors under common control (e.g., affiliated 
entities under common investment management, except 
where the affiliated entities have different decision-
makers overseeing the claims being asserted against the 
estate) would count as one creditor for voting purposes, 
but a creditor holding claims in separate capacities 
(e.g., as a trustee and an individual creditor) would still 
get to vote in each capacity. The Commissioners were 
persuaded by anecdotal evidence that the numerosity 
requirement serves, at best, a nominal role in determining 
class support for a plan. In addition, the “one creditor, one 
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vote” rule, in the eyes of the Commissioners, is less 
susceptible to abuse and gamesmanship than the current 
numerosity requirement. 

Silence is Deemed Rejection 

Section 1129(a)(8) of the Bankruptcy Code requires that 
each class of claims or interests accept the plan or 
remain unimpaired under the plan (in which case, the 
class is deemed to accept the plan). Some debtors 
propose a plan provision that treats classes of claims or 
interests where no creditors submit votes on the plan as 
accepting the plan. Courts disagree about whether this is 
permissible under the Bankruptcy Code. 

The ABI Report recommends an amendment to the 
Bankruptcy Code to clarify that a chapter 11 plan cannot 
provide that a class that does not vote on a plan is 
deemed to accept the plan. As the Commissioners note, 
however, eliminating the accepting impaired class 
requirement for cramdown purposes (discussed above) 
may reduce the need for debtors to include deemed 
acceptance provisions in plans. 

Hybrid Vote Designation Standard 

Section 1126(e) of the Bankruptcy Code allows a court to 
disqualify a vote on a chapter 11 plan if such vote was not 
cast in good faith. The ABI Report recommends expanding 
the criteria for determining whether to designate votes. 
The Commissioners advocate a hybrid standard, whereby 
a court could designate a party’s vote if there is evidence 
presented at a hearing that the party (a) voted in a manner 
manifestly adverse to the economic interests of other 
creditors in the class or (b) did not act in good faith. 

The Commissioners recognize that holding interests 
potentially in conflict with other creditors in the class or 
the debtor, and voting in a party’s self-interest, should not 
automatically disqualify a party’s vote, but argue that 
there is a point where that party’s self-interested conduct 
could delay or disrupt the case, or disadvantage the 
treatment of a particular class. The bad faith standard is a 
hard burden to meet, and it’s clear that the 
Commissioners want to make it easier for courts to extend 
section 1126(e) to provide a remedy in these scenarios. 

It’s unclear how heavy a burden it will be to show that a 
creditor’s vote was “manifestly adverse” to the interests 

of the general creditors in the class, but it is almost 
certain to increase litigation over whether or not a vote 
should be designated under section 1126(e). Those who 
purchase claims in the secondary market or vote claims in 
multiple classes may be particularly vulnerable if this 
recommendation is adopted. 

No Enforcement of Prepetition Voting Waivers 

Intercreditor agreements or subordination agreements 
negotiated between secured creditors in respect of shared 
collateral may include provisions that, for example, assign 
or waive a junior creditor’s right to vote on a chapter 11 
plan; such assignment can also occur outside of the 
subordination and intercreditor agreement context. Some 
courts decline to enforce assignments or waivers of voting 
rights, reasoning that only holders of claims (i.e., the junior 
creditors) can vote on the debtor’s chapter 11 plan and 
questioning whether parties can contractually waive 
rights created under federal bankruptcy law. 

The Commissioners determined that contractual 
assignments or waivers of voting rights in favor of senior 
creditors should not be enforceable in bankruptcy. The 
Commissioners expressed discomfort with non-debtor 
parties being able to change the rights of the debtor and 
other stakeholders in a chapter 11 case. 

Some of the Commissioners had argued that prohibiting 
voting assignments could give junior creditors greater 
bargaining power or control over the plan process but, 
ultimately, the Commissioners determined that preserving 
the agreed-to payment priority among creditors was the 
key consideration and would not be impacted by the 
Commissioners’ proposal. 

The Commissioners further determined that the 
contractual assignment of voting rights in favor of an 
assignee or purchaser of a claim against the estate should 
be enforced only to the extent of the portion of the claim 
and economic interest also transferred to the assignee or 
purchaser – that is, voting and economic rights (in whole 
or in part) must be transferred as a package. The 
Commissioners agree that the holder of an assigned claim 
should be entitled to exercise any transferred voting rights 
and may agree to exercise its vote as directed by the 
beneficial holder.  
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Making an Exit, Part II:   
ABI Commission 
Recommendations on  
Chapter 11 Plan Content, 
Voting and Exit Orders 
Debora Hoehne 

As part of our coverage of the Report of the American 
Bankruptcy Institute’s Commission to Study the Reform of 
Chapter 11 as it relates to exiting the chapter 11 case, this 
post discusses key proposals about plan settlements, 
exculpation and release provisions, and exit orders. 

Uniform Standard for Approving Settlements  
and Compromises in a Plan 

Settlements and compromises are an important (and, as a 
general policy matter, favored) aspect of the plan process, 
but courts do not employ a uniform standard for reviewing 
and approving settlements incorporated into a chapter 11 
plan. As the Commissioners acknowledge, a plan typically 
proposes a treatment of creditors’ claims, which can 
include compromises of creditors’ rights, and creditors 
then vote to accept or reject the plan. A plan may also 
include substantive settlements that do not relate to the 
resolution of claims or interests asserted against the 
estate but nonetheless will affect the debtor’s exit from 
chapter 11, such as the settlement of claims or causes of 
action held by the estate. With respect to the latter type of 
settlements, the Commissioners note that some courts 
evaluate these settlements as part of the plan process 
under section 1129 without requiring separate evidence in 
support of the appropriateness of such settlements. Other 
courts require separate motions under Bankruptcy Rule 
9019 – or, at least, separate evidence – on the proposed 
settlement as part of the confirmation hearing. 

The Commissioners generally agreed that courts should 
separately approve any settlement or compromise of a 
material dispute affecting property of the estate, including 
matters in pending or threatened litigation or regulatory 
review, but excluding those integrated into the claims 
allowance process and addressed by creditors’ votes and 
related provisions in section 1129. The Commissioners 
propose amending section 1129(a) to include a hybrid 
standard for approval of settlements and compromises 

included in, or related to, the plan: Based on evidence 
presented by a plan proponent or debtor at the 
confirmation hearing, a settlement or compromise 
incorporated into a chapter 11 plan must be “reasonable 
and in the best interests of the estate.” The debtor will not 
need to file a separate motion or schedule a separate 
hearing to approve settlements or compromises under the 
plan; however, as part of the confirmation process, the 
court must make a specific finding that all plan-related 
settlements and compromises are reasonable and in the 
best interests of the estate. 

The proposed standard is a middle road – it is a more 
rigorous examination of settlements than the “lowest 
point of reasonableness” (the standard generally applied 
by courts under Bankruptcy Rule 9019) but something 
less than “fair and equitable” (the standard the U.S. 
Supreme Court applied to compromises forming a part of 
a reorganization plan in its Bankruptcy Act-era holding in 
TMT Trailer Ferry ). It is the same standard that the 
Commissioners would apply to approval of settlements 
and compromises outside the chapter 11 process. 

Clarifications on the Standards for Approving 
Exculpation and Releases 

The Commissioners also tackled what they view as 
courts’ inconsistent treatment of exculpation and release 
provisions in plans. As aptly explained by the 
Commissioners, exculpation is akin to limited immunity for 
conduct during the chapter 11 case; releases, on the other 
hand, are a relinquishment of claims that the debtor or 
third parties may have against certain non-debtor parties. 
These provisions are usually intended to protect parties 
that aided the estate in the chapter 11 process. The 
Commissioners determined that these provisions should 
be permissible, if they meet certain standards and are 
adequately disclosed in the disclosure statement and 
plan. 

For exculpation provisions, the Commissioners advocate 
that permissible provisions cover conduct that amounts to 
simple negligence by parties participating in the case and 
identified in the chapter 11 plan with respect to acts or 
omissions during the case or prior to the effective date of 
the plan. 

For third-party releases, the Commissioners suggest 
adopting the standard set forth in In re Master Mortgage 
Investment Fund, Inc., 168 B.R. 930 (Bankr. W.D. Mo. 



Weil Bankruptcy Blog 2015 First Quarter Review 

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

1994). This requires that courts consider and balance the 
following five factors, with emphasis on the last factor: 

(i) the identity of interests between the debtor and the 
third party, including any indemnity relationship; (ii) any 
value (monetary or otherwise) contributed by the third 
party to the chapter 11 case or plan; (iii) the need for the 
proposed release in terms of facilitating the plan or the 
debtor’s reorganization efforts; (iv) the level of creditor 
support for the plan; and (v) the payments and protections 
otherwise available to creditors affected by the release. 

The Commissioners further determined that the Master 
Mortgage factors “adequately captured the careful review 
required” and they omit any requirement to justify such 
releases on the basis of unique or unusual circumstances. 

Exit Orders: No Structured Dismissals 

The Commissioners recommend that chapter 11 cases 
only be resolved by confirming a plan under section 1129, 
converting a case under section 1112, or dismissing the 
case subject to section 349. This means no “structured 
dismissals” – that is, dismissal of a chapter 11 proceeding 
that includes some aspects of a confirmation order, like 
provisions for third party releases and distributions to 
creditors. Liquidating chapter 11 debtors with de minimis 
funds may seek a structured dismissal to expedite final 
cash distributions after a sale of substantially all assets 
pursuant to a section 363 of the Bankruptcy Code because 
they think a structured dismissal can save some of the 
costs associated with the plan process or converting to a 
chapter 7 case, and, as a result, increase distributions to 
creditors. 

The Commissioners generally view structured dismissals 
as “short-circuiting” the creditor protections under the 
disclosure and soliciting provisions of the Bankruptcy 
Code. They highlight certain components of structured 
dismissals as particularly problematic in this respect: 
provisions that violate the absolute priority rule by 
“gifting” a portion of sale proceeds for lower priority 
creditors, third-party releases, and alternative claims-
allowances processes. The Commissioners argue that 
their 363x sales proposals (discussed here) incorporate 
appropriate creditor protections from the confirmation 
process and, if adopted, would render the use of 
structured dismissals unnecessary. 

Conclusions 

The ABI Commission’s plan-related proposals, if adopted, 
will surely impact the strategies of the various 
stakeholders in a chapter 11 plan process, and, in certain 
circumstances, could increase the amount of time 
necessary to exit a chapter 11 case. They could also make 
exiting a chapter 11 case costlier for debtors. 

The proposed amendments to the voting provisions, 
discussed in our last post on this topic, would also take 
away leverage in plan negotiations from creditors who 
may hold (or who would seek to acquire) a blocking 
position, and would increase negotiating leverage for 
debtors. In addition, strategic claims trading by creditors 
would likely decline. 

As the Commissioners have reiterated, the ABI Report 
was several years in the making, and the numerous 
proposals provide much to consider and debate, which we 
will continue to do on this blog in upcoming posts. 
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Kill Till: ABI Commission 
Recommends Market Rate  
for Cramdowns 
David Griffiths 

Judge Drain’s bench rulings in Momentive Performance 
Materials in 2014 generated a great deal of controversy in 
the distressed debt world.  Distressed investors, lenders, 
and commentators have questioned whether the 
Momentive rulings will lead to an industry trend in which 
debtors seek to cram down their secured lenders to take 
advantage of the ability to do so at below market interest 
rates.   

If the American Bankruptcy Institute’s Commission to 
Study the Reform of Chapter 11 has anything to do with it, 
the Momentive rulings would be one less thing for lenders 
to have to worry about in a distressed context.  In the 
Commission’s Final Report and Recommendations 
(section VI.C.5) the Commission specifically rejected the 
Till “prime plus” formula that led to the below market 
interest rate for the first lien lenders in Momentive.  Lest 
you need to be reminded, Till is a Supreme Court decision 
on cramdown in the chapter 13 context, that has led to 
chapter 11 cramdown interest rates being calculated in 
many cases (including Momentive) using a base rate of a 
treasury or prime rate, plus a 1-3% upward adjustment to 
compensate a secured lender for their counterparty risk 
facing a reorganized debtor.  If you’re looking for a primer 
on secured creditor cramdown, we’ve got one for you 
here.1 If you want to read more about the cramdown 
aspects of the Momentive decision, click here.2  

The Commission concluded that a general market 
approach was the preferred method of determining a 
cramdown interest rate, and that the court should use the 
cost of capital for similar debt issued to companies 
comparable to the debtor as a reorganized entity. 

                                                             
1 See Momentous Decision in Momentive Performance Materials: 
Cramdown of Secured Creditors – Part I dated September 9, 
2014 on the Weil Bankruptcy Blog. 
2 See Momentous Decision in Momentive Performance Materials: 
Cramdown of Secured Creditors – Part II dated September 10, 
2014 on the Weil Bankruptcy Blog. 

Alternatively, if a market rate cannot be determined for a 
particular debtor, the court should instead opt for a risk-
adjusted rate reflecting the reorganized debtor’s risk 
profile, taking into account factors such as the debtor’s 
industry, projections, leverage, revised capital structure, 
and obligations under its plan of reorganization. 

As a final stroke of the Commission’s proverbial samurai 
sword, the Commission opted to kill Till, concluding that 
the prime plus formula articulated in Till was not 
appropriate for business chapter 11 cases under any 
circumstances.  Even in the absence of an efficient 
market, Till’s prime plus formula was found not to be 
based on the economic realities of a debtor’s particular 
case, and may undercompensate creditors for the 
counterparty risk they face with the reorganized debtor.  
While the Commission’s Final Report and 
Recommendations would need to be adopted by Congress 
and enacted in legislation to take effect, the conclusions 
on Till are interesting reading and a signpost towards 
where the law on secured creditor cramdown may be 
headed (much to the delight of secured creditors 
everywhere). 
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If It Ain’t Broke, Don’t Fix It: 
ABI Commission Recommends 
No Change To Judicial 
Valuation 
David Griffiths 

One of the primary business restructuring goals is the 
adjustment of a company’s burdensome obligations.  If a 
business is going to be reorganized, matching a company’s 
obligations to its value is key to the rehabilitation and 
“fresh start” concepts that underpin the Bankruptcy Code.  
Determining that value is where concepts of valuation 
come into play, and the need for a valuation of a debtor’s 
business or assets arises at various points in the lifecycle 
of a restructuring: determining whether to sell or retain 
assets; considering adequate protection; in the grant of 
priming liens for a financing; whether postpetition interest 
is allowable; and in the plan confirmation process, among 
other situations. 

Bankruptcy courts are the arbiters of the value of a 
debtor’s assets at first instance.  So-called “judicial 
valuation” to determine the value of a debtor’s business or 
assets rests on evidence presented by parties-in-interest 
in the case, their respective experts, and any experts 
appointed by the court to testify on valuation issues.  To 
the extent bankruptcy judges require expert testimony to 
assist the court in reaching a decision, existing law 
(section 105 of the Bankruptcy Code and the Federal 
Rules of Evidence) already gives the court the power to do 
so.   

While a number of different valuation methodologies exist, 
the Bankruptcy Code doesn’t mandate which approach 
parties and their experts should use.  The three main 
approaches to valuation in restructuring situations are:  

 The cost/asset based approach, which assumes that 
the value of a business is equivalent to the net worth 
of its assets (various related methodologies exist to 
measure the value of those assets); 

 The market approach, whereby the value of a 
business can be measured by comparing key 
financial metrics to similarly situated companies or 
assets (comparable company analysis), or by looking 

at sales of similar businesses or assets (prudent 
transaction analysis); and 

 The income approach, which considers that the value 
of a business or assets match the future cash flows 
accruing to its owner (discounted cash flow analysis). 

The choice of valuation approach will typically result in a 
different valuation being assigned to a company or 
business, as the ABI Report describes:  

[T]he valuation of an enterprise . . . is an exercise 
in educated guesswork. At worst it is not much 
more than crystal ball gazing. There are too many 
variables, too many moving pieces in the 
calculation of value . . . for the court to have great 
confidence that the result of the process will 
prove accurate in the future. Moreover, the court 
is constrained by the need to defer to experts and, 
in proper circumstances, to Debtors’ 
management.1 

While valuation litigation can be time-consuming and 
expensive, two wrongs apparently make a right: the 
uncertainty that a judicial valuation process creates 
encourages parties to negotiate a consensual resolution. 
Despite the inherent uncertainty involved in the valuation 
processes occurring during a bankruptcy and 
reorganization process, the ABI Commission concluded 
that no change to existing law was recommended, though 
courts were encouraged to use their own experts where 
helpful.  The inherent flexibility that the judicial valuation 
approach gives to parties to select the most appropriate 
valuation methodology given the profile of a debtor’s 
business or assets underpins is utility, and led the ABI 
Commission to its conclusion: if it ain’t broke, don’t fix it. 

 

                                                             
1 In re Mirant Corp., 334 B.R. 800, 848 (Bankr. N.D. Tex. 2005); 
American Bankruptcy Institute Commission To Study The 
Reform of Chapter 11 Final Report and Recommendations, 
p. 182. 
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Labor and Benefits 
Debra McElligott 

In this installment of the Weil Bankruptcy Blog’s series on 
the ABI Commission Report, we consider the 
Commission’s recommendations on collective bargaining 
agreements under section 1113 and retiree benefits under 
section 1114 of the Bankruptcy Code. 

Section 1113: The Commission’s Considerations 

Section 1113 of the Bankruptcy Code requires that, before 
filing an application seeking rejection of a collective 
bargaining agreement, the debtor must make a proposal 
to the authorized representative of the employees covered 
by the agreement, give the representative the information 
necessary to evaluate the proposal, and meet with the 
representative to confer in good faith. If the representative 
refuses to accept the proposal without good cause and the 
balance of the equities clearly favors rejection, then the 
court must approve the application for rejection. 

In its evaluation of section 1113, the ABI Commission 
highlighted that the treatment of labor contracts is one of 
the most important and difficult decisions a debtor with a 
unionized workforce will make in its chapter 11 case. The 
Commission identified several problems with section 
1113, including its failure to lead to meaningful 
negotiations and the courts’ proclivity to approve debtors’ 
motions to reject collective bargaining agreements. The 
Commission’s additions to section 1113 aim to encourage 
negotiated resolutions by providing structure to the 
bargaining process and treating rejection of any collective 
bargaining agreement as a breach of contract giving rise 
to a claim for rejection damages. 

A More Structured Bargaining Process 

The Commission recommends that the debtor first file a 
request with the bankruptcy court for a conference 
regarding the initiation of section 1113 and serve the 
request, along with its initial proposal and the other 
information required by section 1113(b)(1), on the 
employees’ representative. The bankruptcy court should 
then set a status conference to discuss the bargaining 
process with the debtor and the employees’ 
representative. The Commission suggests that the status 
conference be held within 30 days of the filing of the 
request, but should also be scheduled so as to allow the 

employees’ representative sufficient time to review the 
debtor’s proposal and meet with the debtor to discuss 
issues such as a negotiations timetable, information 
disclosure, and whether a mediator should be appointed. 

At the initial status conference, the debtor and the 
employees’ representative should finalize the timetable 
for negotiations and resolve any issues related to the 
disclosure of information relevant to evaluate the 
proposal, the potential involvement of a mediator, and any 
potential roadblocks in negotiations. If the parties cannot 
reach an agreement after the period specified in their 
agreed-upon timetable, the debtor may ask for an 
additional status conference in order to request a case 
management process for a motion to reject the collective 
bargaining agreement. At that conference, the court 
should set a date for the parties to submit a case 
management and scheduling order. The court should also 
schedule a trial on the debtor’s motion to reject the 
collective bargaining agreement within 180 days after the 
request for the initial status conference. 

Post-Litigation Rejection Damages 

The Commission also answered the question of whether 
rejection of a collective bargaining agreement gives rise to 
a rejection damages claim. Noting the current split in case 
law regarding the issue, the Commission ultimately 
decided that rejection of a collective bargaining 
agreement should constitute a breach of the agreement 
as of the time of rejection and that employees may assert 
a general unsecured claim for damages arising out of that 
rejection. The Commission also agreed that the amount of 
such a claim should be based on the difference between 
the pre-rejection contract terms and any post-rejection 
reductions. 

Section 1114: The Commission’s Considerations 
and Conclusions 

As part of its recommendations regarding labor and 
benefits, the Commission also examined section 1114 of 
the Bankruptcy Code, which governs the debtor’s 
treatment of retiree benefits through a procedure similar 
to that under section 1113. In particular, the Commission 
focused on the current split in case law regarding whether 
the term “retiree benefits” includes plans that a debtor 
has the right to terminate at will. 

The Commission ultimately decided that section 1114 
should apply to those retiree benefit plans that can be 
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terminated at will. The Commission also stated, however, 
that changing or terminating benefits under such plans 
should not create a new claim or modify a claim for 
unpaid benefits. The debtor can use the fact that it had the 
right to unilaterally modify or terminate a retiree benefits 
plan as a defense in an objection to the amount of a claim 
based upon the modification or termination of the plan. 

Implications 

If adopted, the Commission’s proposed changes to section 
1113 would provide a helpful structure to the process 
through which collective bargaining agreements are 
addressed in bankruptcy. The changes to section 1113 
also encourage consensual resolutions rather than 
unilateral rejection of collective bargaining agreements, 
which increases the likelihood that both the debtor and its 
employees will be satisfied with the treatment of 
employee interests. Moreover, while the proposed 
changes to section 1114 use the broadest definition of 
“retiree benefits,” they still recognize to some degree that 
a particular set of benefits may be terminable at will by 
the debtor. As such, both sets of proposed changes 
attempt to strike a balance between a debtor’s interest in 
successfully reorganizing and an employee’s interest in 
his or her rights under certain labor and employment 
arrangements with the debtor. 
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Trade Creditor and  
Employee Priorities 
Brian M. Wells 

Readers, welcome to this installment of our ongoing 
coverage of the Final Report and Recommendations of the 
ABI Commission to Study the Reform of Chapter 11.  This 
post’s topic:  trade creditor and employee priorities 
(discussed in sections IV.D. and V.E. of the Report).  
Although the Bankruptcy Code has a general policy of 
treating like creditors alike (e.g., unsecured creditors 
generally recover pari passu), this policy is subject to 
various exceptions – including several that favor a 
debtor’s employees and certain trade claimants.  The 
Commission took a close look at these types of priorities 
and made several key recommendations, described below. 

Employee Priorities 

Sections 507(a)(4) and 507(a)(5) 

The Commission focused on several different ways that a 
debtor’s employees can receive priority claims.  First were 
sections 507(a)(4) and 507(a)(5) of the Bankruptcy Code 
(which, respectively, provide priority claim status to 
certain employee wages and benefits earned during a 
180-day period prior to a debtor’s petition, up to a certain 
calculated threshold).  As background, section 507(a)(4) 
provides that an employee’s claim for wages and other 
types of compensation, up to $12,475, will be accorded 
priority status.  Courts split over whether contributions to 
employee plans were “wages” for purposes of section 
507(a)(4), and therefore priority claims that would count 
against the dollar-amount limit, and in response Congress 
enacted section 507(a)(5).  Section 507(a)(5) provides that 
employee plan contributions are also entitled to priority 
status, again up to a limit but, in this case, one derived 
from a more complicated calculation (i.e., the number of 
employees covered by such plan multiplied by $12,475 
less the aggregate amount paid to such employees under 
section 507(a)(4) and also less the aggregate amount paid 
by the estate to another benefit plan on behalf of the 
employees).  While section 507(a)(5) resolved the prior 
split in the law, the Commission noted that it also created 
a great deal of confusion for debtors, courts, and 
employees (among other reasons, because of the 
complexity of its calculation).  In addition, the Commission 

noted concerns that, because the cap on section 507(a)(5) 
claims is reduced by the amount of priority wage claims 
paid under section 507(a)(4), it could leave employees 
with too small of a recovery and thus lead to hardship.  To 
address these issues and simplify the law, the 
Commission proposed scratching the calculation and 
instead using a joint cap on wage and benefit plan 
contribution claims fixed at $25,000 per employee 
(applied first towards wage and then benefit claims). 

The Commission also noted that a lot of paper and ink has 
been wasted on routinely-granted first day motions 
seeking permission to pay employee wages and benefits in 
the ordinary course of business.  The Commission thus 
recommended streamlining first day practice by revising 
sections 507(a)(4) and (5) to permit a debtor to pay 
priority employee wage and benefit claims up to the new 
limit without court approval (provided that notice of the 
amounts paid is filed). 

WARN Act Claims 

The second type of employee claim reviewed was that 
arising from a violation of the Worker Adjustment and 
Retraining Notification (or WARN) Act.  In certain 
circumstances and subject to various defenses, the WARN 
Act requires employers to provide employees with 60 
days’ notice prior to closing a plant or conducting a mass 
layoff and, if notice is not timely given, creates liability for 
affected employees’ back pay and benefits for each day 
that notice had not been timely given (up to the maximum 
60 days). 

Whether WARN Act claims garner administrative claim 
status has generally depended on when the triggering 
event (e.g., the mass layoff) has occurred – if the event 
occurs after the petition, the WARN Act claims are 
administrative claims; if it occurs before, they are not.  
However, at least one court has held that the relevant 
date is the date that notice should have been provided 
(meaning that if an employee was laid off after the petition 
date, but the required notice was due before the petition 
date, the WARN Act claim would not be entitled to 
administrative priority).  Courts have also come down 
differently on the measure of WARN Act administrative 
claims, with some granting administrative status to the 
entire claim and others to only the portion of the claim 
arising from postpetition days without notice. 
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In response to the varying decisions, the Commission 
recommended bright line clarifications of the law on this 
topic.  The relevant event for determining when WARN Act 
damages arise should be the loss of employment, and not 
60 days earlier when the WARN Act notice should have 
been given.  Although the WARN Act creates employer 
liability for each day (up to 60) leading up to a loss of 
employment where the employer fails to provide proper 
notice, administrative priority would only be given to 
claims based on postpetition days where notice is not 
given.  Claims based on prepetition days where notice has 
been given would be treated as prepetition claims. 

Thus, for example, suppose that a debtor laid off 
employees 25 days after the petition date, and had given 
them 15 days’ notice (i.e., notice was provided 10 days 
after the petition date).  The employer could be liable for 
WARN Act damages for the 45 days out of the 60 leading 
up to the layoff for which notice had not been provided.  Of 
those 45 days, 10 were postpetition and their share of the 
damages would be accorded administrative priority 
status.  The remaining days without notice occurred prior 
to the petition date and would give rise to general 
unsecured claims. 

Severance Benefits 

The third type of employee claim addressed were claims 
for severance benefits, which in some circumstances have 
been given administrative expense priority pursuant to 
section 503(b)(1)(A)(i) of the Bankruptcy Code.  One issue 
the Commission identified was that section 503(b)(1)(A)(i) 
does not actually mention “severance benefits,” and 
instead grants a more general administrative priority to 
the “actual, necessary costs and expenses of preserving 
the estate.”  In addition, the Commission noted lack of 
uniformity in the approaches that courts follow when 
determining the priority status of severance claims.  In 
some jurisdictions, priority status depends on the type of 
severance plan at issue; in the Second Circuit, the timing 
of termination determines the issue (if an employee is 
terminated after the petition date, he or she is entitled to 
an administrative claim for severance benefits, if he or she 
is terminated before – no dice). 

Again, the Commission recommended clarifying and 
streamlining the mix of approaches.  First, the 
Commission recommended adding “severance benefits” to 
the text of section 503(b)(1)(A)(i).  Second, and more 
substantively, the Commission recommended bifurcating 

severance benefits that are calculated based on length of 
service between portions that are based on pre- and 
postpetition service (with only the latter portion receiving 
administrative claim status).  In doing so the Commission 
rejected Second Circuit jurisprudence, which views 
severance payments as benefits that “accrue” when an 
employee is actually terminated as compensation for job 
loss – not incrementally day by day as wage- or pension-
like compensation.  This was apparently a contentious 
topic, prompting one commissioner to prepare a 
dissenting essay included as an appendix to the Report. 

Trade Creditor Priorities – Sections 503(b)(9) and 
546(c) and the Doctrine of Necessity 

The Commission also focused on three different ways that 
a debtor’s prepetition vendors and trade creditors have 
been given priority.  The first was section 503(b)(9), which 
provides administrative claim status for the value of any 
good received by the debtor in the ordinary course of 
business during the 20 days prior to the commencement 
of a case and which has been justified as a way to 
encourage creditors to continue doing business with a 
company on the eve of bankruptcy.  The second was 
section 546(c), which permits creditors to exercise state 
law rights to reclaim goods delivered during the 45 days 
prior to commencement (but only if the debtor was 
insolvent at the time of delivery and certain notice 
procedures are adhered to).  The third was the age-old 
“doctrine of necessity,” a common law doctrine that 
traces back to railroad equity receivership cases and 
today rears its head when debtors use it in conjunction 
with section 105(a) to justify paying prepetition claims of 
“critical vendors” (i.e., vendors who are in some way 
necessary for the debtor’s ongoing business) to secure 
their continued business. 

Testimony on these priorities was mixed.  Some witnesses 
suggested the additional administrative claims they 
fostered (which must be paid in full upon the effective 
date of a plan) made it harder for a chapter 11 debtor to 
achieve a reorganization.  Others emphasized the 
importance of critical vendor payments and other trade 
creditor priorities, which are used to protect a debtor’s 
supply of those goods and services that are necessary to 
support its business, appease creditors who threaten to 
discontinue supply if they are not paid, and ensure the 
survival of key vendors dependent on the debtor’s 
business (and in these ways protect the debtor’s own 
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ongoing business).  These witnesses thus believed that 
trade creditor priorities foster the reorganization and 
ongoing viability of debtors’ businesses. 

Although the Commission recognized the rationale behind 
the various vendor priorities, the Report indicated that 
“each additional administrative or priority claim category 
undercuts the Bankruptcy Code’s policy of fair and pro 
rata distributions among similarly situated creditors,” 
which should be the rule with limited exceptions.  
Unsurprisingly, given this policy statement, the 
Commission recommended a limited scaling back the 
priority treatment given to a debtor’s vendors. 

Specifically, the Commission recommended section 
503(b)(9) as the sole remedy for vendors who are eligible 
for early or priority payment on their prepetition claims.  In 
the Commission’s view, this relief provided such vendors 
with sufficient protection and enough of an incentive to 
continue doing business with the debtor prior to the 
petition date.  Priority for reclamation rights under section 
546(c) would be eliminated.  The Commission also 
recommended that the doctrine of necessity should not be 
available for vendor’s claims arising from goods received 
by a debtor prior to the commencement of its case, as 
such claims fall within the reach of section 503(b)(9).  
Notably, the Commission did recommend the continued 
application of the doctrine of necessity in scenarios where 
503(b)(9) did not apply (namely, for services rendered) 
and only if more stringent standards were satisfied.  A 
specific standard was not suggested, but the Commission 
recommended, for example, that a court should require 
evidence to establish why a debtor could not obtain a 
particular service from another source. 

Concluding Thought 

Overall, the Commission’s recommendations for 
employee and trade creditor priorities share a general 
theme of clarifying and streamlining areas of the law that 
have led to confusion or splits in opinion.  However, on the 
issue of priority for pre-petition claims, there was a 
marked contrast:  trade claimants’ priorities were 
diminished, while priority treatment of employees’ wage 
and benefit plan contributions were expanded.  Why the 
difference?  One thing to consider is that the Commission 
took a sympathetic view of employees, noting that they 
were the driving force of a business and that, unlike many 
creditors, they generally depend on their employer for 
their subsistence and are not well positioned to assess the 

credit risks of an employer or negotiate for contractual 
protections.  On the other hand, the Report indicated that 
“the Commissioners generally understood the potential 
hardship imposed on certain vendors” by limiting trade 
creditor priorities, but recognized the view that vendors 
were not “substantively distinguishable” from other 
creditors and should therefore be similarly situated.  The 
different rationales indicate that behind the scenes, the 
Commission engaged in a careful balancing of policies and 
entitlements when it decided how to rejigger the priorities.  
Importantly, the legislative branch will be responsible for 
the same balancing act before any of the 
recommendations become law.  While certain technical 
changes are unlikely to be controversial, for example 
doing away with the need for routine first-days for the 
payment of employee wages, areas involving special-
interest priorities have more exposure to the risk that 
different political or policy views will result in a different 
set of rules. 
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ABI Commission Opts to 
Assume the Current State  
of the Law on Executory 
Contracts and Leases 
Kyle J. Ortiz 

In this installment of our series reviewing the Final Report 
and Recommendations of the American Bankruptcy 
Institute Commission to Study the Reform of Chapter 11, 
we explore the Commission’s recommendations on 
executory contracts and leases – discussed in section V.A.  
The Commissioners were of the consensus that section 
365 of the Bankruptcy Code, which “generally allows a 
debtor in possession to assume, assign, or reject 
executory contracts and unexpired leases in [a] chapter 
11 case,” is working relatively well, and, thus, their 
recommendation with regard to unexpired leases and 
executory contracts can be summed up (for the most part) 
as: maintain the status quo.  Indeed, even in the one 
instance where the Commissioners recommended a 
change to section 365 of the Bankruptcy Code, it was to 
codify the status quo definition of executory contracts – 
the “Countryman” definition. 

The introduction to the Final Report states: 

Whether by design or chance, efforts to review and assess 
U.S. business reorganization laws are undertaken 
approximately every 40 years. Such efforts have led to 
federal legislation effecting meaningful revisions to 
business reorganization laws in 1898, 1938, and 1978.  It 
may be that four decades is the maximum amount of time 
that any financially driven regulation can remain relevant. 

This four decade rule may be true generally (the Final 
Report itself is evidence of that), but the relevance of the 
rules governing executory contracts and unexpired leases 
appear to have a bit more staying power.  Although the 
Commissioners spent a great deal of ink discussing the 
need to balance the interest of debtors against 
nondebtors in the context of executory contracts and 
unexpired leases, they consistently concluded that the 
current (largely pro debtor) language of section 365 of the 
Bankruptcy Code, and the body of case law that has 
developed from it, strikes the right balance of protecting 

debtors while permitting nondebtors to seek relief from 
the court in extraordinary circumstances where a 
nondebtor can demonstrate that the harm to the 
nondebtor outweighs the potential benefits to a debtor.  
The Commission’s review of executory contracts and 
unexpired leases was divided into three subtopics: (i) the 
definition of executory contract; (ii) the rights of parties 
prior to a decision by the debtor to assume, reject, or 
assign; and (iii) rights of parties post rejection. 

What Is an Executory Contract Anyway? 

As noted, the one thing the Commissioners found lacking 
from section 365 of the Bankruptcy Code was a specific 
definition for the term “executory contract.”  Thus, the 
Commissioners recommended that the so-called 
“Countryman” definition of executory contracts be 
incorporated into the Bankruptcy Code.  The Countryman 
definition, which was developed by Professor Vern 
Countryman, “defines an executory contract for 
bankruptcy purposes as ‘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 compete performance would constitute a material 
breach excusing the performance of the other.’”  The 
Commissioners noted that although the Countryman test 
is not perfect and has its flaws, including being ill-suited 
to certain types of contracts (such as, among others, oil 
and gas agreements, licenses, warranties, severance 
agreements, and trademark agreements), the Countryman 
definition is fair and reasonable and “strikes an 
appropriate balance between the rights of debtors in 
possession and nondebtor counterparties to a contract.”  
Additionally, the Commissioners noted that “many of the 
potentially challenging issues under the Countryman test 
have been resolved by the courts,” and, thus, there is a 
large body of law to “guide the implementation of the 
codified standard.” 

Rights of Parties Prior to Debtor’s Decision  
to Assume or Reject 

After settling on a definition for executory contracts, the 
Commission turned its attention to the rights of parties 
under section 365 of the Bankruptcy Code in the period 
between the petition date and when the debtor ultimately 
makes a decision to assume, reject, or assign the 
executory contract or unexpired lease, a period that in 
many cases is a considerable amount of time.  The 
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Commission recommended that prior to the rejection or 
assumption of an executory contract or unexpired lease, 
(i) the executory contract or unexpired lease should 
continue to be “enforceable by the debtor in possession, 
but not enforceable against the debtor in possession” 
(however, the debtor must continue to pay for goods and 
services delivered after the petition date), (ii) the debtor 
should be absolved of its contractual obligation to cure 
defaults prior to assumption of a executory contract, and 
(iii) a nondebtor should be able to seek to compel the 
debtor to provide postpetition performance, but “that the 
standard of proof should be stringent [recommending a 
high evidentiary burden] and the nondebtor party should 
bear the burden of proof” in seeking such relief.  Notably, 
all three recommendations are consistent with the 
current majority view of the law and do not require any 
alteration to the existing language of the Bankruptcy 
Code.  The Commissioners further recommended that in 
the event the debtor chooses to assume an executory 
contract or unexpired lease, the debtor should not be 
required to cure any nonmonetary defaults that are 
impossible to cure at the time of such assumption. 

Rights of Parties When Debtor Rejects 

With regard to the consequence of rejection of executory 
contracts and unexpired leases, the Commission again 
essentially advocated that the status quo be maintained.  
Although ultimately making recommendations in line with 
the current language of section 365 of the Bankruptcy 
Code and the case law that has developed out of it, the 
Commissioners engaged in intense debate regarding the 
consequences of rejection.  Indeed, the report notes that: 

The Commission focused a substantial amount of time on 
the concept of rejection and whether a debtor in 
possession’s decision to reject an executory contract or 
unexpired lease should trigger a breach or termination of 
such contract or ease.  The Commissioners discussed the 
language of section 365 and specifically contrasted it with 
chapter 5 avoiding powers of the debtor in possession.  
Congress did not intend section 365 to operate as an 
avoiding power that would allow a debtor in possession to 
terminate or unwind prepetition agreements or 
completely extinguish the rights of the nondebtor 
counterparty to an agreement.  Such a result would be 
contrary to the language and structure of the Bankruptcy 

Code and well-settled federal policy that state law 
generally determines property rights in bankruptcy. 

In light of the above, the Commission recommended that 
the rejection of an executory contract or an unexpired 
lease continue to be considered a breach of contract, as 
opposed to the termination of the contract, as of the time 
immediately preceding the filing of the chapter 11 petition.  
The commission than undertook a review of the 
consequences of “equating rejection with breach” and 
determined (i) that such breach shall not entitle the non-
debtor party to any specific performance remedies it 
would be entitled to outside of chapter 11 because to do 
so “would elevate the rights of such counterparty beyond 
those of other similarly situated prepetition creditors,” (ii) 
that if a nondebtor party breaches prior to the debtor’s 
assumption or rejection, the debtor may treat the 
executory contract or unexpired lease as breached and 
immediately exercise remedies, and (iii) that a nondebtor 
party to a rejected contract or lease should be required to 
immediately return the debtor’s property upon rejection 
except where the Bankruptcy Code specifically authorizes 
a nonbreaching nondebtor party to retain possession of or 
continue its use of such property. 

Take-Away 

A chapter 11 filing unquestionably has an impact on the 
debtor, but, as the Bankruptcy Code and the Commission 
both recognize, it also has an impact on nondebtor parties 
in interest – sometimes a significant impact.  Thus, the 
Bankruptcy Code and in turn the Commission in its review, 
attempt to strike a balance between these competing 
interests.  In the case of executory contracts and 
unexpired leases, the balance is tipped in favor of the 
debtor “emphasizing the importance of the breathing spell 
created by the automatic stay” (after all, the entire 
purpose of the statute is to rehabilitate the debtor), but 
the Bankruptcy Code includes release valves for 
nondebtors who face significant negative consequences 
as a result of the debtor’s filing.  As time passes and 
business conditions and standard conventions shift, the 
balance needs to be revisited and reevaluated, and, if 
necessary, rebalanced to reflect the business 
environment of today.  The Commission undertook such 
review and determined that the 40 year old statute (and 
the case law that has grown out of it) on executory 
contracts and unexpired leases still strikes the right 
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balance.  Check back in another 40 years to see if the law 
on executory contract and unexpired leases continues to 
be impervious to the march of time. 
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Oil and Gas Series 
As oil prices fell by over fifty percent in just a few short 
months following July 2014, restructuring professionals 
took notice of a highly leveraged and suddenly troubled 
sector that began to reach out for legal advice.  The 
fractured world of oil and gas law brought to the surface 
some unexpected challenges for professionals 
unacquainted with the sector.  The Weil Bankruptcy Blog 
sought to shed some light on the unusual mix of 
bankruptcy and oil and gas with a series of posts titled 
“Drilling Down,” which was intended to help the 
restructuring professionals better understand the issues 
and the nomenclature. 

The four-part series provided an industry overview, 
discussed how specific oil and gas interests were treated 
in bankruptcy, considered the ability to assume or reject 
oil and gas leases under section 365 of the Bankruptcy 
Code, and analyzed the unusual issues surrounding oil and 
gas leases on the Outer Continental Shelf.  The blog 
entries tackled curious concepts, such as how oil and gas 
could be a real property interest on one side of an 
arbitrary state line and a personal property interest on the 
other.  The series also answered central questions such 
as, “When is a ‘lease’ not a ‘lease’?” and “When does a 
gap-filler provision do more than just fill a gap in federal 
law?”  Taking on these issues made the Drilling Down 
series some of the most widely-read Weil Bankruptcy 
Blog posts of the first quarter of 2015. 
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Drilling Down:  
A Deeper Look into the 
Distressed Oil & Gas Industry 
Charles Persons 

As all restructuring eyes turn to Oil & Gas as the industry 
most likely to keep us busy in the coming months, we at 
the Weil Bankruptcy Blog want to make sure our readers 
are ahead of the gas curve (pun intended) in understanding 
the key issues that arise in this sector. With that in mind, 
today is the first in a Weil Bankruptcy Blog series, “Drilling 
Down,” which will look at emerging issues at the 
intersection of the oil and gas industry and bankruptcy law. 
In Part One, we provide an overview of the oil and gas 
industry and a discussion of some of the unique challenges 
currently facing this sector. In Part Two, we will look at the 
treatment of specific oil and gas property interests in the 
bankruptcy context. In Part Three, we will look at the 
ability to assume, assign, or reject oil and gas “leases” 
under section 365 of the Bankruptcy Code. In Part Four, we 
will dive into the lessons of the ATP chapter 11 cases and 
specifically how certain financing arrangements specific to 
the realm of oil and gas raise questions requiring a 
“disguised financing” vs. “true sale of interests” analysis. 
As other relevant and interesting topics in this area come 
to light that we think will be valuable for our readers, we 
will publish additional blog articles. 

Part One: Overview of the Oil & Gas Industry 

“Please God, send me one more oil boom.  
This time I promise not to blow it.” 

— 1980s Texas Bumper Sticker 

After years of stable commodity prices and increasing 
production, turbulence seems to have once again found 
the oil and gas world. The West Texas Intermediate crude 
market, where crude oil prices had been steadily hovering 
between $90-$110 per barrel for nearly four consecutive 
years, has seen the price per barrel plummet 50% since 
July 2014 to its lowest level in over half a decade. The 
downturn was precipitated after the Organisation of 
Petroleum Exporting Countries (OPEC), which controls 
nearly 40% of the world crude oil market, announced on 
November 27, 2014 that its members failed to reach 
agreement to curb production. Without an artificial 

production cap in place from OPEC, many analysts expect 
crude oil prices to remain near $50-$55 per barrel for the 
foreseeable future, while some predict crude oil could dip 
as low as $35 a barrel. 

Fracking Increases U.S. Production, but at High 
Costs 

While tumbling crude oil prices might have been met with 
great fanfare in this country as little as ten years ago 
when the U.S. reached a high-water mark for oil and gas 
importation, the hydraulic fracturing (a.k.a. “fracking”) 
boom in this country has dramatically altered the 
discussion. Indeed, fracking, which is responsible for 
unlocking previously untapped sources of oil and gas, 
helped thrust the U.S. into the position of world’s largest 
producer of oil and natural gas liquids in June 2014. Much 
of this growth has taken place in Texas, Pennsylvania, 
North Dakota, and the Great Plains, where the use of 
fracking and horizontal drilling techniques have created 
opportunities (and wealth) in places traditionally 
considered too economically inefficient for profitable 
exploration. The results have been astounding. At nearly 
11 million barrels per day — an increase of 3 million 
barrels per day since 2011 alone — the burgeoning U.S. oil 
and gas industry was experiencing growth unseen since 
the 1970s, all while prices stayed remarkably stable (and 
high). 

But all crude oil is not created equal. The fracking process 
may open new areas for production, but it is a relatively 
expensive method of producing oil and gas. Saudi Arabia, 
which doesn’t rely on fracking, can extract crude oil for 
$5-$6 per barrel. In contrast, Morgan Stanley analysts 
recently suggested1 that the break-even price for U.S. 
shale oil producers was $76-$77 a barrel. 

As demand for crude oil has softened on weak worldwide 
economic activity and the growing market share for 
alternative energies, it is unclear how long producers in 
the U.S. can weather the storm at current prices. The 

                                                             
1 Sam Ro, Here Are the Breakeven Oil Prices for America’s Shale 
Basins, Business Insider (Oct. 22 2014), available at 
http://www.businessinsider.com/shale-basin-breakeven-prices-
2014-10. Costs vary significantly from shale play to shale play 
(and within any particular shale play), but even the least 
expensive U.S. shale oil regions on average still require crude oil 
to trade at $55-$60 per barrel for producers to break even. 
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downturn has been so quick and dramatic that the full 
effects of the price drop have yet to be felt. Early 
estimates indicate as many as $150 billion of oil and gas 
exploration projects may be put on hold in 2015 alone. 
Industry giant ConocoPhillips has already announced it 
plans to cut investment spending by 20% this year, and 
similar announcements are expected to come from other 
exploration and production (“E&P”) companies in the 
coming weeks and months. But planned cuts to 
investment spending at this juncture cannot stop the 
many E&P projects coming online in the first half of 2015 
that will further increase supply. Many of these wells, 
anticipated by investors to be profitable as few as six 
months ago, may be coming online in an environment 
where they literally cannot succeed. Add to this the 
unprecedented levels of largely high-yield debt that were 
placed on energy companies during this recent stretch of 
prosperity and the result is an industry that could 
increasingly turn to professionals for restructuring advice 
in the near future. 

The Oil and Gas Industry Faces Unique Challenges 
in a Downturn 

The unique nature of the oil and gas industry makes it 
especially vulnerable economically during a prolonged 
down cycle. Some specific challenges facing the industry 
include: 

1. Oil and gas production depletes the asset. As oil 
and gas is produced from a property, the asset 
value of that property is necessarily reduced. As a 
consequence, simply cutting investment spending 
cannot function as a long-term strategy for most 
E&P companies. E&P companies that rely on 
revolving credit lines to provide liquidity for new 
exploration projects face a shrinking borrowing 
base and decreased liquidity if they do not 
continue to actively pursue new producing assets. 

2. Failure to explore can cost an E&P company 
valuable assets. As will be discussed further in 
Part Two, E&P companies typically only hold 
“working interests” in a particular oil and gas 
lease. These working interests, which are 
valuable property rights, are typically subject to a 
reversionary interest in favor of the original 
grantor – in particular, the failure to produce 

hydrocarbons within a set period of time results in 
forfeiture of the interest. Loss of these property 
interests may reduce a company’s borrowing 
base and leave it without necessary assets to 
secure additional debt. 

3. E&P companies may be unable to control costs or 
production levels on their oil and gas properties. 
As the Seventh Circuit has noted2, “. . . to convert 
dreams of black gold to hard cash, aspiring 
capitalists split the [oil and gas] property interest 
in oil into ‘more fragments than the atom or the 
rainbow.’” These fragments often include multiple 
working interests, each of which entitles the 
holder to its pro rata share of production, but also 
requires such holder to pay its pro rata costs of 
production. The relationship among these working 
interest holders is governed by a joint operating 
agreement, with one party frequently selected as 
the “operator” – the company in charge of day-to-
day operation of the well. At wells where it is a 
non-operator, a struggling E&P company may be 
unable to effectively control day-to-day costs – 
costs it must nonetheless pay its pro rata portion 
of. The struggling company may also find itself 
unable to affect production levels on its own 
properties, as other working interest holders 
decide the current environment calls for slowed 
production. These scenarios all implicate 
considerable liquidity concerns. 

4. E&P companies often have significant high-yield 
debt. The energy sector has historically 
represented a large component of the high yield 
market because of the speculative nature of the 
underlying assets and the nearly constant need 
for capital to replenish those assets. According to 
Business Insider3, until a recent sell-off, the 
energy sector accounted for more than 15% of the 
high yield debt in the U.S., with E&P and Oilfield 

                                                             
2 Jones v. Salem Nat’l Bank (In re Fallop), 6 F.3d 422 (7th Cir. 
1993) (citing B. Clark, THE LAW OF SECURED TRANSACTIONS UNDER 

THE UCC (2d ed. 1988)). 
3 Sean Hanlon, Oil’s Price Decline Weighs on High Yield Debt, 
Forbes (Dec. 16, 2014), available at http://www.forbes.com/ 
sites/advisor/2014/12/16/oils-price-decline-weighs-on-high-
yield-debt/. 
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Services companies responsible for 9.5% of such 
debt by themselves. All told, 18.3% of the high 
yield bond debt issued in 2014 was issued by 
companies in the energy sector, and the downturn 
in crude oil prices has caused even the most 
recently-issued high yield debt to trade well 
below par. From September to December 20144, 
high yield energy bonds posted a return of -11.2%, 
while yields widened by 331 basis points. Such a 
significant downturn exposes oil and gas 
companies that have already issued such debt to 
activist bondholders, but also serves to 
potentially freeze out companies that could 
normally to turn to the high yield market to meet 
their liquidity concerns. 

5. E&P companies often have limited liquidity on 
their books. Because oil and gas is such a capital-
intensive industry where continued investment 
and expansion is paramount, many oil and gas 
companies have surprisingly small quantities of 
cash and cash equivalents on hand, choosing 
instead to funnel their excess cash into new 
projects. In the past, companies addressed this 
concern either through borrowings or through the 
sale of working interests in their oil and gas 
leases to other E&P companies looking to invest. 
Though it is too early to assess the impact of 
recent events on M&A activity in the energy 
sector, E&P companies looking for quick liquidity 
infusions will face greater hurdles than they have 
in recent years as willing business partners and 
lenders become harder to come by. 

Oil and Gas Restructuring Considerations and 
Upcoming Installments 

In part because of the relative stability of commodity 
prices in recent years and in part because of nature of the 
industry as one that prefers out-of-court M&A 
transactions to in-court restructurings, there have been 
relatively few in-court oil and gas restructurings over the 
past few decades. As a result, bankruptcy case law 

                                                             
4 Jennifer Ponce de Leon and Mark Van Holland, Let’s Take a 
Closer Look at These Energy Junk Bonds Everyone’s Freaking 
Out About, Business Insider (Dec. 8, 2014), available at 
http://www.businessinsider.com/oil-and-the-high-yield-market-
2014-12. 

considering many of the unique aspects of oil and gas 
bankruptcies is sparse, confusing, and often inconsistent. 

That may be changing, however. Three ongoing, sizable 
chapter 11 proceedings – In re ATP Oil & Gas Corporation, 
In re Energy Future Holdings Corporation5, and In re 
Endeavour International Corporation6 – as well as a 
number of smaller cases have provided courts an 
opportunity to consider oil and gas issues not previously 
settled in the bankruptcy context. The case law and 
strategies emerging from these cases has brought 
additional clarity to the confluence of oil and gas law and 
bankruptcy law. The goal of this series will be to discuss 
some of these “emerging” issues in oil and gas 
bankruptcies – issues like whether oil and gas interests 
are property of the estate, whether conveyances of certain 
oil and gas interests are unexpired leases or executory 
contracts, and whether certain production payments 
should be treated as grants of property or disguised 
financings. A greater understanding of the current state of 
play on these issues will help the restructuring 
professional better appreciate an industry they may soon 
become intimately familiar with. 

                                                             
5 Case No. 14-10979 (Bankr. D. Del. 2014). 
6 Case No. 14-12309 (Bankr. D. Del. 2014). 
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Part 2 – Treatment of Oil and 
Gas Interests in Bankruptcy 
Charles Persons 

This article, which looks at the treatment of specific oil 
and gas property interests in the bankruptcy context, is 
the second in the Weil Bankruptcy Blog series, “Drilling 
Down,” where we review issues at the intersection of the 
oil and gas industry and bankruptcy law. In Part One, we 
provided an overview of the oil and gas industry and a 
discussion of some of the unique challenges currently 
facing this sector. In Part Three, we will look at the ability 
to assume, assign, or reject oil and gas “leases” under 
section 365 of the Bankruptcy Code. In Part Four, we will 
dive into how certain financing arrangements specific to 
the realm of oil and gas may be considered a “disguised 
financing” vs. a “true sale of interests.” 

Part Two: The Treatment of Oil and Gas Interests 
in Bankruptcy 

“In attempting to convert dreams of black gold to hard 
cash, aspiring capitalists split the property interest in oil 
into more fragments than the atom or the rainbow.” — 
Jones v. Salem Nat’l Bank (In re Fallop), 6 F.3d 422, 424 
(7th Cir. 1993) 

Appearances are not everything in this industry. A person 
standing on their property in Midland, Texas might look 
out across the fence and see a typical family home, and a 
short distance away, a pumpjack moving up and down. 
The logical presumption might be that the homeowner 
owns the pumpjack, as well as any crude oil it happens to 
be pulling out of the ground. 

In reality, the homeowner probably has no interest in the 
pumpjack or the manner in which it is operated, has no 
right to produce the oil or gas below his feet, and almost 
certainly owns only a small fraction, if any, of what is 
being produced in the nearby well. Indeed, the homeowner 
may have no interest in the minerals under his home at 
all. The operator of the pumpjack may itself only own a 
small percentage of the production, having long ago doled 
out portions of its interest to perhaps dozens of other 
parties – including owners of a nearby pipeline, parties 
that provided initial financing for the drilling project, and 

perhaps even an oilfield services company that maintains 
the well itself. 

Splitting these inherently speculative oil and gas interests 
by distributing tiny fractions of the production among 
several (and often dozens) of parties minimizes the risks 
for all. But this form of risk distribution requires careful 
consideration in the bankruptcy context of the derivation 
and type of interest held by a debtor or creditor. 

Disparate State Laws Determine How Oil and Gas 
Interests Are Treated 

Before considering specific oil and gas property interests, 
it is important to remember some ground rules. First, 
section 541(a) of Bankruptcy Code provides that, upon the 
commencement of a bankruptcy case, all legal and 
equitable interests of the debtor become property of the 
debtor’s bankruptcy estate. However, whether a debtor or 
creditor has a legal or equitable interest in that property is 
determined not by the Bankruptcy Code, but by applicable 
non-bankruptcy law.1  Unfortunately, to describe oil and 
gas laws among the states as “disparate” would be a 
gross understatement2. Certain jurisdictions – often 
jurisdictions for whom the extraction of these precious 
resources is part of their core identity – elevate interests 
in minerals, oil, and gas to the status of “real property.” In 
other jurisdictions, certain oil and gas interests are little 
more than “personal property” rights, while in other 

                                                             
1 Butner v. United States, 440 U.S. 48, 55 (1979) (“Property 
interests are created and defined by state law. Unless some 
federal interest requires a different result, there is no reason 
why such interests should be analyzed differently simply 
because an interested party is involved in a bankruptcy 
proceeding.”). Typically, this means applying the oil and gas law 
of the state in which the interest was created (i.e., where the 
minerals reside). However, in certain situations involving onshore 
interest on federal lands and interests located more than three 
miles from shore on the outer continental shelf, specific federal 
laws serve as the applicable non-bankruptcy law. The 
consequences of applying these federal laws are outside the 
scope of this blog entry. 
2 By way of example, American Law Reports maintains a 
database that chronicles the varied treatments of royalty 
interests among the states. Martin J. McMahon, Annotation, Oil 
and Gas Royalty as Real or Personal Property, 56 A.L.R. 4th 439 
(1987). As of the publishing of this blog entry, that article was 99 
pages long. 
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jurisdictions they are a hybrid of real property and 
personal property.3 

Overview of Common Oil and Gas Interests and Their 
Treatment in Bankruptcy 

Mineral Interest – The “mineral interest” consists of the 
ownership of the oil and gas in place under a parcel of 
property, typically in fee simple4, and the exclusive rights 
to explore, drill, and produce that oil and gas from the 
land. Mineral interests are conveyed by a “mineral deed” 
after being severed from the surface interests. Though 
states classify these interests differently, the broad 
definition of “property of the estate” under section 541 
makes these distinctions moot for bankruptcy purposes5, 
and mineral interests held by a debtor – even those that 
are contingent or non-possessory under state law – are 
considered property of the estate. 

Working Interest – The owner of the mineral interest – 
often an individual landowner or government entity not in 
the business of oil and gas drilling – usually prefers that a 
sophisticated oil and gas exploration and production 
(“E&P”) company handle the extraction. In such cases, the 
mineral interest owner grants the exclusive rights to 
explore, drill, and produce the oil and gas by conveying an 
“operating interest” or “working interest”6 to an E&P 
company. The holder of a working interest in the property 
must bear the operating expenses associated with 
exploration, development, and, eventually, production. 

Importantly, a working interest does not exist in 
perpetuity. Instead, the rights conveyed by the working 
interest typically revert back to the mineral interest owner 

                                                             
3 1 H. WILLIAMS & C. MEYERS, OIL AND GAS LAW § 214  
(13th ed. 2006). 
4 A fee simple is “[a]n interest in land that, being the broadest 
property interest allowed by law, endures until the current 
holder dies without heirs; esp., a fee simple absolute.”  
BLACK’S LAW DICTIONARY (9th ed. 2009). 
5 In re McLain, 516 F.3d 301 (5th Cir. 2008). 
6 Working interests are conveyed by means of an “oil and gas 
lease,” and the owners of working interests and mineral 
interests are often referred to as a lessees and lessors. 
However, as we discuss in Part 3 of this series, the oil and gas 
“lease” is a misnomer in many jurisdictions, as this “lease” 
conveys a freehold interest, as opposed to a leasehold interest. 

if certain terms and conditions – usually certain 
production requirements – are not met. We will review the 
bankruptcy ramifications of this reversionary interest in 
Part 3 of this series when discussing working interests in 
the context of section 365. 

Royalty Interests – The owner of a “royalty interest” is 
entitled to share in a stated portion of gross production, if 
any, but has no right to enter the land and extract the 
minerals itself. As such, the royalty interest is a 
“nonworking” interest – i.e., the holder of a royalty interest 
is not obligated to pay any of the costs associated with 
exploration or production. One type of royalty interest 
commonly dealt with by bankruptcy courts is the royalty 
interest retained when the mineral interest holder grants 
a working interest – a “landowner’s royalty interest.” 
Courts have generally understood that funds held by the 
E&P debtor that are subject to a landowner’s royalty 
interest are not property of the estate, as the Debtors are 
considered to hold only bare legal title, and not an 
equitable interest in such funds7. 

Unlike landowner’s royalty interests, which are derived 
directly from the mineral estate, “overriding royalty 
interests” (“ORRIs”) are typically carved out of the working 
interest by a working interest holder. As a general matter, 
“perpetual ORRIs”8 last for the life of the lease between 
the working interest holder and the mineral rights holder, 
but “term ORRIs” are limited in duration until a specified 
volume of production or stated value of production is 
reached. 

Net Profits Interests – Similar to ORRIs, “net profits 
interests” or “NPIs,” are carved out of the working interest, 
                                                             
7 See In re Endeavour Operating Corp., Case No. 14-12308 
(Bankr. D. Del. Nov. 6, 2014) (ECF. No. 147) (final order 
authorizing debtors to pay all prepetition and postpetition royalty 
interest holders); See generally Begier v. Internal Revenue 
Service, 496 U.S. 53, 59, 110 S. Ct. 2258, 110 L. Ed. 2d 46 (1990) 
(“Because the debtor does not own an equitable interest in 
property he holds in trust for another, that interest is not 
‘property of the estate.’”). 
8 Some jurisdictions consider these interests as similar to 
covenants that run with the land, and thus such interests are 
transferred if the working interest is transferred. Other 
jurisdictions terminate these interests simultaneously with the 
cessation of the lease between the mineral rights holder and the 
working interest holder that granted the royalty interest. 
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but net profits interests are only payable to the NPI holder 
out of the profits earned from production over the 
contractually agreed upon time period. NPIs are 
consistently considered to be personal property interests, 
rather than real property interests, even in jurisdictions 
where royalty interests are considered real property 
interests. 

Production Payments9 – Production payments, like ORRIs, 
refer “to an interest created out of the lessee’s estate 
which is a share of the minerals produced from described 
premises, free of the costs of production at the surface . . .  
But a production payment terminates when the lease 
expires, or sooner if the owner of the interest has received 
the agreed quantum of production or dollar amount from 
the sale of production.”10 Working interest owners have 
long used production payments as a form of project 
lending, borrowing capital to finance the exploration and 
start-up production costs in exchange for a portion of the 
production. Once the loan is repaid from the production, 
the interest terminates. 

A recent trend has been to refer to production payments 
as “term ORRIs” because they operate like an overriding 
royalty interest with a specified term, and the case law on 
overriding royalty interests is more robust. The 
Bankruptcy Code definition of “production payment” 
concurs with this broader definition.11 However, as we will 
discuss in Part 4 of this series, this creates an additional 
layer of complexity, because whether an interest is a true 
overriding royalty interest or something else depends on 
the true nature of the particular conveyance that gives 
rise to the interest. 

                                                             
9 Another name for “production payments” is “oil payments,” 
which is an older term whose use is restricted to payments 
made on account of oil, as opposed to all minerals. 
10 QEP Energy Co. v. Sullivan, 444 Fed. Appx. 284, 289 (10th Cir. 
2011). 
11 The term “production payment” means a term overriding 
royalty satisfiable in cash or in kind—(A) contingent on the 
production of a liquid or gaseous hydrocarbon from particular 
real property; and (B) from a specified volume, or a specified 
value, from the liquid or gaseous hydrocarbon produced from 
such property, and determined without regard to production 
costs. 11 U.S.C. § 101(42A). 

Because of the disparity among state laws, the 
Bankruptcy Code attempts to introduce uniformity to the 
treatment of production payments. For example, section 
541(b)(4)(B) of the Bankruptcy Code states that where the 
assignee of a production payment takes title to that 
property, the interest conveyed as a production payment 
ceases to be property of the estate. Unfortunately, the 
express language of the statute does leave some room for 
ambiguity, which has led to uncertainty in the bankruptcy 
context. Specifically, the statute only covers interests 
borne of production payments made “to an entity that 
does not participate in the operation of the property . . . .”12 
By its plain language, the statute seems to exclude from 
property of the estate only the interests of entities that 
provide financing and nothing more, but production 
payments can be granted to parties that provide services 
or conduct operations on the property.13 Indeed, by 
negative implication, it might appear that production 
payments that are granted to parties participating in 
operations are interests that are property of the estate 
under section 541(a), though there is no indication that 
this was the intent of this language. 

Conclusion 

Understanding the varied oil and gas interests and their 
derivation is fundamental to understanding the issues 
facing bankruptcy courts in this area of the law. For 
instance, as discussed above, the royalty interest is 
“carved from the working interest in the land . . . .”14 This 
fact is important not just for the purposes of identifying 
the source of the royalty interest, but also for defining the 
outer limits of the rights conveyed. It is a “venerable 
principle” of property law that one “may not convey more 
than he owns.”15 Thus, if the jurisdiction considers the 
conveyance of the working interest by the mineral interest 
holder to be a conveyance of personal property, the 
royalty interest conveyed from that working interest can 

                                                             
12 11 U.S.C. § 541(b)(4)(B)(i). 
13 Terry Oilfield Supply Co. v. Am. Sec. Bank, N.A., 195 B.R. 66, 
70 (S.D. Tex. 1996). 
14 In re Foothills Texas Inc., 476 B.R. 143, 149 (Bankr. D. Del. 
2012). 
15 Davis v. Blige, 505 F.3d 90, 99 (2d Cir. 2007) (holding that 
under copyright law a copyright owner may not convey a greater 
property interest than he owns at the time of the conveyance). 
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only be a conveyance of personal property. While some 
states consider conveyance of the mineral rights by the 
original mineral interest a grant of real property, they 
consider conveyances carved from the resulting working 
interest—like ORRIs—to be personal property that is 
contractual in nature. Finally, even in states where the 
grant of mineral rights is considered a conveyance of a 
real property interest, that conveyance is sometimes 
evidenced by an instrument that leaves both parties with 
material contractual obligations to perform. As a result, 
bankruptcy courts have struggled to deal with mineral 
leases on numerous different levels and the struggle will 
no doubt intensify in the current business climate. 
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Part 3 – The Ability to Assume 
or Reject Oil and Gas Leases 
Charles Persons 

This article, which looks at the ability of a debtor to 
assume, assign, or reject oil and gas “leases” under 
section 365 of the Bankruptcy Code, is the third in the 
Weil Bankruptcy Blog series, “Drilling Down,” where we 
review issues at the intersection of the oil and gas 
industry and bankruptcy law. In Part One, we provided an 
overview of the oil and gas industry and a discussion of 
some of the unique challenges currently facing this 
sector. In Part Two, we discussed specific oil and gas 
property interests and their treatment in bankruptcy. In 
Part Four, we will dive into how certain financing 
arrangements specific to the realm of oil and gas may be 
considered a “disguised financing” vs. a “true sale of 
interests.” 

Part Three: The Ability to Assume or Reject Oil 
and Gas “Leases” 

“The term ‘oil and gas lease’ is a misnomer because the 
interest created by an oil and gas lease is not the same as 
an interest created by a lease governed by landlord and 
tenant law.” 
— In re Topco, Inc., 894 F.2d 727, 740, n.17 (5th Cir. 1990) 

The oil and gas world embraces a language all its own. It’s 
a language that is wrapped in history and littered with 
unique terms of art, acronyms, and, as we shall discuss, at 
least one pervasive “misnomer.” The industry’s 
unconventional language, coupled with inconsistent state 
laws, gives rise to one of the most confusing issues in oil 
and gas bankruptcies – whether or not section 365 of the 
Bankruptcy Code is applicable to oil and gas conveyances. 

Section 365(a) of the Bankruptcy Code provides that a 
debtor in possession may assume or reject any executory 
contract or unexpired lease of the debtor. At first blush, 
the provision would appear to have the potential for 
profound effects in an oil and gas bankruptcy. Working 
interests are conveyed by means of a “lease,” and the 
owners of mineral interests and working interests are 
often referred to as lessors and lessees. Additionally, 
working interests share two important characteristics 
with the typical leasehold interest – they are created 

directly from the freehold interest and they last for a finite 
period of time. Thus, where the debtor has conveyed a 
valuable real property interest pursuant to an oil and gas 
“lease,” section 365(a) would on its face appear to provide 
the debtor with the opportunity to reclaim its interest, 
either through rejection of the “lease” itself or rejection of 
the contract conveying the interest. 

Regrettably, the analysis is not so simple. Whether the 
interest conveyed is a vested, freehold real property 
interest or a leasehold interest subject to the provisions of 
section 365 is a matter for state law interpretation.1 In 
other words, an oil and gas “lease” may or may not be a 
lease. Additionally, the document conveying the interest 
may or may not be considered executory, even when it 
contains a reversionary interest in favor of the grantor. 
Thus, a bankruptcy practitioner must consider several 
factors in determining whether section 365 is applicable 
to the oil and gas conveyance. 

The Oil & Gas “Lease” as an Unexpired Lease 

Describing the conveyance of an oil and gas interest as a 
“lease” has a tendency to “give the impression to the 
uninformed that the ‘oil and gas lease’ is of the same 
genus as the common law ‘lease’ of land.”2 Unfortunately 
for bankruptcy practitioner, the reality is not so 
straightforward, as the “use of the term ‘lease’ is more in 
‘deference to custom’ than a description of the legal 
relationship involved.”3 The nature of the interest granted 
is independent of any language in the conveying document 
– only the identity of the interest being conveyed and the 
applicable governing law determines the appropriate 
classification of the interest. Proper treatment of an oil 
and gas “lease” under the rubric of the Bankruptcy Code 
can only be considered after the nature of the interest is 
determined under applicable non-bankruptcy law. 

                                                             
1 See Topco, 894 F.2d at 740, n.17 (“While we interpret the 
Bankruptcy Code as a matter of federal law, state law 
determines whether these contracts constitute unexpired leases 
subject to section 365.”). 
2 Patrick H. Martin & Bruce M. Kramer, Williams & Meyers 
Manual of Oil and Gas Terms 543 (15th ed. 2012). 
3 In re Clark Res., Inc., 68 B.R. 358, 358 (Bankr. N.D. Okla. 1986) 
(quoting Hinds v. Phillips Petroleum Co, 591 P.2d 697 (Okla. 
1979)). 
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As discussed in Part Two of this series, certain oil and gas 
interests – like working interests, term overriding royalty 
interests, production payments, or net profits interests – 
do not exist in perpetuity. Instead, the rights conveyed by 
the working interest typically revert back to the mineral 
interest owner if certain terms and conditions are not met. 
This type of conditional conveyance can be classified in 
two ways – either as a freehold conveyance with a 
reversionary interest in favor of the original owner or as a 
leasehold conveyance. From a functional standpoint, the 
two types of conveyance may appear similar, but their 
treatment in the bankruptcy context is greatly affected by 
their classification. 

Notwithstanding how the conveyances and interests are 
titled, in many jurisdictions, so-called oil and gas “leases” 
actually grant the working interest holder a “fee simple 
determinable” in the minerals.4 By taking a fee simple 
determinable, the recipient of the working interest in such 
jurisdictions is actually being granted its own freehold 
interest in the minerals, not a leasehold interest that 
exists as a subset of the mineral interest holder’s freehold 
rights in the minerals. One such example is Texas, where 
an oil and gas “lease” conveys a vested real property right 
in fee simple determinable.5 As the Fifth Circuit made 
clear in Topco, “state law determines whether these 
contracts constitute unexpired leases subject to Section 
365. In Texas, they do not.”6 

A recent case in in the United States Bankruptcy Court for 
the Western District of Michigan provides a counterpoint 
to the Texas view. Considering an oil and gas lease 
conveying a royalty interest to the plaintiffs, the Frontier 
Energy court found that “oil and gas leases in Michigan, 
such as each of the Agreements under consideration, are 
‘rental agreement[s] to use real property’ and therefore 
‘leases’ within the meaning of Section 365 [of the 

                                                             
4 A fee simple determinable is “[a]n estate that will 
automatically end and revert to the grantor if some specified 
event occurs . . . .” Black’s Law Dictionary (9th ed. 2009). 
5 In re Topco, 894 F.2d at 740, n.17; Howell v. Union Producing 
Co., 392 F.2d 95 (5th Cir. 1968). 
6 In re Topco, 894 F.2d at 740, n.17. 

Bankruptcy Code].”7 The Michigan court drove home the 
differences, stating, “Michigan treats a lessee’s interest as 
a leasehold or profit á prendre,8 but not a freehold estate. 
In this significant respect, Michigan departs from the law 
of Texas and several other oil and gas states that 
apparently regard a lessee’s interest under an oil and gas 
lease as a freehold or fee.”9 The Michigan Bankruptcy 
Court’s determination that Frontier’s interest was merely 
an unexpired lease forced the debtor to decide whether it 
wanted to assume (which required a sizable cure) or reject 
the lease. 

The two opinions illustrate the difficulty facing the 
bankruptcy practitioner untrained in the realm of oil and 
gas. The conveyances considered in the Topco and 
Frontier Energy decisions may well appear similar on their 
face, and the documents evidencing the conveyances 
could easily have looked nearly identical. And yet the two 
outcomes could not be more different. “[O]il and gas 
leases considered to be freehold estates by the governing 
state law do not constitute ‘unexpired leases’ under the 
Bankruptcy Code and therefore Section 365 does not 
govern their assumption or rejection. . . . However, in 
states where oil and gas leases constitute leasehold 
interests rather than freehold interests, Section 365 does 
govern their disposition.”10 

The Document Conveying the Oil & Gas Interest as an 
Executory Contract 

The conveyance of an oil and gas interest does not happen 
without documentation. As such, practitioners arguing for 
the application of section 365 to an oil and gas interest 
often argue in the alternative that if the interest is not an 
unexpired lease, the document or documents conveying 
the interest are nonetheless executory. 

                                                             
7 Frontier Energy, LLC v. Aurora Energy, Ltd. (In re Aurora Oil & 
Gas Corp.), 439 B.R. 674, 680 (Bankr. W.D. Mich. 2010) 
(reconsideration decision). 
8 A profit á prendre is similar to an easement, and “confers the 
right to enter another’s land and remove something of value 
from the soil or products of the soil.” Goss v. C.A.N. Wildlife 
Trust, Inc., 852 A.2d 996, 1002 (Md. Ct. App. 2004). 
9 Frontier Energy, LLC v. Aurora Energy, Ltd. (In re Aurora Oil & 
Gas Corp.), 439 B.R. 674, 678-679 (Bankr. W.D. Mich. 2010) 
(original decision). 
10 In re Topco, Inc., 894 F.2d at 740 n.17. 
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The Code does not define the term “executory contract.” 
At minimum, Congress intended the term to refer to 
contracts “in which performance is due to some extent on 
both sides,”11 and this concept has been further refined by 
bankruptcy courts through the prism of the “Countryman 
definition”12 of executory contracts. However, not all 
obligations to perform meet the standards considered by 
the Countryman definition. For instance, “[t]he general 
rule is that a contract is not executory where the only 
obligation of a party to a contract is the payment of 
money.”13 Likewise, the reversionary aspect of an oil and 
gas conveyance is not typically considered an obligation 
for future performance under the Countryman definition, 
as this reversion occurs by operation of law, rather than 
by a lessee’s affirmative performance. 

Considered under the Countryman rubric, the majority of 
courts have held that documents conveying oil and gas 
interests are not executory contracts, and are thus beyond 
the scope of section 365.14 Where an oil and gas interest is 
vested (that is to say, on a property where production has 
begun), “[i]t is well settled by many courts that an oil and 

                                                             
11 H.R. Rep. No. 95-595, 347 (1977), 1978 U.S.C.C.A.N. 5787, 
5963; see In re Exide Technologies, 607 F.3d 957, 962 (3d Cir. 
2010) (“With congressional intent in mind, this Court has 
adopted the . . . definition” quoted above); In re Columbia Gas 
Sys. Inc., 50 F.3d 233, 238 (3d Cir. 1995). 
12 Under the “Countryman definition,” an executory contract is 
said to be “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.” Vern Countryman, Executory Contracts in 
Bankruptcy: Part I, 57 MINN. L. REV. 439, 460 (1973). 
13 In re Leibinger-Roberts, Inc., 105 B.R. 208, 212 (Bankr. E.D.N.Y. 
1989) (citations omitted). 
14 See In re Biron, Inc., 23 B.R. 241, 242 (Bankr. S.D. Ohio 1982) 
(“[the debtor] has conveyed all of the leasehold interests that it 
can or ever will be able to convey. There is no possibility of 
further performance by [the debtor] under the Agreement. 
Under those circumstances, the Agreement cannot be said to be 
executory.”); In re Foothills Texas, 476 B.R. at 153 (under Texas 
law the holder of an overriding royalty interest does not owe any 
remaining performance, or at least has substantially performed, 
and thus the instrument evidencing the conveyance is not an 
executory contract capable of being rejected); In re Clark 
Resources, Inc., 68 B.R. 358, 359-60 (Bankr. N. D. Okla. 1986) 
(same). 

gas lease is not an executory contract because the rights 
conveyed are an interest in real estate and not truly a 
lease.”15 

One instance of the general rule not being applicable is 
where a working interest is conveyed but oil or gas had 
not been produced as of the petition date. Because the 
conveyance of a working interest is subject to the lessee 
producing oil and gas, the law in some jurisdictions holds 
that until oil and gas is actually produced, the real 
property interest conveyed does not vest. The bankruptcy 
court for the Middle District of Pennsylvania recently 
concluded that under Pennsylvania state law that, “until 
oil or gas is produced, no freehold estate vests in the 
lessee. Logically then, if, at the time bankruptcy was filed 
and there was no oil or gas produced — as is true in this 
case — then contract principles would apply including an 
interpretation of whether this was an executory contract 
or lease.”16 The Powell court continued its explanation, 
holding: 

Had gas been discovered prior to the bankruptcy 
filing, the conversion of the instrument to a 
determinable fee would have terminated its 
qualification as a ‘lease’ under § 365 because the 
Lessees would have had the right to extract their gas 
from the Debtor’s property. Moreover, if gas had 
vested in Lessees prior to bankruptcy filing, the 
executory nature of the contract would cease, and we, 
again, would be talking about the law of real property 
rather than an executory contract.17 

However, the Powell decision is not applicable in all 
jurisdictions. Certain jurisdictions, like Texas, hold that by 
operation of law, an oil and gas interest vests in the lessee 
as soon as the interest is conveyed.18 In such jurisdictions, 

                                                             
15 K & D Energy v. KY USA Energy, Inc. (In re KY USA Energy, 
Inc.), 444 B.R. 734, 737 (Bankr. W.D. Ky. 2011). 
16 Powell v. Anadarko E&P Co., L.P. (In re Powell), 482 B.R. 873, 
878 (Bankr. M.D. Pa. 2012). Of interest, the court noted that 
subsequent to the filing, oil and gas was found, which would 
have created a vested interest but for the filing of the petition. 
Nonetheless, the court held that allowing the interest to vest 
postpetition was inappropriate under the automatic stay 
pursuant to section 362(a)(3) of the Bankruptcy Code. Id. 
17 Id. 
18 See Tennant v. Dunn, 110 S.W. 2d 53, 56 (Tex. 1937). 
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the instrument conveying the oil and gas interest is never 
executory, and thus, section 365 never comes into play.  
Like so many other oil and gas bankruptcy issues, the 
outcome all depends on where the debtor or creditor 
happens to be drilling. 

Conclusion 

All of this may leave the bankruptcy practitioner’s head 
spinning like a rotary table on a drilling rig. Determining 
the applicability of section 365 starts with the 
identification of the precise oil and gas interest in question 
and a thorough understanding of how the applicable non 
bankruptcy law in effect classifies that specific interest – 
tasks that must be completed before bankruptcy 
considerations come into play. There are no shortcuts, and 
the unpredictable realm of oil and gas law doesn’t allow 
for bright line rules. 
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Part 4 – Smoke on the Water: 
The Hazy Law of Oil and Gas 
Leases on the Outer 
Continental Shelf 
Charles Persons 

This article, which looks at offshore leases in the United 
States, is the fourth in a Weil Bankruptcy Blog series, 
“Drilling Down,” a series that will look at issues at the 
intersection of the oil and gas industry and bankruptcy 
law.  In Part One we provided an overview of the oil and 
gas industry, in Part Two we discussed specific oil and gas 
property interests and their treatment in bankruptcy, and 
in Part Three we discussed the ability to assume or reject 
oil and gas interests as leases in bankruptcy. 

Part Four: Smoke on the Water—The Hazy Law of 
Oil and Gas Leases on the Outer Continental Shelf 

“For the love of God please GIVE ME THE ANSWER!” 
— Billy Madison 

Up until now, the Drilling Down series has focused on the 
most common type of oil and gas relationship in the 
United States – the privately-held onshore oil and gas 
lease between the private mineral interest holder and the 
E&P company holding a working interest.  While this type 
of relationship may be the most prevalent in this country, 
it is far from the norm worldwide.  Indeed, the United 
States is the only country in the world with widespread 
private ownership of minerals, as mineral interests 
everywhere else are the considered property of the State 
(or Sovereign). 

The United States is not entirely without this mineral 
ownership dynamic, however.  Where the United States 
owns federal lands, the underlying mineral rights in those 
lands also belong to the federal government, which profits 
by leasing the right to explore and drill for the minerals on 
federal lands to private developers.  This includes the 1.7 
billion acres of submerged lands, subsoil, and seabed 
known as the Outer Continental Shelf (the “OCS”),1 the 
offshore area typically located between three and 200 
nautical miles from a State’s coastline. 
                                                             
1 The precise extent of federal OCS jurisdiction is described at 
http://www.boem.gov/Outer-Continental-Shelf/. 

The Outer Continental Shelf Lands Act Governs  
OCS Leases 

The federal legislation that grants exclusive jurisdiction to 
the OCS and its riches in favor of the United States 
government is the Outer Continental Shelf Lands Act 
(“OCSLA”),2 which tasks the Bureau of Ocean Energy 
Management (“BOEM”)3 with managing offshore oil and 
gas leases.  Signed into law in 1953, the OCSLA brought 
under federal jurisdiction an area that in 2013 produced 
approximately 477 million barrels of crude oil, roughly 
one-fifth of our nation’s annual production. 

As discussed in earlier articles, the appropriate property 
law characterization of onshore mineral leases is 
determined by applying the law of the individual State 
from which the resource is produced.  The resulting 
classification of a particular oil and gas property interest 
has a significant impact on its treatment in bankruptcy 
law, which looks to applicable non-bankruptcy law to 
define property interests.  On the OCS, applicable non-
bankruptcy law shifts from state law to federal law, and 
specifically the OCSLA.  However, while the assumption 
might be that this shift would lend itself to a certain 
uniformity not seen in oil and gas laws onshore, there 
unfortunately may be no more unsettled intersection 
between bankruptcy law and oil and gas law than where 
the OCSLA meets the Bankruptcy Code. 

The OCSLA is by no means intended to be an all-
encompassing statutory scheme.  Inevitably, this exposes 
“gaps” in the law that the Act was not designed to 
address.  To manage these shortcomings, the OCSLA 
includes a comprehensive choice-of-law scheme that 
incorporates the law of the adjacent State as “surrogate” 
federal law: 

To the extent that they are applicable and not 
inconsistent with this Act or with other Federal laws . 
. .the civil and criminal laws of each adjacent State 
now in effect or hereafter adopted, amended, or 

                                                             
2 43 U.S.C. §§ 1331 et seq. 
3 The BOEM is an agency of the Department of the Interior. Until 
2010, the Mineral Management Service (“MMS”) oversaw OCS 
leases. 
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repealed are hereby declared to be the law of the 
United States for [the OCS] . . . 4 

Thus, non-conflicting laws of adjacent states fill in the 
gaps in the OCSLA pursuant to this “mandatory” choice of 
law provision.5 

Within the realm of bankruptcy law, the “gap filler” 
provision leads to more uncertainty, not less, because 
whether OCS leases and associated production interests 
carved out of these larger interests are defined by federal 
law or the law of an adjacent state is required to 
understanding their proper treatment in bankruptcy.  
Predictably, thanks to a dearth of statutory guidelines and 
precedential case law, the question of whether federal 
law or the law of the adjacent state defines an OCS 
property interest remains unsettled. 

NGP v. ATP Offered a Clear Opportunity to Set 
OCS Precedent 

Most OCS leases are located off the coasts of Louisiana 
and Texas – states that have case law addressing whether 
oil and gas leases are true leases or freehold conveyances 
of vested real property interests; and whether the 
instruments conveying those interests are executory 
contracts.  But, under the OCSLA’s choice of law 
provision, that established case law is only applicable to 
OCS leases if (i) the OCSLA or other federal law does not 
address the issue and (ii) the case law is not inconsistent 
with the OCSLA and other federal law.  A few courts have 
skirted around how to characterize the property rights in 
OCS leases, and specifically whether those interests are 
defined in the OCSLA or must come from the gap-filling 
case law of adjacent States, but there has been no 
definitive answer on the issue. 

Last year, it appeared that the litigation in NGP Capital 
Resources v. ATP6 (and other, similar adversary 
                                                             
4 43 U.S.C. § 1333(a)(2)(A). 
5 Union Texas Petroleum Corp. v. PLT Engineering, Inc., 895 F.2d 
1043, 1050 (5th Cir. 1990) (“We find it beyond any doubt that 
OCSLA is itself a Congressionally mandated choice of law 
provision requiring that the substantive law of the adjacent state 
is to apply even in the presence of a choice of law provision in 
the contract to the contrary.”). 
6 NGP Capital Res. Co. v. ATP Oil & Gas Corp. (In re ATP Oil & 
Gas Corp.), Case No. 12-03443 (Bankr. S.D. Tex. 2012). 

proceedings in the ATP bankruptcy) might finally force a 
bankruptcy court to settle the choice of law questions 
associated with OCS leases, as well as whether those 
leases could be subject to the assumption and rejection 
provisions of section 365 of the Bankruptcy Code.  If the 
OCS leases at issue could be rejected under section 365, 
overriding royalty interest (“ORRI”) holders like NGP 
would only hold unsecured claims in the amount of 
rejection damages.  Tens of millions of dollars were at 
stake. 

Unfortunately, as we’ll discuss below, the clear answers 
practitioners hoped for never came.  Nonetheless, the 
proceedings did bring these infrequently-litigated issues 
to the forefront.  On one side of the line, plaintiff NGP 
argued that the gap-filling provision in the OCSLA 
required the application of the law of the adjacent state – 
Louisiana – under which an OCS lease would (probably) be 
a real property conveyance that was not subject to section 
365 of the Bankruptcy Code.7  On the other side, both ATP 
and the Department of Justice (acting on behalf of the 
United States) took the position that OCS leases are 
defined by federal law and regulations as both unexpired 
leases and executory contracts, making them subject to 
rejection under section 365.  They further argued that to 
the extent Louisiana law is inconsistent with that position, 
Louisiana law cannot be used as a “gap filler.” 

Is the OCS Lease as an Unexpired Lease? 

The United States’ primary argument for characterization 
of the OCS leases as unexpired leasehold interests 
subject to section 365 would be considered a 
straightforward, common sense position – if only the oil 
and gas industry didn’t suffer from a widespread misuse 
of the word “lease.”  Essentially, the government argues 

                                                             
7 Whether a mineral lease in Louisiana is an unexpired lease or 
other form of executory contract subject to section 365 of the 
Bankruptcy Code is actually an issue of significant debate, as 
federal courts have struggled to interpret Louisiana’s Napoleonic 
property codes and have issued opinions arriving at opposing 
conclusions. See, e.g., Texaco, Inc. v. La. Land & Exploration Co., 
136 B.R. 658, 668 (M.D. La. 1992) (holding that a Louisiana 
mineral leases is an executory contract under § 365); but 
compare In re WRT Energy Corp., 202 B.R. 579, 584-85 (Bankr. 
W.D. La. 1996) (holding that a Louisiana oil and gas lease does 
not constitute an unexpired lease of real property or an 
executory contract under Louisiana law). 
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that because the OCSLA uses the term “lease” to 
characterize the property interests granted by the United 
States, OCS leases are – by their plain language – leases.  
The DOJ pointed to two additional facts to further support 
this position: (i) the OCSLA enabling statute grants 
lessees only the right to “explore, develop, and produce 
the oil and gas contained within the lease area”8 and (ii) 
the OSCLA requires the lessee to submit rental payments 
and royalties pursuant to the terms of the leases.  
However, if you’ve been following this blog series, you 
know by now that those facts are not only common to 
virtually every oil and gas “lease” in this country, they are 
also entirely inconsequential as to whether the interest 
being characterized is a lease capable of being affected by 
section 365 or a vested real property conveyance. 

The United States’ second argument is that other federal 
law, namely the Bankruptcy Code, specifically defines a 
“lease” as “any rental agreement to use property.”9 To 
support the notion that an OCS lease is a rental 
agreement, the DOJ cited to Union Oil Co. v. Morton, a 
Ninth Circuit case that predates the Bankruptcy Code, 
which held that an OCS lease “does not convey title in the 
land, nor does it convey an unencumbered estate in oil 
and gas.”10 

The full implications of the Union Oil holding in this 
context, however, are not clear for two reasons.  First, the 
very next sentence in the holding recognizes that an OCS 
lease conveys some type of enforceable property interest 
(though the nature of that interest is not defined).   
Second, and more importantly, the Supreme Court has 
specifically held that federal courts cannot create federal 
common law to override state law under the OCSLA, 
holding “Congress made clear provision for filling the 
‘gaps’ in federal law; it did not intend that federal courts 
fill in those ‘gaps’ themselves by creating new federal 
common law.”   This position has led some scholars to 
question whether the term “federal law” in the OCSLA 
choice of law provision in fact only refers to federal 
statutory law.  

                                                             
8 43 U.S.C. § 1337(b)(4). 
9 11 U.S.C. § 365(m). 
10 See Union Oil Co. v. Morton, 512 F.2d 743, 747 (9th Cir. 1975) 
(citing Boesche v. Udall, 373 U.S. 472, 478 (1963)). 

What does seem clear is that absent the support of 
federal common law, nothing in the statutory language of 
the OCSLA provides a substantive property law 
characterization of the OCS leases.  In other words, 
beyond the Act’s consistent use of the word “lease,” 
nothing in the OCSLA or other federal law explicitly 
addresses whether the property rights conveyed pursuant 
to an OCS lease are real or personal in nature. Indeed, 
even the DOJ has been inconsistent with its position on 
the matter. 

The full implications of the Union Oil holding in this 
context, however, are not clear for two reasons.  First, the 
very next sentence in the holding recognizes that an OCS 
lease conveys some type of enforceable property interest 
(though the nature of that interest is not defined).11 
Second, and more importantly, the Supreme Court has 
specifically held that federal courts cannot create federal 
common law to override state law under the OCSLA, 
holding “Congress made clear provision for filling the 
‘gaps’ in federal law; it did not intend that federal courts 
fill in those ‘gaps’ themselves by creating new federal 
common law.”12 This position has led some scholars to 
question whether the term “federal law” in the OCSLA 
choice of law provision in fact only refers to federal 
statutory law.13 

What does seem clear is that absent the support of 
federal common law, nothing in the statutory language of 
the OCSLA provides a substantive property law 
characterization of the OCS leases.  In other words, 
beyond the Act’s consistent use of the word “lease,” 
nothing in the OCSLA or other federal law explicitly 
addresses whether the property rights conveyed pursuant 
to an OCS lease are real or personal in nature. Indeed, 

                                                             
11 Id. 
12 Gulf Offshore Co. v. Mobil Oil Corp., 453 U.S. 473, 485-86 
(1981) (quoting Chevron Oil v. Huson, 404 U.S. 97, 104-05 (1971), 
overruled on other grounds, Harper v. Va. Dept. of Taxation, 509 
U.S. 86 (1993)). 
13 See John M. McCollam and Robert B. Wiygul, Contract Actions 
and the Outer Continental Shelf Lands Act: Jurisdiction, Venue 
and Applicable Law, 38 INST. ON OIL & GAS L. & TAX’N 3-1 (1987). 
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even the DOJ has been inconsistent with its position on 
the matter.14 

Is an OCS Lease as an Executory Contract? 

As discussed, in the ATP-NGP litigation, the United States 
takes the position that OCS Leases are not only unexpired 
leases subject to section 365 of the Bankruptcy Code, but 
that the instrument conveying an OCS lease is also an 
executory contract subject to section 365.  Specifically, 
the DOJ asserts that because an OCS lessee must 
continue to make royalty and rental payments, and 
because the United States “must make the OCS lands 
available for development and supervise all development 
on the OCS,” there are obligations for performance 
remaining on both sides.15 The United States argues these 
outstanding obligations by both parties meet the 
Countryman definition of executory contracts.16 However, 
courts (including the ATP court) have thus far not 
addressed whether these obligations would meet the 
Countryman definition. 

If Gap-Filling State Law Considers the Mineral Interests 
Real Property Interests, Is That Position Inconsistent With 
OSCLA? 

The parties on both sides of the NGP-ATP litigation and 
related adversary proceedings arguing these section 365 

                                                             
14 Compare United States’ Response to Motion for Summary 
Judgment at 4, NGP Capital Res. Co. v. ATP, No. 12-03443 
(Bankr. S.D. Tex. 2012), ECF No. 82 (“Classifying the award of an 
OCS lease as the conveyance of a real property interest rather 
than a leasehold interest is inconsistent with the nature of ATP’s 
interest in the OCS lease as defined under OCSLA.”), with Shell 
Petroleum, Inc. v. United States, 2008 U.S. Dist. LEXIS 51180, at 
*16 (S.D. Tex. July 3, 2008) (noting that the United States 
stipulated that “OCS leases are real property interests that are 
sold by the Minerals Management Service (‘the MMS’) at public 
auction”). 
15 United States’ Memorandum of Law on Treatment of Federal 
OCS Leases at 6, NGP Capital Res. Co. v. ATP, No. 12-03443 
(Bankr. S.D. Tex. 2012), ECF No. 13. 
16 Under the “Countryman definition,” an executory contract is 
said to be “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.” Vern Countryman, Executory Contracts in 
Bankruptcy: Part I, 57 MINN. L. REV. 439, 460 (1973). 

issues agreed that OCSLA applied generally to govern the 
OCS Leases, but the sides differed in their interpretation 
of whether the OCSLA’s “gap filling” provision was 
applicable under the circumstances.  ATP and the DOJ 
take the position that any state law that prevents the 
disposition of OCS leases in bankruptcy as unexpired 
leases or executory contracts is inconsistent with the 
OCSLA. Specifically, both ATP and the U.S. Government 
argue that to the extent that mineral interests are 
considered vested real property interests under Louisiana 
or Texas law, such law is inconsistent with the 
characterization of such interests under the OCSLA and 
are thus inapplicable. 

Assuming that Louisiana law does not consider mineral 
interests to be unexpired leases or executory contracts 
(as the ATP court did), the question of whether Louisiana 
law is inconsistent with federal law would seem to be one 
of the most important, outcome determinative issues in 
the litigation.  And yet, the plaintiffs in the NGP-ATP 
litigation, as well as plaintiffs in similar litigations initiated 
by other interest holders in the ATP case, only minimally 
addressed the “inconsistency” issue in their briefs before 
making their primary arguments under (the more 
established) Louisiana law.  As a way to sidestep the 
issue, the plaintiffs argued that the ORRIs, production 
payments, and net profits interests they received from 
ATP were not prohibited under OCSLA or other federal 
law, and that the property law characterization of those 
interests is not addressed by the OCSLA.17 Under their 
theory, the OCSLA could not be considered inconsistent 
with Louisiana law, because the OCSLA and other federal 
laws do not address the characterization of these types of 
derivative property interests. 

The DOJ countered this position head-on.  It argued that if 
ATP’s mineral interests under the OCSLA were not vested 
real property rights, then ORRIs and similar derivative 

                                                             
17 NGP Capital Resources Company’s Motion for Summary 
Judgment as to the Financing Issues and Brief in Support at 18, 
NGP Capital Res. Co. v. ATP, No. 12-03443 (Bankr. S.D. Tex. 
2012), ECF No. 77 (“There is no federal substantive law 
prohibiting term overriding royalties or production payments. . . . 
Bankruptcy law, which ATP and the [DOJ] attempt to implicate 
as governing federal law, is also silent on the subject, as it 
leaves the determination of property rights to applicable non-
bankruptcy law, whether state or federal.”). 
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interests carved out of ATP’s interests could also not be 
vested real property rights.  It was, the DOJ argued, a 
“venerable principle” of property law that one “may not 
convey more than he owns.”18 In other words, the DOJ 
argued that since ATP holds only leasehold interests or 
simple contractual payment rights in the OCS leases, it 
could not have conveyed anything other than that type of 
property right to derivative holders.  Conversely, if 
Louisiana law treated the ORRIs and other derivative 
interests as real property interests, then not only would 
the ORRI holders have real property rights in the 
production from the OCS leases, but ATP by definition 
must have real property rights in the OCS leases.  The 
DOJ believed the arguments all ended in the same result 
– irreconcilable inconsistencies between Louisiana law 
and federal law. 

As discussed above, the plaintiffs in the NGP-ATP 
litigation (and related litigations considering the same 
issues) largely chose not to address the DOJ’s position 
that Louisiana state law is inconsistent with the OCSLA 
directly.  Plaintiffs primarily addressed these choice of law 
considerations insofar as they summarily argued that 
“surrogate” state law applied under the OCSLA’s “gap 
filler” provision.  In the end, the decision not to spend 
significant energy addressing the alleged 
“inconsistencies” between state and federal law was 
effectively validated in the summary judgment opinion of 
the court. 

The Court’s Ruling in the NGP-ATP Litigation Leaves 
Questions Unanswered 

The ATP court has provided one significant memorandum 
opinion thus far in the NGP-ATP litigation.19 That opinion, 
decided on a summary judgment standard, was expected 
to address the unexpired leases/executory contracts 
question as part of what it referred to as the “first phase” 
of a bifurcated adversary proceeding.  Unfortunately, the 
court elected to not tackle the OCSLA issues in a 

                                                             
18 Davis v. Blige, 505 F.3d 90, 99 (2d Cir. 2007) (holding that 
under copyright law a copyright owner may not convey a greater 
property interest than he owns at the time of the conveyance). 
19 NGP Capital Resources Co. v. ATP Oil & Gas Corp. (In re ATP 
Oil & Gas Corp.), No. 12-3443, 2014 Bankr. LEXIS 33 (Bankr. S.D. 
Tex. Jan. 6, 2014). 

substantial way, preferring instead to focus the majority of 
the opinion on recharacterization issues. 

After a brief discussion regarding the choice of law 
arguments of ATP and the DOJ in the background section 
of the opinion, the court elected to summarily apply 
Louisiana law. The only portion of the holding that 
approached this contentious issue stated, “[u]nless 
Louisiana law is inconsistent with federal law on the 
issues in this adversary proceeding, Louisiana law is 
applicable to this dispute.”20 There was no additional 
analysis offered, and it appears that the court assumed 
there was no inconsistency between Louisiana law and 
federal law.21 Exactly how the court reached this 
conclusion and how future litigants will choose to utilize 
this precedent, however, remains decidedly uncertain. 

Conclusion 

OCS leases represent a growing portion of the oil and gas 
production in the United States, but unfortunately, how 
they should be characterized remains largely 
unaddressed.  Given the opportunity to address the issue 
head-on, both the plaintiffs and the ATP court deflected 
on the subject, leaving bankruptcy practitioners with 
another hazy oil and gas issue to sort out in the future.  
Until such time as these questions are addressed head-on, 
those in the restructuring field can expect to fight the 
same battles the next time a significant offshore E&P 
company files for chapter 11 protection. 

 

                                                             
20 Id. at *8. 
21 See also In re ATP, 497 B.R. 238, 246 at n.6 (Bankr. S.D. Tex. 
2013). 
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