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INTRODUCTION

As the world struggled to emerge from the pandemic, the year 2022 was defined by heightened uncertainty. 
In addition to fallout from short-term damage-control measures like foreclosure moratoriums and mas-
sive relief programs, the global economy sustained major shocks, such as Russia’s invasion of Ukraine, 

intensifying climate change concerns, and escalating tensions with China combined with the sudden end to Chi-
na’s persistent no-tolerance COVID policy. At home, U.S. consumers and businesses battled soaring inflation and 
aggressive corrective monetary policy — ending the fourth quarter with the highest interest rates in 15 years. 

Inevitably, the issues the world faced on the road to recovery spilled over into the realm of business bankruptcy, 
revealing new areas of concern and problems hiding in the woodwork. Reflecting on the economic ripple effect 
of events overseas, it seems appropriate that articles in the ABI Journal paid considerable attention to matters 
pertaining to chapter 15 bankruptcy, developments in foreign restructuring landscapes, and global debt crises. 
This year’s scholarship also focused on technology and data, particularly cryptocurrency exchanges, coinciding 
with the catastrophic collapse of FTX at the end of 2022. Another focal point was the major activity in the case 
of In re Purdue Pharma this year, which sparked speculation as to the viability of third-party releases within plan 
confirmation. Collectively, the year’s pieces in Best of ABI 2022: The Year in Business Bankruptcy provide a com-
prehensive overview of the key fundamentals and topical issues of business bankruptcy, such as claims adminis-
tration, involuntary bankruptcy considerations, subchapter V and dispute resolution. In a year of such uncertainty, 
ABI ensured that readers were prepared every step of the way.

Whether you continue to work from home or are back in the office, ABI provides essential resources to its mem-
bers, including high-quality conferences, comprehensive continuing legal education, effective legal research and 
first-class industry publications. In the monthly ABI Journal, in ABI’s books and newsletters, and at the dozens 
of ABI educational sessions and conferences held each year (many of which were able to be held in person in 
2022), ABI draws on the experiences of insolvency experts, top-notch legal practitioners, academics and judges. 
While this compendium could not fit all of the excellent articles published in 2022, all of the ABI Journal’s articles 
from 2022, as well as many other educational tools, are available at www.abi.org. We invite you to explore those 
online. ABI’s search engine at search.abi.org allows readers to explore ABI’s extensive collection of articles and 
publications using keyword searches for optimal search results.

We hope you find Best of ABI 2022: The Year in Business Bankruptcy to be a valuable resource. For the most 
comprehensive coverage of 2022 trends, please consider purchasing the companion volume, Best of ABI 2022: 
The Year in Consumer Bankruptcy.
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Chapter  1

BEFORE THE FALL:  PRE-BANKRUPTCY 
ISSUES,  OUT-OF-COURT WORKOUTS AND 

RECEIVERSHIPS

“A goal without a plan is just a wish.” ~ Antoine de Saint-Exupéry

We start off our 2022 recap with pre-bankruptcy matters that became prominent in 2022. Establishing 
best practices before filing can mitigate or prevent issues that arise later in court. Thus section presents 
pointers on laying the proper groundwork to navigate and capitalize on new industries, particularly 

long-term care facilities and cannabis-related business. Other articles delve into “what not to do” by providing 
cautionary tales about the consequences of aggressive lender conduct in liability judgments and standards for 
receiver standing.
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A. Aggressive, Extra-Contractual Conduct Leads to “Lender Liability” 
Judgment

ABI Journal
May 2022

Brian I. Swett 
McGuireWoods LLP
New York

Douglas M. Foley 
McGuireWoods LLP
Richmond, Va.

Stephanie J. Bentley
McGuireWoods LLP
Washington, D.C.

A recent case, Bailey Tool & Mfg. Co., et al. v. Republic Bus. Credit (In re Bailey Tool & Mfg. Co.),1 involved a 
metal-fabricating business, its owner, a factoring company, and a financial arrangement among the parties that 
spun out of control as a result of overly assertive acts by its senior creditor. After nearly four years of litigation, 

the bankruptcy court issued a fact-intensive opinion through which it found the senior creditor (the factoring company), 
Republic Business Credit LLC, liable for, inter alia, breach of contract, breach of its duty of good faith and fair dealing, 
fraud and willful violations of the automatic stay. While this particular case is an extreme example, it serves as a reminder 
of what lenders should not do, both when entering into and when performing their obligations under various agreements.

A Promising Business Opportunity Spiraled into Chapter 7

 Prior to 2008, Bailey Manufacturing Co., Hunt Hinges Inc. and Cafarelli Metals Inc. (together, “Bailey” or “the 
debtors”) were in the process of developing new technology for manufacturing bullets. This new project, if successful, 
would create new markets for Bailey. Despite progress in these markets during the 2008-09 recession, Bailey’s business 
was still transitioning, and as a result, its revenues were lower than before the recession. Given Bailey’s position, its 
primary lender asked Bailey to move its business in 2014. Although there was interest in the commercial loan market, 
Bailey first entered into an arrangement with a factoring company to serve as a bridge between the potential new lender 
and Bailey’s prior lender. 

 Accordingly, Bailey began considering a short-term factoring and inventory-financing arrangement with Republic in 
late 2014. During an extensive due-diligence period, Bailey provided any information and documentation that Republic 
requested.2 Notwithstanding certain issues known to Republic, both parties either believed or purported to believe that 
they were entering into a promising arrangement. Regardless, over the course of the next year, Republic took multiple 
and repeated actions that ultimately caused Bailey to seek chapter 11 protection on Feb. 1, 2016.3 By Feb. 19, 2016, the 
debtors filed an adversary proceeding against Republic.4 

 The adversary proceeding was eventually prosecuted by the trustee appointed for the debtor’s estates upon the cases’ 
conversion to chapter 7.5 Through the adversary proceeding, the trustee claimed that Republic, inter alia, (1) breached 

1 Adv. No. 16-03025-SGJ (Bankr. N.D. Tex. Dec. 23, 2021), ECF No. 369.

2 See generally id. at 3.

3 Id. at 5.

4 Id.

5 Id. at 6.
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the agreements with Bailey by acting in bad faith; (2) concealed its efforts to liquidate Bailey and otherwise caused 
substantial harm to Bailey’s business; and (3) continually and knowingly made misrepresentations to Bailey. Republic, 
in turn, asserted claims against Bailey’s former owner, John Buttles. 

 

The Financial Arrangement

 On or about Feb. 25, 2015, Bailey and Republic entered into factoring agreements (one for each of the debtors; col-
lectively, the “factoring agreements”) and revolving inventory loan and security agreements (also, one for each of the 
debtors; collectively, the “inventory loan agreements” and, together with the factoring agreements, the “agreements”).6 
The agreements were prepared by Republic and substantially favored Republic in nearly all ways.7

 The inventory loan agreements included traditional lending components, as they were “intended to be a revolving 
line of credit for [Bailey’s] working capital under which Republic might make advances from time to time.”8 Republic’s 
interest under the inventory loan agreements was protected by collateral, including all of Bailey’s inventory, general 
intangibles, accounts and proceeds.9 The inventory loan agreements provided that Bailey could request from Republic 
up to $500,000; however, the interest rate under each loan was no less than 12.1 percent, with an additional 5 percent 
per annum applied upon default, and a $2,500 closing fee for each of the debtors.10

 Bailey and Republic also entered into factoring agreements that generally provided for Republic’s purchase of 
Bailey’s accounts receivable.11 More specifically, the factoring agreements (1) provided Republic the right to buy all of 
Bailey’s accounts receivable; (2) required Bailey to submit an assignment schedule setting forth all the accounts receiv-
able with invoices and other documentation; and (3) provided that upon Bailey’s submission of an assignment schedule, 
Republic was deemed to own all of the accounts set out in the schedule, regardless of whether Republic had made any 
advance on the accounts.12 

Republic’s Actions Resulted in Substantial Liability

Republic Disregarded Its Implied Duties and Obligations 

 At all times, it is vital for lenders to understand their obligations — both express and implied. In this case, Republic’s 
most significant failures arose from its disregard of the implied duty of good faith and fair dealing implicit in all agree-
ments. “Good faith” generally requires honesty during the fulfillment of the agreement. These obligations apply even 
when a party openly acts contrary to the spirit of the contract and, in doing so, provides its counterparty with notice of 
its intent. “Fair dealing” requires that a party not overlook, evade or act contrary to the “spirit” of a contract. Fair dealing 
also requires that a party not abuse its power when determining the contract’s explicit terms and that a party not interfere 
with or fail to cooperate in the other party’s performance. Again, these restrictions need not be specifically set forth in 
the contract. A party that breaches its duty of good faith and fair dealing breaches the contract and invites liability for 
any purported tortious behavior. 

6 Id. at 14.

7 Id.

8 Id. at 14-15.

9 Id. at 15.

10 Id.

11 Id. at 16-17.

12 Id.
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 As previously referenced, throughout Republic’s due diligence, Bailey provided Republic with all requested docu-
ments and information, including all information relating to Bailey’s financial history and financial position. In contrast, 
Republic was never as transparent; Republic acted as if oblivious to the existence of its duty of good faith and fair deal-
ing. In fact, Republic, through certain employees, knowingly made several material misrepresentations to Bailey that 
led the bankruptcy court to conclude that Republic’s actions were intentional and constituted repeated breaches of its 
implied duty of good faith and fair dealing.13 

 For example, Republic neglected to disclose an internal decision regarding the eligibility of Bailey’s largest account 
receivable that altered the circumstances upon which Bailey relied when entering into the agreements.14 In addition, 
communications from Republic misled Bailey as to Republic’s administration of the agreements.15 The evidence at trial 
showed that (1) without providing notice to Bailey, Republic relentlessly charged various fees and expenses; (2) dis-
regarding months of due diligence, Republic immediately deemed itself “insecure” after execution of the agreements; 
(3) Republic made advances to Bailey arbitrarily rather than in accordance with the express conditions of the agreements; 
and (4) Republic determined whether an account receivable was “eligible” in a subjective and capricious manner.16 

 Shortly after closing, Republic declared two defaults under the agreements, despite having created the conditions 
that resulted in these defaults.17 Given the certain, express terms of the agreements, none of these actions by Republic 
constituted actual breaches.18 Nevertheless, the evidence at trial also illustrated that Republic consistently intended to 
“overlook, evade, or act contrary to the ‘spirit’” of the agreements with Bailey.19 Thus, although Republic never actually 
breached any relevant terms of the agreements, the bankruptcy court determined that Republic was liable for repeated 
breaches of its duty of good faith and fair dealing. 

Republic Breached Certain Explicit Terms of the Agreements

 Regardless of the discretion a lender has under an agreement or any alleged breach of the agreement by its counter-
party, a lender is still required to comply with the explicit terms of such agreement. In this case, the bankruptcy court 
described the agreements as “amazingly one-sided” in Republic’s favor. Even with this disparity of power, Republic re-
peatedly took actions neither authorized by nor contemplated under any of the agreements. For example, the bankruptcy 
court concluded that Republic breached the actual terms of the agreements when it charged Bailey a “termination fee” 
against the collections on Bailey’s accounts receivable on Oct. 2, 2015, only to then take the position that the agreements 
had not been terminated.20 

 Republic also breached the terms of the Agreements when it took the extraordinary step of seeking to control Bailey’s 
operations. Following the defaults declared within months of closing, Republic never again made advances to Bailey 
directly.21 However, the Agreements contemplated only that Republic would provide Bailey with funds to make pay-

13 Id. at 110-11.

14 See id. at 26-29.

15 Id. at 22.

16 Id. at 22, 26.

17 Id. at 119.

18 The factoring agreements employed an “advance rate” of “an amount of up to” 90 percent of the accounts receivables identified in each 
assignment schedule given to Republic. Id. at 13, 18. Notably, this language provided Republic with significant discretion as to what it 
would actually pay as an advance rate on any of Bailey’s accounts receivable. In addition, the inventory agreements permitted Republic, 
at its discretion and without an event of default, to pay any amounts due and owing from funds that would otherwise be payable to 
Bailey pursuant to the factoring agreements. Id. at 16.

19 Id. at 54; see also id. at 138.

20 Id. at 105-06 (“The breach of contract here was Republic withholding accounts receivable of the Debtors that the Debtors generated 
after November 5, 2015, insisting that the Debtors must provide a release to Republic in connection with the termination.” (emphasis in 
original)).

21 Id. at 34.
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ments designated by Republic. Nothing in the Agreements suggested Republic had the right to assume any managerial 
authority.22 In considering these efforts by Republic, the bankruptcy court explained that “Republic grossly interfered 
with the Debtors’ business by injecting itself into corporate governance, where there was no contractual right.”23

Republic Failed to Comply with Core Statutory Obligations

 A lender must comply with core statutory obligations, regardless of the breadth of its contractual discretion. In this 
case, after the debtors sought bankruptcy protection, Republic willfully and repeatedly chose to ignore the automatic stay 
under 11 U.S.C. § 362. Republic violated the automatic stay by refusing to turn over cash that belonged to the debtors24 
and by continuing to insist that it was entitled to a release from the debtors, even after Republic had taken a $75,000 
termination fee.25 On this point, the bankruptcy court was clear: Republic was never entitled to the release it demanded 
from the debtors.26 

 Republic further violated the automatic stay by demanding that the debtors’ customers not pay the debtors, but pay 
Republic instead.27 Republic made these demands despite the debtor’s “absolute claim of right to the proceeds and ac-
counts receivable from [its] customers.”28 On account of these actions, Republic subjected itself to liability for violating 
the automatic stay, including liability for punitive damages and attorneys’ fees pursuant to 11 U.S.C. § 362 (k).

 In yet another example, Republic turned its aggressive tactics against Buttles, the debtors’ prior owner. In seeking to 
improve its position, Republic sought a lien on Buttles’ homestead, even though the Texas constitution prohibited the 
pursuit of such a lien. Under false promises that it would resume advances to the debtors, Republic forced the sale of the 
homestead and, using what it knew to be an invalid lien as leverage, took approximately $225,000 in equity from But-
tles. While a lender is typically free to seek additional collateral or a pledge from a guarantor in a distressed transaction, 
Republic’s knowing misrepresentations led the bankruptcy court to conclude that Republic was liable to the prior owner 
for well over $1 million. 

 In fact, the bankruptcy court concluded that Republic was liable for exemplary fees because “Republic was ‘actually 
aware’ of its false statements, failed to disclose the falsity, and benefited from the act.”29

Conclusion

 While Republic ostensibly sought to protect its position and maximize its recovery, it did so without considering the 
consequences. In reality, Republic chose to ignore some of the most basic rules of appropriate commercial conduct and, 
as a result, subjected itself to contractual and tort liability, incurring damages far exceeding the amounts that it ultimately 
collected.

22 Id. at 104 (“Republic, from July 2015 (once it resumed funding again), to the end of the relationship, clearly breached the Agreements 
by not funding Bailey directly, but instead putting in place a procedure to only pay certain vendors and employees that Republic deemed 
advantageous to enhance its collections.”) (emphasis in original)).

23 Id. at 124 (emphasis added). Republic took control of the debtor’s operations by paying the debtors’ employees directly; deciding which 
employees would be paid; deciding which employees were “absolutely necessary;” ordering the layoff of employees; hiring security per-
sonnel and installing cameras at the debtors’ facility; requiring the debtors’ vendors to enter into three-party payment agreements; paying 
the debtors’ vendors directly; determining when and what raw materials the debtors purchased; and controlling the debtors’ purchase of 
basic business supplies. Id. at 130. Considering these facts, this case also serves as a reminder that where a lender supplants core man-
agement functions, it opens itself to liability for a wide range of claims. Id. at 124-25.

24 Id. at 127.

25 Id.

26 Id. at 82.

27 Id. at 127.

28 Id.

29 Id. at 137.
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B. Lending to Cannabis Companies: No Bankruptcy, No Problem?

ABI Journal
July 2022

Michael R. Handler
King & Spalding LLP
New York

Ellen M. Snare 
King & Spalding LLP
New York

Christina M. Markus
King & Spalding LLP
Washington, D.C.

Lending to companies directly or indirectly involved in the business of selling cannabis or cannabis-derived 
or -related products (collectively, “cannabis companies”) can create complex issues for lenders in a workout 
or foreclosure scenario. Such companies might not have access to the protections afforded under chapter 11 

(or chapter 7, for that matter) of the Bankruptcy Code due to the classification of “marihuana” as a Schedule I 
“controlled substance” under the Controlled Substances Act (CSA).1 

 Any such company that commences a case under the Code would probably have their case dismissed under 
§ 1112 (b) for “cause” on the grounds that it constitutes the debtor’s “gross mismanagement of the estate” for oper-
ating a business that contravenes federal law or the unenumerated item of filing in “bad faith.”2 Although Congress 
is working on various legislation to remove cannabis and related products as “controlled substances” under the 
CSA,3 at least for now federal illegality and lack of chapter 11 access remains the status quo for the majority of 
companies involved in “the marijuana industry.”4 

 The inability of cannabis companies to access the chapter 11 process to effectuate a change-of-control restruc-
turing or other distressed-sale transaction in a downside scenario may be viewed by potential creditor investors as 

1 See generally 21 U.S.C. § 801, et seq., and 21 C.F.R. Part 1300, et seq. The term “marihuana” is defined in the CSA as all parts of the 
plant Cannabis sativa L., whether growing or not; the seeds thereof; the resin extracted from any part of such plant; and every com-
pound, manufacture, salt, derivative, mixture or preparation of such plant, its seeds or resin. However, certain derivatives of the plant 
(e.g., fiber produced from mature stalks, oil made from the seeds) are expressly excluded. “Hemp” (i.e., Cannabis sativa L. with a 
delta-9-tetrahydrocannabinol (THC) concentration of not more than 0.3 percent on a dry-weight basis), and compounds derived from 
“hemp,” also are generally excluded from the definition. 21 U.S.C. §§ 802 (16) and 812 (c). Certain medications that are produced from 
cannabis are lawful under the CSA.

2 See Cameron Purcell, “Bankruptcy Courts Are Largely Unavailable to Cannabis-Related Debtors but Not Off Limits,” 12 St. John’s 
Bankr. Research Libr. No. 22 (2020) (citing 11 U.S.C. § 1112 (b) (4) (B) and In re Rent-Rite, 484 B.R 799, 809 (Bankr. D. Colo. 2012) 
(holding that debtor’s post-petition activity in violation of CSA constitutes gross mismanagement of estate)); see also In re Arm Ventures 
LLC, 564 B.R. 77 (Bankr. S.D. Fla. 2017) (finding that debtor’s federal law violations constituted “bad faith” cause for dismissal).

3 A variety of legislation has been introduced that would affect cannabis regulation in the U.S. For example, the Medical Opportunity 
Reinvestment and Expungement (MORE) Act, H.R. 3617 (117th Cong., 2d Sess.) — passed by the House of Representatives on April 1, 
2022 — would remove “marihuana” and THC from regulation as controlled substances; cease and expunge various criminal offenses; 
impose taxes on cannabis products produced in/imported into the U.S. and on cannabis business enterprises; and establish certain loan 
nondiscrimination and opportunity loan provisions. Other proposed legislation would require study and the development of recommen-
dations for national cannabis regulation, establish governing regimes similar to alcohol or tobacco regulation, limit the Food and Drug 
Administration’s potential authority, and clarify federal versus state roles. Certain banking- and finance-related bills also have been intro-
duced.

4 In re Way to Grow Inc., 610 B.R. 338, 344 (D. Colo. 2019) (“[A] s long as marijuana remains a Schedule I controlled substance, a 
Chapter 11 debtor cannot propose a good-faith reorganization plan that relies on knowingly profiting from the marijuana industry. And, 
in turn, inability to propose a good-faith reorganization plan is cause for dismissal under 11 U.S.C. § 1112 (b) (1).”).
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a huge impediment toward loaning money to such companies. Chapter 11 ensures that a company will be able to 
reorganize its debts and maximize the value of its assets in an organized and predictable manner. 

 The benefits of chapter 11 are too numerous to list but include (1) imposition of the automatic stay, which 
prohibits a “race to the courthouse” by enjoining creditors and other parties from seizing assets and taking other 
actions adverse to the debtor (including revocation of regulatory licenses) and its stakeholders;5 (2) facilitating 
the financing of new capital, the exchange or cancellation of existing debt and equity interests, and/or the sale 
of material assets with the benefit of Bankruptcy Code provisions, which largely eliminate the hold-up value of 
out-of-the-money stakeholders and minority-holdout stakeholders within any class of creditors “in the money”;6 
and (3) judicial oversight over the management and governance over the debtor generally and court approval for 
non-ordinary course use, sale or lease of assets.7 However, lenders to cannabis companies can negotiate certain 
provisions in intercreditor agreements with other lenders or agreements with equityholders that provide the same 
or similar benefits as the bankruptcy process, or at least mitigate the costs, delay and uncertainty of effectuating 
a change-of-control restructuring and/or distressed sale transaction and/or exercising remedies generally. 

Contractual Arrangements with Other Lenders

 Given the absence of bankruptcy protection, broad and detailed intercreditor provisions are essential to 
ensure a more predictable and orderly restructuring process. Although typically an intercreditor arrangement 
is only entered into by senior and junior secured creditors for purposes of determining their respective rights 
in the borrower’s and other guarantors’ (collectively, the “loan parties”) collateral, lenders to a cannabis 
borrower should endeavor to negotiate intercreditor provisions with all funded debt creditors (including 
unsecured creditors) and negotiate more detailed and comprehensive provisions than typically negotiated in 
non-cannabis financings. There are several such intercreditor arrangements.

Broad Standstills

 A provision requiring junior lenders to “stand still” and not take any action against the loan parties for a spec-
ified period of time to provide senior creditors with the exclusive right to exercise remedies. The term “action” 
should be broadly defined and, at a minimum, should prohibit lenders (and their collateral/admin agents, if appli-
cable) from bringing lawsuits against or on behalf of the loan parties or exercising rights on collateral. 

Release of Junior Liens and Claims

 A separate provision requiring junior lenders to affirmatively cooperate in connection with senior lenders’ ef-
forts to effectuate a change of control through the equitization of its senior loan claims into equity (or a distressed 
asset sale transaction via credit-bid or to a third party) in the loan parties may also be appropriate, subject to ap-
propriate limitations and parameters. Although standard intercreditor agreements require junior secured creditors 
to release their liens on collateral upon the senior secured creditors’ exercise of remedies, such provisions are often 
not broad enough to ensure that senior lenders are equipped with the proper rights to effectuate an orderly change-
of-control transaction. A release of claims is particularly important where the loan parties are involved in highly 
regulated industries, such as cannabis, as litigation brought by creditors against the company or its affiliates (e.g., 
directors and officers) to recoup economic losses and/or for purposes of extracting hold-up consideration could 

5 See 11 U.S.C. § 362(a).

6 See, e.g., 11 U.S.C. §§ 364 (authorizing debtor to obtain financing with superpriority and priming lien); 363 (f) (allowing for asset sales 
free and clear, subject to certain conditions); 1129 (b) (2) (requiring creditors to receive payment in full before holders of equity interests 
can receive or retain any property under reorganization plan (referred to as “absolute priority rule”)).

7 See, e.g., 11 U.S.C. § 363(b).
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jeopardize licenses, relationships with customers, vendors and other important counterparties, and generally harm 
enterprise value. 

 Thus, if possible, senior lenders should negotiate a full release of claims against all of the loan parties, the 
senior lenders and their respective affiliates should the senior lenders exercise remedies. In a scenario where 
senior lenders are not secured by liens on virtually all of the loan parties’ assets and there is otherwise signifi-
cant asset value not encumbered by such liens, junior lenders may view the economic implications of a broad-
release-claims provision as untenable. Junior lenders should also insist on purchase-option rights, which would 
provide them with the right to purchase the senior obligations at par plus accrued interest and fees in full, in 
cash upon the occurrence of an event of default arising under the senior loan agreement. If the junior debt is 
payment subordinated, then a full release of claims is appropriate. 

Specified Cooperation Covenants

 Depending on the facts and circumstances, the loan parties and senior lenders may strongly prefer to effectuate 
the equitization of senior loans in a consensual manner, which could require the junior creditors to use commercial-
ly reasonable efforts to (1) negotiate and execute a restructuring-support agreement and/or other documents related 
to an out-of-court restructuring, or (2) support a sale process (including release of claims and liens in a nondefault 
scenario as part of a going-concern sale transaction, even if the sale price does not clear the junior debt). 

Contractual Arrangements with Equityholders

 In addition to intercreditor arrangements, lenders should also obtain from the loan parties’ equityholders cer-
tain affirmative and negative covenants in their favor related to the lenders’ exercise of remedies and efforts to 
effectuate a change-of-control restructuring transaction. In some respects, such provisions are more important than 
intercreditor provisions given that chapter 11 affords the debtors and creditor stakeholders various protections 
against out-of-the money equityholders using their control of the loan parties to extract additional consideration 
from creditors. 

 Further, if the loan parties are involved in a cannabis-related business requiring state or other government li-
censes, then the lender might not be able to effectuate a change-of-control transaction (including a stock or asset 
foreclosure) until it has obtained such licenses, and the cooperation of the loan parties and their controlling eq-
uityholders in obtaining such licenses may be extremely helpful, if not necessary.8 There are several governance 
arrangements.

Sale Process/Sale Transaction

 A provision requiring equityholders to support a sale process and agree to vote in favor of a sale transaction and 
release their equity interests in connection therewith if the independent director (s) vote in favor of the company 
entering into such sale transaction, even if the purchase price would not result in any recovery to equity.

Credit Bid/Foreclosure

 A provision requiring equityholders to support, or refrain from impeding, a secured creditor’s exercise of rem-
edies or providing for a sale of the company to such secured creditor via a credit bid.

8 State licensing requirements are detailed, vary by state and activity conducted, and may be restricted in number or region.
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Standstill

 A provision requiring equityholders to refrain from bringing an acting action, either directly or via the loan 
parties, seeking to enjoin or impede the secured creditor’s exercise of remedies (including the exercise-of-proxy 
rights9 and/or foreclosure of collateral) or otherwise obstructing a consensual change-of-control transaction with 
such secured creditor if approved by a majority of the board.

Release of Interests

 A provision requiring the equityholders to agree to consensually surrender their interests in the loan parties 
and use commercially reasonable efforts to exchange mutual releases with the loan parties and the senior lenders 
taking ownership and control of the loan parties. 

Note

 Such covenants will have to comply with the state corporate law governing the loan parties, as well as applica-
ble regulatory law. Further, to the extent that an affirmative and/or negative covenant requires an undertaking from 
an equityholder with respect to their seat on the loan parties’ board of directors (or similar governing body), such 
provision will likely include a fiduciary duty qualifier (i.e., equityholder will/will not do X, and will cause any of 
its director affiliates to vote in favor of or against X, subject to his or her fiduciary duties to the loan parties under 
applicable state law). While such governance provisions are far less typical than intercreditor arrangements, they 
may be essential when lending to a cannabis company, given the unavailability of bankruptcy to protect creditor 
interests. 

Conclusion

 Although credit investors may be wary to invest in a highly regulated and federally illegal industry such as 
cannabis without the ability to effectuate a restructuring or liquidation under chapter 11 (or chapter 7) of the Bank-
ruptcy Code, there exists a suite of provisions that lenders can negotiate with junior lenders and equityholders to 
make a restructuring in a downside scenario more predictable and less value-destructive. Thus, until federal law 
is changed to allow for companies involved in cannabis-related businesses to restructure through chapter 11, such 
provisions are especially important when lending to cannabis companies.

9 Exercising proxy rights with respect to pledged equity allows the creditor to exercise the rights of the holder of the pledged equity sub-
ject to the proxy rights, including the director designation rights.
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In recent months, there has been an increase in distress among long-term care facilities (LTCFs). These consist 
predominantly of skilled-nursing facilities (SNFs), assisted-living facilities (ALFs) and memory care facili-
ties. This is a trend that special situations M&A advisors suspect will continue to provide work for insolvency 

professionals. This article provides a primer on the LTCF challenges that existed prior to the COVID-19 pandemic 
and how it has exacerbated the issues while adding new complexities. The article also explores how to evaluate 
opportunities, various concepts of valuation and potential alternative uses for unviable facilities.

 Presenting a positive backdrop for the senior care industry is the growing number of seniors and their longer 
life expectancies. According to the U.S. Census, in 2030 (when all baby boomers will be older than 65) older 
Americans will make up 21 percent of the population, up from 15 percent today. By 2060, one in four Americans 
will be 65 years and older, the number aged 85 years or older will triple, and the country will add a half-million 
centenarians.1 Of course, as people age, their likelihood of requiring long-term care increases. 

Challenges Giving Way to Distress

 Despite these favorable trends, trouble in the LTCF space has been predicted for years. As a broken, overbur-
dened system with a bad business model, the sector had already suffered pre-existing conditions pre-pandemic. 
Most notable, those needing the services are incapable of paying for them. 

 A bed in a nursing home costs $93,000 for a shared room and $105,000 for a private room annually.2 SNFs can 
be profitable when reimbursed at that level, but despite the high demand, most families cannot afford this expense. 
Such out-of-pocket payments, combined with private long-term-care insurance payments, account for only around 
40 percent of the total spend in LTCFs in the U.S. According to one report, “Medicaid is the primary payer for 
nursing homes, covering more than 60 percent of all nursing home residents and approximately 50 percent of costs 
for all long-term care services. However, Medicaid reimbursement only covers 70 to 80 percent of the actual costs 
of nursing home care. This chronic gap in funding has resulted in shoestring budgets and ongoing operating losses 
for nursing home providers.”3 In other words, the most common payment scheme for the services provided in SNFs 
pays significantly less than the cost of the service. Recent changes in reimbursement models from fee-for-service 
to value-based have only made matters worse. 

 While what Medicaid covers varies by state, it does not, however, cover the costs of room and board anywhere. 
As such, ALFs enjoy a higher level of private pay than SNFs, but the lack of government help means that fewer 

1 “The U.S. Joins Other Countries with Large Aging Populations,” U.S. Census Bureau (Oct. 8, 2019), available at census.gov/library/sto-
ries/2018/03/graying-america.html (unless otherwise specified, all links in this article were last visited on May 23, 2022).

2 “Long-Term Care Insurance Cost: Everything You Need to Know,” MarketWatch (Oct. 10, 2021), available at marketwatch.com/picks/
guides/insurance/long-term-care-insurance-cost-everything-you-need-to-know.

3 “Financial Struggle of Nursing Homes Puts Medicaid Reimbursement Rates Back in the Spotlight,” AHCA/NCAL (Oct. 28, 2020), 
available  at  ahcancal.org/News-and-Communications/Press-Releases/Pages/Financial-Struggle-of-Nursing-Homes-Puts-Medicaid-
Reimbursement-Rates-Back-in-the-Spotlight.aspx.
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prospective residents have the means to pay, so many will end up staying at home with relatives or seek the least 
expensive option in their ALF market.

 Furthermore, there is too much supply in some markets. Investors followed baby boomers as the generation 
approached retirement age. In response, more facilities were built, and certain areas are now over-bedded. As new 
facilities come online, it is harder for older facilities with dated décor, layouts and amenities to enroll new residents. 

 Competition does not just come from other like-facilities; lifestyle choices as people age change with each 
generation and with other trends and technological advancements. While some seniors are forced to age at 
home due to costs, many prefer not to leave their homes. In many respects, technology will become the great 
competitor to senior-living facilities and, to a lesser degree, senior-care facilities. Telehealth allows medical 
appointments to occur virtually. A smartphone can summon a ride to an appointment or provide on-demand 
food delivery. Voice-activated assistants like Alexa, being commonplace in the homes of more tech-savvy 
boomers, can remind seniors to take medications and accomplish daily tasks. Inexpensive home security sys-
tems, wearable medical-monitoring devices and fall alerts can give family members the peace of mind they 
once relied on an institution to provide.

 Another major challenge for the industry over the last 30 years has been the difficulty in recruiting and retaining 
quality labor. The limited supply of qualified nurses has driven their wages up, creating an imbalance and pushing 
nurses to other areas of health care. 

A Pandemic to Seal the Fate

 As if the industry did not have enough to overcome, the COVID-19 pandemic has inflicted devastating con-
sequences, including an estimated 200,000 deaths in LTCFs. In addition to the unthinkable human toll, this has 
ultimately led to shrinking occupancy. According to the National Investment Center for Seniors Housing & Care, 
skilled-nursing occupancies plummeted to 70.7 percent, down from the pre-pandemic level of 86.6 percent. More 
broadly, senior-housing occupancy in the U.S. reached a record low of 78.8 percent in the first quarter of 2021, 
falling nearly nine percentage points from the previous year.4 

 Early in the pandemic, when hospitals limited procedures, referrals to SNFs plummeted. As deaths mount-
ed, seniors and their families became justifiably scared of the apparent risks. Likewise, many hospitals began 
to discharge more patients to home health in 2020 rather than to skilled-nursing facilities to avoid those that 
were overrun by the virus. 

 The skilled-labor shortages and wage pressures of the health care industry have been made even worse by the 
Great Resignation. According to the Bureau of Labor Statistics, “[o] verall, long-term care workforce levels are at 
their lowest in 15 years, with 409,100 jobs lost between February 2020 and January 2022. The decline has been 
especially noticeable in skilled nursing, which experienced a 15 percent workforce decline during that time.”5

 More than half of all nursing homes have had to turn away new residents due to an inability to staff at the 
required levels. So, even where demand exists, labor shortages minimize the ability to capture it. The cost of la-
bor is increasing dramatically, as are the costs for goods and services needed for operations, including new costs 
associated with policies and equipment related to virus containment. 

4 “U.S. Seniors Housing Occupancy Reaches New Low,” Nat’l Inv. Ctr. for Seniors Housing & Care (2021), available at nic.org/news-
press/u-s-seniors-housing-occupancy-reaches-new-low.

5 “The Employment Situation,” Bureau of Labor Statistics (April 2022), available at www.bls.gov/news.release/pdf/empsit.pdf.
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 As a result of these factors, 17 of the 33 chapter 11 filings by LTCFs since 2016 were filed in the two years since 
the beginning of the pandemic.6 Distress is now more visible in the long-term-care space because operators are 
running out of various forms of government funds. Simultaneously, with recent upticks in interest rates, creditors 
are beginning to take a hard look at their underperforming assets, and generous “wait-and-see forbearance” is tran-
sitioning to “forbearance with a plan for exit.” Furthermore, LTCF operators may face COVID-related litigation, 
which will increase the number of chapter 11 filings in this space. 

Evaluating LTCF Opportunities

 Even a nonexpert can ask questions to determine whether a facility is viable and can obtain new financing, sell 
as a going concern or successfully reorganize. To start, it is important to understand the 13-week cash flow pro-
jection and whether the runway to operate and execute a plan exists. The following provides a snapshot of current 
performance and are standard diligence requests: (1) state survey information and status of licensing and staffing 
levels/certifications; (2) census, payer mix and net operating income (NOI); and (3) operational key performance 
indicators, such as case mix index and average cost of care are telling, and referral sources care about things like 
average length of stay, infection rates and readmission rates. As one attempts to determine the likelihood of reor-
ganization, refinancing or a turnaround, there are key considerations:

• Demand: Are there competitors in the area that are thriving? This is the easiest and fastest way to determine 
whether the struggling facility can be revived with time and the right operator and marketing team. 

• Strength of the Sales and Marketing Team: Is there a systematic way to consistently generate referrals/leads, 
and is it well documented? If so, and there is adequate demand and runway, reorganization may be plausible. 
If not, this can explain deficient performance and be remedied with a change in management.

• Supply: Are there newer facilities, particularly at the same price point, or any scheduled to be built? 

• Perceptions: How has the subject fared through the COVID-19 pandemic, and are there red flags that could 
chill the ability to rebuild census (accidents or other incidents with or without litigation)? 

• Financials: When was the subject last profitable? Using conservative assumptions regarding census, what is 
the available cash flow to service the debt? Are there existing rent concessions that will expire soon, or anything 
else that will cause a bump (or decline) in revenue? Are there other opportunities for revenue enhancement, 
such as increasing ancillary services, increasing the level of acuity handled or adding memory care?

Viable Solutions to Persist 

 Most LTCF owners will want to pursue a solution that allows them to maintain equity. If refinancing is the goal, 
a new lender will require a debt-service-coverage ratio of 1.3 to 1.5x depending on variables such as term, amount 
of equity and the type of services offered at the facility. Absent that cashflow, the borrower has two alternatives 
to live to fight another day: a bridge loan or sale-leaseback. If management can show a path to profitability in two 
years or less, the business may be able to borrow 50 to 70 percent of fair market value and pay interest only (or 
accrue it) as a “bridge” to stabilization, capitalizing on the ability to refinance or sell. 

 The practice of having an operating company (Op Co) and a property company (Prop Co) for each LTCF is 
common, so a sale-leaseback of the property, or Prop Co, may allow the troubled operator to keep the Op Co while 
paying off some debt and buying time for a turnaround. There are numerous real estate investment trusts (REITs) 

6 Debt Wire (Feb. 10, 2022).
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focused on acquiring these facilities. They will require earnings before interest, taxes, depreciation, amortization and 
rent (EBITDAR)-to-rent coverage of 1.1 to 1.5x depending on the type of care and other factors. Troubled facilities 
tend not to be Class A (which is what REITs are after) and do not have much EBITDAR, so the buyer pool is often 
limited for distressed LTCFs. 

 For most, the next best option is to sell the asset and business together as a going concern to a strategic or 
financial buyer. Selling the facility for its intended use will almost always maximize value. Despite thin margins, 
LTCFs continue to garner interest from investors and lenders and, if not in rural areas, enjoy attractive valuations. 

Valuation Considerations

 While detailed explanations of valuation are beyond the scope of this article, the following may shed light on 
the basics and provide guideposts. The most common way that income-producing real estate is valued is using the 
income-capitalization method in which NOI is divided by a “cap rate” to get approximate value. The lower the 
cap rate, the higher the valuation. 

 Over the last decade, cap rates for LTCFs have been compressed (valuations high) due to easy and cheap mon-
ey, the aging population and other factors. Current valuations are driven in part by the high costs of real estate 
and construction. The cost of building new facilities has inflated dramatically, making buying existing facilities 
more attractive. Furthermore, rising housing prices provide seniors with confidence and cash for entry fees and 
expenses, creating demand and room for higher rents. However, we are now in a rising-interest-rate environment, 
which tends to increase cap rates and stall housing markets.

 Within senior living and care, cap rates vary broadly. The following exhibit shows current cap rates for differ-
ent types and classes of LTCFs, as provided by CBRE’s Seniors Housing Investor Survey.7 Appraisals and values 
arrived at from cap rates are often very different than selling prices for distressed properties for many reasons, 
including shorter marketing periods, deferred maintenance, saturated markets and a lack of NOI. 

Potential Alternative Uses 

 Senior-living and care facilities do not lend themselves well to being converted to an alternative real estate asset 
class without substantial capital and time investment. If a facility is going to be closed and liquidated, its value is 
only about 50 percent of what it was as a profitable and operating LTCF. If a buyer is not found that wants to im-
prove and reopen the facility for its original purpose, the most common repositioning is to convert some (or all) ALF 
beds to other related senior-care uses to better meet a market need. The seller’s advisors should investigate the local 
market to determine the need for related uses, such as behavioral health care, specialized dementia, independent 
living or other specialty units.

 SNFs and ALFs are not easily convertible to typical residential uses, but some asset classes such as affordable senior 
housing, which do not require larger units, can make sense. Various states and cities are being generous about the avail-
ability of tax credits and other funding to support such conversions as affordable or workforce housing, particularly in 
urban areas. Likewise, there is public and charitable funding to ease homelessness in certain areas, and smaller units 
can fit that use.

 If there is a college or university nearby, targeting buyers for conversion to student housing may be a consid-
eration. Depending on the size of units and construction of dividing walls, in some cases LTCFs can be converted 
into apartments. Although they generate less revenue per unit than LTCFs, apartments have lower cap rates, and 

7 “U.S. Seniors Housing & Care Investor Survey 2022,” CBRE (April 5, 2022), available at cbre.com/en/insights/reports/us-seniors-hous-
ing-and-care-investor-survey-2022.
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their prices have climbed steadily over the last 10 years. Some of the typical configurations for LTCFs work well 
for medical offices if they are situated in an area with demand. Conversion to general office space is less likely 
since the work-from-home movement, but it is possible. Finally, for facilities located in vacation destinations, 
depending on supply and demand and the configuration and amenities of the subject facility, hospitality operators 
may be potential buyers. 

 For all these alternative uses, buyers will value the property by comparing the purchase and repurposing costs 
to building or buying something already properly configured. Their valuation will be based on their estimated 
NOI and the cap rates appropriate to their intended use, adjusted for the cost of the repurposing. As a result, these 
valuations will be much lower than the existing use appraisal.

Conclusion

 It is expected that distressed LTCFs are going to need help from this publication’s readership. There are options 
to preserve the going concern, including refinancing, sale-leaseback or a sale of the business and property, and 
there are many ways to get a sense for the viability of each of those options. In the worst-case scenario, the real 
estate assets themselves often have value for alternative uses.
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Once appointed, a receiver obtains the rights and remedies of an entity in receivership,1 but what hap-
pens when the receivership entity was previously used as a vehicle for wrongdoing? Can the unclean 
hands of the former operators prevent the receiver from bringing claims against third parties2 on be-

half of the receivership entity? In Isaiah v. JPMorgan Chase Bank,3 the Eleventh Circuit explained that the 
focus should be on the character of the receivership entity, rather than on the unclean hands of the principals. 
Is it an “honest corporation with rogue employees,” or “a sham corporation”?4 The former can be cleansed 
by the receivership and separated from the wrongdoing of its principals, while the latter cannot.

 The method for detecting the difference? The presence of an honest board member or innocent stockholder. 
Absent an innocent, the receiver lacks standing to bring tort claims against third parties because the receiver-
ship entity itself would be unable to pursue those claims.5 Why? Because if the entity lacks an honest board 
member or innocent stockholder, it cannot assert that it has suffered an injury. Instead, the injury belongs to 
the defrauded customers. 

 The Eleventh Circuit recently reiterated this approach to receiver standing in Perlman v. PNC Bank NA,6 
clarifying that the approach from Isaiah is still applicable even if the receiver is appointed under the Florida 
Deceptive and Unfair Trade Practices Act (FDUTPA), which was amended after Isaiah. Thus, it appears that 
another legislative fix is in order.

Clarifying the Focus

 A quick recap of the Eleventh Circuit’s opinion in Isaiah v. JPMorgan Chase Bank7 and its predecessor 
from the Florida District Court of Appeals, Freeman v. Dean Witter Reynolds Inc.,8 helps put the recent Per-
lman decision in context.

1 Isaiah v. JPMorgan Chase Bank, 960 F.3d 1296, 1306 (11th Cir. 2020) (citing Freeman v. Dean Witter Reynolds Inc., 865 So. 2d 543, 
550 (Fla. Dist. Ct. App. 2003)).

2 The Eleventh Circuit said that the unclean-hands defense would not apply to claims brought by a receiver against the principals or recip-
ients of fraudulent transfers of corporate funds. Isaiah, 960 F.3d at 1306 (citing Freeman, 865 So. 2d at 550). In those instances, the 
receiver has standing to pursue claims under the FUFTA against those recipients. Id.

3 960 F.3d 1296.

4 Id. at 1307.

5 Id.

6 38 F.4th 899 (11th Cir. 2022).

7 960 F.3d 1296.

8 865 So. 2d 543.
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Reconciling Evil Zombies with Alter-Egos: Freeman

 A husband and wife incorporated an entity as the centerpiece of their Ponzi scheme. The corporation was 
advertised as a banking alternative providing a 12 percent return to depositing customers, but the funds were 
not invested as promised; the corporation instead operated like a classic Ponzi scheme for about a year before 
collapsing. The comptroller and the head of Florida’s Department of Banking and Finance sued the entity 
and its owners for injunctive relief and the appointment of a receiver. The appointed receiver, joined by some 
of the individual customers that had invested with the entity, then sued third parties that provided financial 
and legal services either to the entity or its owners. The court concluded that the receiver lacked standing to 
pursue any of the causes of action in the complaint, but the individual customers may be able to amend it to 
properly assert individual claims under Florida law.9

 In so doing, the court reasoned that the factual history of the Ponzi scheme, rather than the doctrine of 
in pari delicto, drove the outcome. The court began its analysis with two basic principles. First, because 
the receiver steps into the shoes of the entity in receivership, he could only assert the rights and remedies 
possessed by the entity — not the claims owned directly by the creditors.10 Second, receivership cleanses 
the entity, permitting receivers to pursue some claims that would otherwise be barred by the defense of 
in pari delicto. The court then recognized that there were disparate approaches in the case law addressing 
the application of these principles. One thread of cases emphasized that the corporation in a Ponzi scheme 
is merely a “robotic tool” or “evil zombie” of the principal and should not inherit the sins of its principals.11 
Another line of cases described a sham corporation as an “alter ego with no corporate identity separate from 
the [principal].”12

 To reconcile the two schools of thought, the court first differentiated between the types of claims arising 
in the context: actions that an entity “cleansed” in receivership may bring directly against the principals or 
recipients of fraudulently transferred corporate funds, and common law tort claims against third parties to 
recover damages. For the latter, the court essentially concluded that there must be something to cleanse for 
there to be standing, meaning that to separate the fraud and intentional torts committed by insiders from 
those of the corporation itself, there must be an honest board member or innocent stockholder. Otherwise, 
a corporation “whose primary existence was as a perpetrator of the Ponzi scheme cannot be said to have 
suffered injury from the scheme it perpetrated.”13 Thus, because the individual customers — rather than the 
receivership entities — were the ones harmed, the receivership entity — and thus the receiver standing in its 
shoes — lacks standing.

Applying Freeman to Entities Operating as Robotic Tools: Isaiah

 The principals of two separate entities executed a classic Ponzi scheme where they promised high returns 
on investments involving the trade of Venezuelan and U.S. currency. To prove that the investments were gen-
erating such returns, the schemers sent “distributions” to investors through the two entities, but naturally, the 
“distributions” were just money invested by other investors instead of actual gains. As a result, the schemers 
defrauded more than 2,000 investors and stole millions of dollars from the entities. 

9 Id. at 548.

10 Id. at 550.

11 Id. (quoting Scholes v. Lehmann, 56 F.3d 750, 754 (7th Cir. 1995)).

12 Id. (quoting Feltman v. Prudential Bache Securities, 122 B.R. 466, 473 (S.D. Fla. 1990)).

13 Id. at 551-52.
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 The scheme was operated in part by depositing investments into and paying “distributions” out of several 
JPMorgan Chase bank accounts belonging to the entities.14 The entities were put into a receivership. The re-
ceiver then sued JPMorgan Chase Bank to recover funds diverted fraudulently from the receivership entities 
in connection with the Ponzi scheme under the FUFTA and for aiding and abetting the schemers’ torts. The 
district court below dismissed the complaint, and the Eleventh Circuit affirmed.

 Specifically with respect to the receiver’s tort claims under Florida law, the court found that the fraudulent 
acts of the entities were imputed to the receiver, meaning that the receiver lacked standing to bring them.15 
Adopting Freeman, the court found the case before it indistinguishable: The complaint characterized the 
receivership entities as the “robotic tools” of the schemers, who exercised complete control over them.16 In 
addition, the complaint failed to allege that either the receivership entities engaged in any legitimate activities 
or they had at least one honest board member or innocent stockholder. As a result, the complaint failed to 
provide a basis to separate the torts of the schemers from the Ponzi scheme perpetrated by the receivership 
entities, and the receiver lacked standing to assert tort claims against third parties like JPMorgan. Essentially, 
there was nothing to cleanse, because the entity was all dirt. Like in Freeman, the court in Isaiah was also 
careful to point out that the receiver’s claims were “barred not by the doctrine of in pari delicto, but by the 
fact that the Receivership Entities were controlled exclusively by persons engaging in and benefitting from 
the Ponzi scheme, and so the Receivership Entities were not injured by that scheme.”17 

 In Isaiah, the Eleventh Circuit eschewed the notion that in pari delicto barred recovery and instead identi-
fied the relevant inquiry for determining receiver standing to pursue tort claims against third parties to recover 
damages as being whether the receivership entity is “an honest corporation with rogue employees,” or “a 
sham corporation created as the centerpiece of a Ponzi scheme.”18 The litmus test for divining the difference? 
The presence of at least one honest board member or innocent stockholder.

 Both Freeman and Isaiah applied Florida law. In 2006, after Freeman but before Isaiah, the Florida leg-
islature amended § 501.207 (3) of the FDUTPA and added the phrase “to bring actions in the name of and on 
behalf of the defendant enterprise, without regard to any wrongful acts that were committed by the enterprise” 
to the list of things that a receiver may be appointed to do.19 In Perlman, the Eleventh Circuit took the oppor-
tunity to answer a new question: whether this amendment abrogated the need for an honest board member or 
innocent stockholder.

Doubling Down: Perlman

 Jeremy Marcus masterminded a nationwide debt-relief scam involving 85 separate entities. He controlled 
all the entities and employed telemarketers to fool customers into believing that they were being offered 
low-interest loans to settle their debts. In reality, the customers did not receive said loans and were instead 
left in worse financial positions while Marcus lived lavishly off of their “loan payments.” The Federal Trade 
Commission (FTC) and the Florida Attorney General sued Marcus for consumer fraud violations and moved 
to have a court-appointed receiver take control of the entities. The plaintiff was the appointed receiver for 
several of the entities, tasked with investigating their affairs and reporting to the agencies. The receiver’s in-

14 Isaiah, 960 F.3d at 1300.

15 Id. at 1305.

16 Id. at 1307.

17 Id. at 1308 (citing Freeman, 865 So. 2d at 440-51).

18 Id. at 1307 (citing Freeman, 865 So. 2d at 552).

19 F.S.A. § 501.207.
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vestigation confirmed the allegations against Marcus, who stipulated to a permanent injunction and monetary 
judgment of about $85 million.20

 The receiver then sued PNC Bank on behalf of the entities for aiding and abetting breach of fiduciary 
duty and conversion by providing bank accounts to the entities and banking services, despite several red 
flags indicating that Marcus was committing fraud. The alleged harm to the entities was the diversion of 
funds for nonbusiness purposes, resulting in a breach of Marcus’s fiduciary duties to them and conversion 
of their funds. The district court below granted the defendant’s motion to dismiss under Rule 12 (b) (1) for 
lack of subject-matter jurisdiction because the complaint failed to allege “an honest board member, officer 
or shareholder.” Reaffirming its prior decision in Isaiah v. JPMorgan Chase Bank NA,21 the Eleventh Circuit 
affirmed.

 There was a dispute over whether the receiver had been appointed under the FTCA or the Florida Decep-
tive and Unfair Trade Practices Act (FDUTPA). The difference? The receiver argued that because he was 
appointed under the FDUTPA, Isaiah was inapplicable and the presence of an innocent director or stockholder 
was irrelevant, since the statute specifically authorized receivers “to bring actions in the name of and on be-
half of the defendant enterprise, without regard to any wrongful acts that were committed by the enterprise.”22 
After reviewing the enforcement action brought by the agencies, the district court found that the receiver 
had been appointed under the FTCA and applied Isaiah to reach its conclusion that dismissal pursuant to 
Rule 12 (b) (1) was appropriate.

 The Eleventh Circuit found that the FDUTPA amendment did not abrogate the need for an honest board 
member or innocent stockholder. Why? Because according to the circuit, the statute only tells us what we 
know from Isaiah and Freeman: the unclean hands of the receivership entities and principals is not what 
prevents standing to assert tort claims against third-party entities. Instead, the emphasis is on whether the 
insider’s wrongful acts can be separated from the receivership entities. Absent the presence of an honest 
board member or innocent stockholder, the injury is to the customers and not the receivership entities. Thus 
the entities — and the receiver stepping into their shoes — do not have standing to bring tort claims against 
third parties.23 Essentially, the focus in the Eleventh Circuit is on the characterization of the receivership en-
tities, and the FDUTPA amendment only eliminates the doctrine of in pari delicto as a roadblock to receiver 
standing.

 Hon. Robin Rosenbaum penned a dissent in Perlman. In her view, the 2006 FDUTPA amendment “effec-
tively define[s] a corporation in the hands of a Florida receiver as a different entity (for purposes of standing 
in FDUTPA-authorized claims) than the alter-ego corporation that preceded the receivership’s existence and 
participated in the fraud.”24 Based on the legislative history accompanying the amendment, Judge Rosenbaum 
surmised that the Florida legislation amended the FDUTPA in reaction to Freeman and reasoned that the 
majority view failed to give effect to the amendment since it left the law in the same state it was in pre-Free-
man.25 Thus, the effect of the amendment in the dissent’s view is to redefine the identity of a corporation in 
receivership: Instead of the receiver stepping into the shoes of the entity, the entity itself is cleansed by the 
receivership from its prior existence for the purposes of standing analysis.26 This revision cures the injury 
prong of the federal standing analysis, permitting the newly cleansed corporation to assert injury and the 

20 Perlman, 38 F.4th at 902.

21 960 F.3d 1296.

22 Perlman, 38 F.4th at 903 (quoting Fla. Stat. § 501.207 (3)).

23 Id. at 904-05.

24 Id. at 905.

25 Id. at 908.

26 Id. at 909.
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receiver to pursue tort claims against third parties. Last, Isaiah was a FUFTA case, not an FDUTPA case, 
meaning that it did not require a different conclusion.

Conclusion

 In Perlman, the Eleventh Circuit limited the effectiveness of receivers and reiterated that receiver standing 
to bring tort claims against third parties hinges on the character of the receivership entities rather than the 
cleanliness of the insider’s hands. The litmus test for determining that character is the presence of an honest 
board member or innocent stockholder, a test that is totally under the control of the pre-receivership entity. 
Absent one, there is nothing to cleanse and the entities cannot be said to have suffered injury, because the 
wrongdoings of the principal (s) cannot be separated from those of the entities. This analysis remains un-
changed notwithstanding the 2006 FDUTPA amendment.

 It appears that another legislative fix is in order. Receivers are tasked with a multitude of challenges in 
recovering assets in fraud circumstances. The FDUTPA statute was designed to facilitate the receiver’s job, 
but the Eleventh Circuit’s interpretation does just the opposite.
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Chapter  2

WE WERE TOLD THERE WOULD BE 
NO MATH: F INANCIAL ISSUES IN THE 

WORKOUT CONTEXT

“Do not worry too much about your difficulties in mathematics; 
I can assure you that mine are still greater.” ~ Albert Einstein

Numbers might not lie, but they don’t always tell the whole truth. Worse yet, misunderstanding data can 
lead to dire consequences — especially in the context of bankruptcy. The authors in this chapter explain 
commonly used economic metrics and financial tools. In particular, they touch on systemic risks in the 

discounted-cash-flow valuation method, the disparity between standard and adjusted EBITDA, indicators’ ability 
to predict insolvency, and critical factors in bond evaluation.
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Since the pandemic, the public has become familiar with the Greek letters alpha, delta and omicron. 
However, given the critical role that “beta” plays in the world of bankruptcy, it is shocking how little is 
known about it. In virtually every bankruptcy assignment we have worked on, the size of beta was highly 

contested, including our recent work on Neiman Marcus, J. Crew, Tailored Brands and Chesapeake Energy. 
The best way to explain the role of beta is by reverse-engineering the valuation process. This valuation process 
takes place in numerous bankruptcy contexts such as fraudulent conveyance, preferences and valuation hearings. 

	 If	the	discounted-cash-flow	(DCF)	valuation	methodology	is	applied,	there	is	a	need	to	calculate	the	present	
value	of	the	projected	cash	flows.	For	that,	one	needs	to	calculate	the	discount	rate.	The	components	of	the	dis-
count	rate	include	the	cost	of	debt	and	cost	of	equity.	For	the	cost	of	equity	derivation,	we	often	apply	the	Capital	
Asset Pricing Model, and one of its components is beta. The higher the beta, the higher the discount rate and, 
consequently,	the	lower	the	enterprise	value	as	determined	by	the	DCF.

 Beta measures the historical volatility of a company’s stock price relative to the volatility of the overall market. 
It is often mistaken as a measure of a company’s total risk. Instead, beta represents only the systematic risk of a 
company and not its total risk. This article attempts to demystify this Greek letter and explains it in plain English.

 A beta of one indicates that the company exhibits, on average, the same volatility as the overall market. A beta 
greater	than	one	generally	indicates	that	the	company	is	more	volatile	in	comparison	to	the	market.	For	example,	
a beta of 1.1 indicates, on average, that the stock price of a company is expected to rise by 1.1 percent for every 
1 percent rise in the overall market, and fall by 1.1 percent when the market falls by 1 percent. On the other hand, 
a beta of less than one indicates that an increase or decline of 1 percent by the market is expected to be associated 
with a less than 1 percent change in the stock price.

Calculation of Beta

 While the standard deviation measures the total risk of a security, the beta is a measure of a security’s systematic 
risk.	It	provides	a	measure	of	a	security’s	risk	relative	to	the	market	as	a	whole	(often	represented	by	the	S&P	500).	
Financial	scholars	have	noted	that	some	stocks	are	more	sensitive	to	general	market	movements	—	both	up	and	
down	—	than	others.	By	applying	a	statistical	technique	called	a	“regression	analysis”	to	past	rates	of	return	on	an	
individual	stock	versus	rates	of	return	on	the	market	as	a	whole,	we	are	able	to	derive	a	single	number	(beta)	that	
describes the volatility of that stock relative or the overall market.

 Exhibit 1 demonstrates the application of regression analysis to the return of a particular stock relative to the 
return	on	the	market.	Although	generally	scattered,	we	can	see	that	the	points	in	Exhibit	1	(the	return	of	the	stock	
relative	to	the	market	for	a	number	of	periods)	tend	to	move	in	the	same	general	direction	as	market	returns.	As	
the return on the market increases, so does the return on the stock. The line in Exhibit 1 is determined through 
regression	analysis,	and	it	represents	the	“best	fit”	of	a	straight	line	through	the	scattered	data	points.	The	slope	
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of	the	line	(the	“rise	over	the	run”)	is	the	stock’s	beta.	In	this	particular	case,	the	slope	of	the	line	is	0.9,	which	
implies that, in general, the historical return on the stock typically increases and decreases at a slightly lower rate 
than the market return.

 The betas of a number of well-known company stocks are shown in Exhibit 2. Applying this reasoning to 
Goldman	Sachs	stock,	whose	beta	is	1.42,	we	would	expect	that	a	5	percent	decline	in	the	overall	market	would	
result	in	a	7.1	percent	decline	in	Goldman	Sachs’	market	price	(5% x 1.42 = 7.1%).	Obviously,	the	same	relative	
volatility also works when the market goes up rather than down. Some stocks, albeit very few, have negative betas, 
meaning that they move in the opposite direction to the overall market and are seen as a hedge against the market. 
For	example,	a	stock	with	a	beta	of	-1.0	would	be	expected	to	move	in	the	opposite	direction	to	the	market,	and	to	
the	same	degree.	Thus,	if	the	market	rose	10	percent,	a	security	with	a	beta	of	-1.0	would	be	expected	to	drop	by	
10	percent.	A	recent	example	of	a	negative	beta	stock	is	Moderna.	Its	current	two-year	weekly	beta	is	-0.4,	which	
is	not	surprising,	as	Moderna	stock	was	rising	as	it	conducted	trials	on	its	vaccine	in	March	2020	while	the	overall	
stock	market	dropped	35	percent.
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Common Mistake

	 A	common	mistake	is	confusing	total	risk	(standard	
deviation)	with	systematic	risk	(beta).	A	company	
might be risky, and its market returns might be highly 
volatile. However, if these returns are not correlated 
with	the	market,	its	beta	might	be	low.	For	example,	
gold	miners	have	high	total	risk	(as	measured	by	the	
standard	deviation	of	their	returns),	but	very	low	mar-
ket	risk	—	even	a	hedge	against	market	risk.	

 Beta represents operational risk or business risk. This 
risk	cannot	be	diversified	away,	as	it	relates	to	the	op-
eration of the business and the nature of its products 
and/or services. Beta is also affected by a company’s 
specific	capital	structure.	All	else	being	equal,	debt	fi-
nancing results in more risk for equityholders. This risk 
causes stock price volatility and, thus, a higher beta. 

Cases Where the Calculation of Beta Requires Extra Attention

 In certain cases, it is not possible or meaningful to simply run a regression to calculate beta. The following list 
discusses examples of some of the more common reasons.

Privately Held Firms

	 As	privately	held	firms	do	not	have	stock	that	trades	on	public	markets,	their	betas	cannot	be	directly	calculated.	
Therefore, a common way to determine a beta for a privately owned company is to use the betas of publicly traded 
peer companies. Typically, the peer group used in this analysis is the same as the peer group one would use in 
applying a comparable publicly traded multiple-valuation approach. However, there are several reasons why these 
lists	may	differ.	For	example,	if	one	of	the	peer	group	companies	recently	filed	its	initial	public	offering	(IPO),	it	
might	not	have	sufficient	trading	information	to	calculate	its	own	beta.

	 The	beta	for	a	comparable	publicly	traded	company	(whether	downloaded	from	sources	such	as	Bloomberg,	
or	calculated)	typically	reflects	the	capital	structure	of	that	comparable	company,	as	well	as	its	tax	rate.	All	else	
being	equal,	debt	financing	results	in	more	risk	for	equityholders.	As	previously	discussed,	this	risk	causes	stock	
price volatility and, thus, a higher beta. Therefore, when using comparable company betas as proxies, the differ-
ences	in	debt	financing	(and	tax	rate)	must	be	accounted	for	by	“unlevering”	the	proxies’	betas	according	to	each	
comparable company’s capital structure and tax rate, then “relevering” using the subject company’s own capital 
structure	and	tax	rate,	its	target	capital	structure,	or	its	industry’s	capital	structure,	depending	on	case	specifics.	
An	unlevered	beta,	or	asset	beta,	represents	the	risk	of	the	company	if	it	were	financed	entirely	with	equity.	

 In some situations where a company’s characteristics are truly unique, no single company, or group of compa-
nies, may be deemed comparable to the subject company. Therefore, we instead rely on industry betas. A common 
source	for	these	industry	betas	is	the	database	maintained	by	Prof.	Aswath	Damodaran	of	NYU’s	Stern	School	
of	Business.	Once	again,	these	industry	betas	should	be	unlevered	to	eliminate	the	financial	risk	of	the	industry,	
and relevered with the target capital structure of the subject company. In order to determine an appropriate target 
capital	structure,	depending	on	case	specifics	one	may	use	the	capital	structures	of	the	subject	company’s	peer	
companies or an industry capital structure.
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Recent IPOs

 The downloaded or calculated beta of a company that recently went public might not be meaningful. Beta is 
typically	calculated	using	monthly	rates	of	return	over	five	years,	or	weekly	rates	of	return	over	two	years.	In	
certain	situations,	beta	might	be	calculated	over	one	year.	However,	for	recent	IPOs,	there	might	not	be	sufficient	
data points on which to calculate beta. To overcome this lack of data, beta might be calculated in the same way 
we calculate it for privately held companies: by using comparable companies, or industry betas. 

	 For	example,	electric	vehicle	manufacturer	Rivian	Automotive	went	public	on	Nov.	10,	2021,	in	a	much-antic-
ipated	listing.	At	the	time	of	this	writing	(late	December	2021),	the	company	had	a	little	over	one	month	of	trading	
data.	This	is	insufficient	to	calculate	a	historical	beta,	because	the	number	of	observations	(data	points)	is	too	small	
to	obtain	a	statistically	significant	beta	estimate.	

Corporate Divisions

 We are often requested to value divisions or subsidiaries of publicly traded companies. These entities do not 
have publicly traded stock. In fact, they might not even be in the same line of business as their holding companies. 
For	example,	consider	the	many	subsidiaries	or	divisions	of	Berkshire	Hathaway.	Its	subsidiaries	include	apparel	
and	clothing	(Brooks	Sports	and	Fruit	of	the	Loom),	chemicals	(Lubrizol),	energy	distribution	(PacifiCorp),	food	
and	beverage	(Dairy	Queen),	insurance	companies	(GEICO	and	General	Re),	railroads	and	logistics	(BNSF	Rail-
way	and	McLane),	materials	and	construction	(Benjamin	Moore),	and	sports	equipment	(Russell	Brands),	to	name	
just a few. 

	 In	addition,	Berkshire	Hathaway	owns	significant	investments	in	the	securities	of	dozens	of	publicly	traded	
companies, including Apple, Bank of America, Coca-Cola and American Express. Therefore, the beta of Berk-
shire	Hathaway,	which	was	approximately	0.8	at	the	time	of	this	writing,	is	that	of	a	conglomerate	and	would	be	
incorrect	to	use	for	the	valuation	of	its	insurance	subsidiaries	(where	the	typical	beta	in	the	industry	is	around	1.0)	
or	its	chemical	subsidiaries	(where	the	typical	beta	in	the	industry	is	around	1.2).	Furthermore,	divisions	might	
have totally different capital structures, costs of capital and tax rates than its holding companies. 

 In the bankruptcy of J. Crew, we were asked to value its high-growth subsidiary, Madewell. However, Madewell 
was not publicly traded. In this case, we used the median unlevered beta of Madewell’s comparable companies to 
determine	its	beta	(once	we	verified	that	the	median	was	the	appropriate	measure	to	apply).

Highly Distressed Companies

 The betas of highly distressed companies entering bankruptcy might not be meaningful, because the results 
of	the	regression	analysis	do	not	reflect	the	company’s	true	(nondistressed)	beta.	Specifically,	the	rates	of	return	
of	highly	distressed	companies	are	often	negative	for	a	certain	period.	For	example,	if	the	stock	market	index	in-
creased over the same time period, the regression will show a very low, or even negative, beta, implying that the 
company is a good “market hedge.” However, it is clear that this beta should not be relied on. 

 One option is to calculate the company’s beta for the pre-distress period. Moreover, if the purpose of the valu-
ation is to determine the value of the company post-emergence, with a different level of debt and capital structure, 
then	it	would	be	incorrect	to	blindly	use	the	company’s	own	beta	prior	to	its	bankruptcy	filing.	One	could	unlever	
the	company’s	historical	beta	(from	before	the	distress	period),	then	relever	it	using	the	updated	capital	structure	
or target capital structure.
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Drastic Change in Capital Structure

	 A	company	that	undergoes	a	significant	change	in	its	capital	structure	will	have	a	beta	that	is	no	longer	mean-
ingful.	For	example,	following	a	leveraged	buyout	(LBO),	a	company’s	debt-to-equity	ratio	would	increase	signifi-
cantly.	We	were	retained	to	value	the	target	company	in	an	LBO	where	the	company’s	debt-to-equity	ratio	was	1:10	
prior	to	the	LBO	and	increased	to	10:1	post-LBO.	In	this	case,	the	company’s	historical	beta	should	be	unlevered	
using	its	pre-LBO	capital	structure	and	relevered	using	its	expected	post-LBO	capital	structure,	as	the	cash	flows	
we	apply	the	discount	rate	to	are	expected	future	post-LBO	cash	flows.

Shocks to the Economy/Industry

	 In	March	and	April	2020,	there	was	abnormal	stock	market	activity	as	a	result	of	COVID-19.	As	discussed	in	
a recent ABI Journal article,1	due	to	the	ongoing	COVID-19	pandemic	and	the	extreme	market	volatility	associ-
ated with it, betas of companies and their peers at this time did not properly represent the typical volatility under 
otherwise normal market conditions. Therefore, in that situation it was important to use a normalized beta, either 
from before the pandemic or adjusted for the extreme volatility that occurred at the start of the pandemic in March 
and	April	2020.	

Conclusion

 Most corporate bankruptcy procedures and litigations involve disputes as to the value of the entities in the 
estate.	In	the	majority	of	these	cases,	the	DCF	valuation	methodology	is	applied.	In	this	valuation	methodology,	
the cost of capital is a key input into the valuation framework. The beta is an important parameter in determining 
the cost of equity, which is part of the cost of capital.

	 Although	the	process	of	calculating	beta	is	relatively	well-defined,	there	are	several	situations	where	special	
attention should be given to the derivation of the beta. This article discussed six of these special situations, but 
based	on	case	specifics,	other	situations	can	also	create	conditions	that	necessitate	careful	handling	of	the	derivation	
of beta.

1	 Dr.	Israel	Shaked,	Brad	Orelowitz	&	Paul	Dionne,	“The	Cost-of-Capital	Dilemma:	Valuation	During	Abnormal	Market	Conditions,”	XL	
ABI Journal	4,	20-21,	76-77,	April	2021,	available at abi.org/abi-journal.
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Despite its shortcomings, EBITDA (earnings before interest, taxes, depreciation and amortization) has 
been the most widely used shorthand reference to measure the operating performance of non-financial 
companies for several decades. Its usage gained popularity in the mid- to late 1980s during the initial 

boom in leveraged buyouts (LBOs), when EBITDA became the primary metric of focus for valuation purposes, 
and it has since become an ingrained term in the business vernacular. 

 Most undergraduate business students are familiar with the acronym and likely can explain it conceptually, 
while its usage in the “real business world” of financial reporting and analysis, securities documentation and 
investment research is pervasive. Business valuations and market values are often derived from or expressed as 
multiples of EBITDA, either current or projected. Although reliance on EBITDA as a proxy for operating per-
formance (especially in practice) has always had its fair share of detractors, its general usage continues unabated 
without any concerted effort to define it rigidly and uniformly, or otherwise address its flaws or misuse. On the 
contrary, EBITDA has further evolved in recent years from a loosely defined but widely understood term to 
murkier offshoots, such as adjusted EBITDA (also known as company-reported EBITDA), which often include 
aggressive addbacks by companies to boost EBITDA but serve to muddle exactly what is being measured and 
its reliability as a metric of normal operating performance.

 Conventional criticisms of EBITDA are well documented in academic and business literature, and focus on two 
primary shortcomings. Foremost, EBITDA is a non-GAAP (generally accepted accounting principles) measure-
ment that provides management with ample leeway in measuring it. The measurement is largely company-deter-
mined: Addbacks or other adjustments to GAAP-conforming financial statement data to arrive at a determination 
of EBITDA are left to the discretion of management. Analysts and investors often accept management’s represen-
tation of EBITDA without much scrutiny or pushback on its calculation or components. That’s a mistake. Because 
business valuations typically utilize this company-determined metric, management has an incentive and the ability 
to make the calculation of EBITDA as favorable as possible provided there is some support for its rationale. 

 Second, EBITDA is often misused by analysts, creditors and investors as an approximation of operating cash 
flow because it excludes non-cash charges, accounting gains/losses and other write-downs, when it can deviate sig-
nificantly from cash flow generated or used by business activities. EBITDA is derived from accrual-based financial 
statements and therefore should not be expected to reflect cash-generation. Articles by the credit-rating agencies 
warning about the pitfalls of reliance on EBITDA date back some 20 years.1 These are longstanding criticisms, and 
there is not much to add to that conversation. Instead, the focus of this article is on newfangled definitions and uses 
of EBITDA that are highly managed and intended to improve the appearance of operating results — sometimes to 
the point of distortion.

1 “Putting EBITDA in Perspective: Ten Critical Failings of EBITDA as the Principal Determinant of Cash Flow,” Moody’s Investors 
Service (June 2000), available at ucema.edu.ar/u/jd/Inversiones/Articulos/Moodys_Putting_Ebitda_into_perspective.pdf (unless other-
wise specified, all links in this article were last visited on Dec. 22, 2021).
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 More recently, critics have weighed in on aggressive addbacks to projected EBITDA forecasts used by pri-
vate-equity sponsors, special-purpose acquisition companies and other acquirors to make acquisitions appear less 
leveraged on a going-forward basis. Aggressive synergy estimates and cost-reduction targets are typically incor-
porated into projected EBITDA calculations, while merger-related integration expenses and right-sizing costs that 
often consume cash are typically excluded from its calculation and shown on the income statement as “below 
the line” items. S&P issued two reports critical of the use of projected adjusted EBITDA by private-equity spon-
sors and other acquirors, with its analysis tracking post-closing performance of buyouts and other M&A activity 
and documenting the failure of most acquisitions to achieve projected EBITDA. Most notably, S&P’s review 
of 365 M&A deals done in 2015-19 revealed that average annual EBITDA addbacks amounted to 28 percent of 
pro forma EBITDA at deal inception and 54 percent of reported latest-12-months (LTM) EBITDA at inception. 

 Moreover, for M&A transactions that closed in 2015-17, no less than 55 percent of deals missed projected 
adjusted EBITDA targets by at least 25 percent in either of the first two years post-closing, while no more than 
13 percent of deals exceeded adjusted EBITDA projections in either of those first two years.2 Too often, it seems 
that management relies on questionably aggressive-projected EBITDA addbacks to help “sell the deal” to financial 
markets and rating agencies by understating pro forma leverage metrics in subsequent years, then fails to meet 
those ambitious targets. LBOs and other go-private transactions usually go dark post-closing, and financial state-
ment data and EBITDA calculations are not publicly available to evaluate. So, thank you for that undertaking, 
S&P! 

2 “Elevated EBITDA Addbacks Are a Continuing Trend,” S&P Global Ratings Direct (Nov. 24, 2020), available at spglobal.com/ratings/
en/research/articles/201124-elevated-ebitda-addbacks-are-a-continuing-trend-11745701; “When the Credit Cycle Turns: The EBITDA 
Add-Back Fallacy,” S&P Global Ratings Direct (Sept. 24, 2018), available at spglobal.com/ratings/en/research/articles/180924-when-
the-credit-cycle-turns-the-ebitda-add-back-fallacy-10706532 (login required to view both articles).
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From EBITDA to Adjusted EBITDA

 Fortunately, public companies increasingly are disclosing their own adjusted EBITDA calculations in public 
filings, and it is possible to get visibility into the magnitude and frequency of these adjustments compared to a 
conventional calculation of EBITDA. Most notably, public company disclosures of adjusted EBITDA often en-
tail material addbacks for stock-based compensation (SBC) expense and unusual, nonrecurring or nonoperating 
expenses that can cause significant differences between adjusted EBITDA and conventional EBITDA.

 We queried S&P Capital IQ to identify large (>$250 million of sales) U.S. public companies that provided 
adjusted EBITDA figures in their SEC filings (either Form 10-Qs, 10-Ks or 8-Ks), or press releases from 2018-21. 
There were 474 companies identified out of 1,550 that disclosed adjusted EBITDA in all these periods. We calcu-
lated EBITDA margins (EBITDA/revenue) annually from 2018-21 for these 474 companies using three distinct 
measures of EBITDA: standard EBITDA (as computed by S&P Capital IQ), standard EBITDA excluding SBC 
expense, and adjusted EBITDA (as disclosed by the company), then determined margin differences among the 
three EBITDA measures (see Exhibit 1), expressed as two components:

Adjusted EBITDA Margin – standard EBITDA Margin = [(EBITDA excluding SBC – standard EBITDA)] 
/ Revenue + [(Adjusted EBITDA – EBITDA excluding SBC)] / Revenue

 These two components separate EBITDA margin differences to those solely attributable to SBC expense 
and those attributable to other discretionary adjustments made by management. The analysis and summary of 
EBITDA differences over this nearly four-year period indicates that these average margin differences have be-
come larger over time, steadily increasing from 2.7 percentage points in 2018 to 4.7 percentage points in 2020 
and 5 percentage points in 2021, and were influenced by industry sector, company size and financial leverage. 
COVID-19 financial impacts have likely contributed to the widening EBITDA margin gap since early 2020, as 
revenue has declined while COVID-related EBITDA addbacks have increased for many companies since the 
pandemic began.

SBC Expense

 SBC has been increasingly used these days to incentivize and reward key employees and groups (beyond 
C-suite executives), especially among tech companies and smaller public companies, and its treatment for 
EBITDA calculation purposes is a somewhat slippery topic. Regardless of its form (restricted stock awards, 
performance-based shares, or rights or stock options), the fair value of SBC grants to employees on the 
grant date is recognized as an expense on the income statement over the vesting period in accordance with 
Accounting Standards Codification Topic 718, but SBC results in no cash outlays. Therefore, most compa-
nies and analysts add back SBC expense in the determination of adjusted EBITDA much as they would treat 
depreciation expenses, and this appears to be reasonable at first glance. However, SBC is not costless to a 
company just because it does not result in a cash outflow; it reduces GAAP-based net income and increases 
diluted shares outstanding, thereby diluting existing shareholders. 

 SBC costs are not necessarily insignificant amounts, especially as the practice of granting restricted stock 
awards has become more widespread among smaller high-growth companies. In our analysis, relative SBC expense 
averaged 3 percent of revenue across all 474 companies in 2020-21 and 2.5 percent over the entire four-year period. 
Stated differently, EBITDA excluding SBC boosted EBITDA margins by 250-300 basis points overall compared 
to a standard EBITDA measure, a sizable difference. Nearly 70 of these companies had SBC expense exceeding 
5 percent of revenue in 2021 compared to 35 in 2018.

 There were also notable industry effects. Relative SBC expense in the information-technology sector was nearly 
double the overall average in all four years and has increased sharply since 2018, and the communications services 
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and health care sectors were not far behind. No other industry sectors had material SBC expenses other than the 
consumer-discretionary sector. 

 Furthermore, relative SBC expense was strongly influenced by firm size, as measured by revenue. Companies 
in our smallest-size quartile had relative SBC expense of nearly twice the overall average and more than three 
times the average of our largest-size quartile (see Exhibit 2). This makes sense, as high-talent workers are lured 
and retained by smaller companies with the prospect of striking it rich should the enterprise succeed. This owner-
ship incentive, as offered to large numbers of employees, is less prevalent and material at large public companies. 
Lastly, leverage metrics (irrespective of company size or industry) had no appreciable impact on relative SBC 
expense.

 Again, SBC expense has no impact on cash flow, but to the extent that many employees accept below-market 
cash wages in exchange for SBC, then adding back SBC would arguably overstate adjusted EBITDA by under-
stating relative labor expense compared to competitors or industry-wide benchmarks. In this context, treating the 
entirety of SBC expense as if it simply did not exist for purposes of calculating EBITDA or adjusted EBITDA 
seems inadequate. It could be argued that SBC is another form of compensation expense borne by shareholders, 
and as such should not be handled as an EBITDA addback. Nonetheless, SBC expense is usually treated as an 
addback for adjusted-EBITDA-calculation purposes, although there is good reason to be wary of this practice.

Other Addbacks

 The other component bridging standard EBITDA to adjusted EBITDA consists of a grab bag of addbacks 
required to normalize operating results. These addbacks may include legal/litigation expenses, restructuring or 
realignment costs, merger-integration costs or any other expense deemed to be unusual or nonrecurring. These 
charges almost always involve cash outflows but nonetheless are often added back for adjusted-EBITDA purposes 
because their inclusion as operating expenses arguably would distort normalized operating results. Clearly, this is 
a judgment call by management. Perhaps the most objectionable practice is the addback treatment of “recurring 
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nonrecurring charges,” or one-time expenses that seem to occur with regularity for some companies. For example, 
RR Donnelley & Sons has taken annual restructuring charges ranging from $25 million to $66 million in each 
of the last five years, representing 6 percent to 19 percent of standard EBITDA. When should charges such as 
these be considered normal or recurring rather than treated as an addback for EBITDA purposes? It is not easy 
to discern.

 Other addbacks were less material than SBC expense in terms of their impact on adjusted EBITDA, aver-
aging 1.5 percent of revenue from 2018-21, or about half the SBC’s impact. However, there were significant 
differences in the relative magnitude of these addbacks depending on leverage metrics (as measured by total 
debt to revenue). Notably, highly leveraged companies had relative addbacks that were significantly larger than 
those of less-leveraged companies, with other addbacks averaging 3.8 percent of revenue for the most leveraged 
quartile compared to 0.5 percent for the two least leveraged quartiles and 1.5 percent overall (see Exhibit 3). 
This strongly suggests that highly leveraged companies engage in more aggressive “window dressing” than other 
firms in order to make performance and leverage metrics appear as favorable as possible given their financial 
precariousness. Some struggling companies will resort to dubious addbacks to help meet expectations, provided 
there is some basis to justify it. 

 Lastly, addback effects by company size were negligibly different by size quartiles, with no material dif-
ferences noted relative to other addbacks, nor were there any consistently noteworthy differences by industry 
sector. Without question, leverage was the primary determinant of other EBITDA addbacks.

Adding It All Up

 Unlike its usage in legal documentation, which is highly negotiated and specifically defined, EBITDA and 
adjusted EBITDA remain terms of art in most other respects. Among analysts, financial advisors and investors, 
usage of EBITDA (and its variants) as a summary measure of corporate operating performance remains as 
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popular as ever despite unresolved issues around terminology and measurement, and despite many cautionary 
articles about its misuse and manipulation. 

 Until there is resolution (do not hold your breath), EBITDA will remain a subjective measurement to some fair 
degree that is defined or determined by management, which has the motivation and means to present corporate 
performance as favorably as possible to creditors and markets, who too often are uncritically accepting of EBIT-
DA and related metrics. Our analysis indicates that the gap between standard EBITDA and adjusted EBITDA has 
widened in recent years, and that these gaps are influenced by company size, leverage and industry.

 In prospecting for distressed companies or restructuring candidates, we are mindful of these potential gim-
micks and believe that a telltale sign of a company on the skids is a discernible pattern of increasingly ag-
gressive or questionable addbacks in its calculation of adjusted EBITDA. However, such a determination is 
fact-intensive, time-consuming, and requires digging through the details and minutiae of regulatory filings for 
relevant nuggets. It is much easier to just accept adjusted EBITDA figures as disclosed by the company being 
scrutinized — but we recommend resisting that temptation.
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Corporate insolvency can be difficult to predict. For every company that slowly makes its way toward a 
bankruptcy filing, there is one that collapses in months, weeks or even days. Causes of failure can be 
numerous, including economic shocks, industry decline, cyclical forces and operational issues. In this 

dynamic environment, market professionals and advisers need tools to monitor financial health, but not everyone 
has the time, skills or information to conduct a “bottoms-up” assessment of a company’s health. Furthermore, the 
cost of a detailed analysis might not justify the benefit. Consequently, rules of thumb and shortcut measures have 
become popular ways to assess the creditworthiness and risk of companies. 

 This article focuses on various shortcut measures. We first review and discuss one of the most popular sol-
vency shortcut measures — the Altman Z-Score — then other solvency indicators will be examined, such as 
the leverage and interest-coverage ratios that commonly appear as debt covenants in loan documents. Finally, 
an empirical analysis will be conducted assessing, on an ex ante basis, the ability of these measures to predict 
future insolvency.

Background on the Altman Z-Score

 The original Altman Z-Score study, first published in 1968,2 created a simple formula to measure the probability 
that publicly traded companies would go bankrupt. In creating the Z-Score, Prof. Edward Altman of the New York 
University Stern School of Business built upon the work of William Beaver, who had designed various univariate 
analyses (i.e., various accounting ratios) for assessing bankruptcy risk. Prof. Altman’s insight was to use a multi-
variate technique (i.e., combining various ratios) to predict bankruptcy. 

 The Altman Z-Score is a multi-discriminant model. In simple terms, this means that it takes multiple inputs and 
produces a single outcome (known as the Z-Score) that rates a company on the spectrum.3 The original Altman 
Z-Score formula was based on a sample regression of 66 publicly traded manufacturing firms, and Prof. Altman 
found it to be 95 percent accurate in predicting financial failure one year prior to bankruptcy.4 In subsequent ar-

1 Mr. Plastino is also a lecturer in finance at Boston University’s Questrom School of Business. The opinions expressed are those of 
the authors and do not necessarily reflect the views of the firm or its clients. This article is for general information purposes and is not 
intended to be and should not be taken as legal advice.

2 Edward Altman, “Financial Ratios, Discriminant Analysis and the Prediction of Corporate Bankruptcy,” The Journal of Finance (1968), 
23(4), pp. 589-609.

3 Intuitively, the Z-Score is simply the commonly used statistical metric that provides the distance (below or above) in terms of standard 
deviations, of the individual sample observations from the population mean in a normally distributed sample.

4 Altman, supra n.2, p. 599.
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ticles, Prof. Altman has defended the Z-Score’s multivariate approach and the specific variables that it uses (Alt-
man 2000, Chuvakin & Germania 2003).

 The Altman Z-Score equation consists of five ratios that measure a company’s liquidity, profitability, financial 
leverage, solvency and sales activity. Prof. Altman’s original 1968 analysis, which is still commonly used today, is 
Z=0.12*X1+0.014*X2+0.033*X3+0.006*X

4
+0.999*X5,5 where X1 is working capital divided by book value of total 

assets, X2 is retained earnings divided by book value of total assets, X3 is earnings before interest and taxes divided 
by book value of total assets, X

4
 is market value of equity divided by book value of debt, and X5 is sales divided by 

book value of total assets. The final Z-Score values from this analysis can be interpreted as follows:6 (1) Z > 2.99 Safe 
Zone: considered financially healthy; (2) 1.81 < Z < 2.99 Grey Zone: could go either way; or (3) Z < 1.81 Distress 
Zone: risk that the company will go bankrupt within two years.

 While still popular in its original form, Prof. Altman has updated the Z-Score formula twice. In 1983, he de-
veloped a revised Z-Score that would apply to private companies. The only ratio that changed in the model is X4, 
where the book value of equity was substituted for the market value of equity. In 1993, Prof. Altman again updated 
his formula to eliminate the fifth ratio (X5) to minimize “the potential industry effect [that] is more likely to take 
place when such an industry-sensitive variable as asset turnover is included.”7 He found that his 1993 model proved 
to be 90.9 percent accurate in predicting bankruptcy one year before a firm’s insolvency and had a 97 percent ac-
curacy rate in identifying firms that would not go bankrupt.8

Assessment of the Altman Z-Score as a Solvency Shortcut

 Given its simplicity and academic support, the Altman Z-Score has been a popular model for assessing bank-
ruptcy risk over the last five to six decades, and it is included in the offerings of data-providers such as Capital IQ. 
Firms have used the Z-Score to assess firm performance, including when making lending decisions. A McKinsey 
study concluded that “the Altman Z-Score is a better leading indicator of company strength through a crisis than 
is stock-market performance.”9 The same study articulates the advantages of Z-Score in highlighting a company’s 
resilience through margin improvement, revenue growth and optionality (retained additional optional investment 
opportunities). The Altman Z-Score is also popular because it is a single composite measure, summarizing several 
financial ratios that individually can be used to track solvency. 

 The Altman Z-Score also has its shortcomings. Prof. Altman has discussed issues relating to the subjectivity 
of the weightings in the model. Various authors have argued that the predictive abilities of the Altman Z-Score 
model decline, and vary by country. Practitioners, Altman included,10 often recommend re-tooling the model in 
accordance with data reflecting the local market of interest, yet this is an iterative and time-consuming process 
that is too complicated for average investors. 

 The predictive ability of the Altman Z-Score also varies by industry. The original model was based on a sample 
of manufacturing firms, and various authors have pointed to the failure of the Altman Z-Score to accurately predict 
solvency issues for non-manufacturing firms (Schaeffer 2000). While the revised 1993 model attempted to correct 

5 Id. at p. 594.

6 Id.

7 Edward Altman, Corporate Financial Distress and Bankruptcy (John Wiley & Sons 1993), p. 204.

8 Id.

9 Cindy Levy, Mihir Mysore, Kevin Sneader & Bob Sternfels, “The Emerging Resilients: Achieving ‘Escape Velocity,’” McKinsey 
(Oct. 6, 2020).

10 Larry Gao, “The Altman Z-Score After 50 Years: Use and Misuse,” CFA Inst. (Altman stated, “I’ve always argued [that] it’s better to use 
a local model rather than the original U.S. model. And I’ve done it myself. I’ve personally built models in Brazil, Australia, France, Italy, 
and Canada.”).
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this weakness, it is unclear how applicable the Altman Z-Score is for “asset-light” businesses, including technology 
companies.11

 Users of the Z-Score should also be aware that it is most accurate as a short-term forecasting tool. The original 
Altman Z-Score study successfully predicted “financial failure for 95 percent of the firms, one year prior to their 
demise.” The accuracy of the model decreased to 72 percent and 52 percent, respectively, for firms two and three 
years prior to bankruptcy. The Altman Z-Score also does not incorporate relatively recent changes in financial-re-
porting requirements, such as those impacting accounting for leases.

Other Bankruptcy Shortcuts

 While the Altman Z-Score is a popular metric, ratios may also be used to predict future insolvency. Let’s con-
sider several financial statement ratios that academic literature has found to be commonly used in loan covenants.12 
The selection of these covenant ratios by lenders is indicative that they are relevant for assessing solvency and 
capital adequacy.

 Three common balance-sheet covenants (leverage, net worth and the current ratio) and one income-state-
ment covenant (interest-coverage ratio) have been selected.13 The financial-statement-covenant ratios are 
defined as follows:

• Leverage: The ratio of total book value of debt to total book value of assets. A lower ratio is generally indic-
ative of better financial health.

• Net worth: Defined as book value of equity, or total assets less total liabilities. Positive net worth indicates 
that the company’s assets exceed its total liabilities on a book value basis. 

• Current ratio: Defined as current assets divided by current liabilities. A ratio of one indicates that the company 
has short-term assets equal to its short-term liabilities.

• Interest coverage: The ratio of earnings (commonly measured as earnings before interest and taxes, or EBIT-
DA) to interest expense. An interest coverage ratio of less than one indicates that interest expense exceeds the 
income or cash flow a company is generating from its operating activities. 

 These covenant ratios are easy to calculate because they use financial statement information that is produced 
by most companies. However, it is commonly understood that (unlike the Z-Score) there are no set levels that 
indicate financial distress. Instead, examining trends in one or more ratios over time typically provides better 
indications of future insolvency than a single ratio calculated at a point in time. For example, if in one year a 
company’s net worth is greater than zero, but in the following year it becomes negative, then the trend indicates 
a worsening of the company’s financial position. If net worth increased, one might reach the opposite conclusion. 
Analyzing trends in multiple ratios over time will best allow for an inference of a company’s financial position.

 Finally, “normal” ratio levels can vary by industry. Therefore, when considering ratios as indicators of insol-
vency, it is important to not only conduct a trend analysis, but also consider the solvency ratios of companies in 
the same industry. 

11 See, e.g., “Edward I. Altman’s Z-Score Gets Rejuvenated for New Businesses, Even for India,” The Free Press Journal (May 29, 2019) 
(“We found Z double prime to be accurate for retailers. But I cannot really say it will be accurate for technology firms.”).

12 Peter Demerjian, “Accounting Standards and Debt Covenants: Has the Balance Sheet Approach Led to a Decline in the Use of Balance 
Sheet Covenants?,” Journal of Accounting and Economics (2011), 52(2-3).

13 Id. at p. 183.
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 In summary, applying ratios to assess solvency risk can be complex. To be probative, such an analysis requires 
selection of the correct ratios, computation of those ratios at various points in time, and benchmarking against 
industry norms. Even then (unlike the Z-Score), the analysis might not specifically answer the question of whether 
a company is headed toward insolvency. However, unlike the Z-Score, direct-ratio analysis considers the “facts 
and circumstances” in a way that the Altman Z-Score does not.

Empirical Analysis to Evaluate Shortcut Measures of Performance 

 To evaluate the strengths and weaknesses of the aforementioned methods, let’s conduct an empirical 
analysis to assess, on an ex ante basis, the Altman Z-Score and the four covenant ratios’ ability to predict 
future insolvency. To execute this analysis, Capital IQ was used to identify a sample of publicly listed 
U.S. companies that voluntarily filed a petition for bankruptcy from 2010-21. This search produced a 
sample of 68 firms, of which 42 were traded on the major U.S. exchanges and 26 (38 percent) were traded 
over the counter (OTC). OTC stocks tend to be low-volume and less-profitable smaller companies that do 
not meet the criteria to be listed on a formal exchange. As a result, summary statistics for the two samples 
are presented separately to assess whether the measures perform differently between the two populations. 

 

Using this sample of companies, let’s calculate the Altman Z-Score and the four financial statement covenant ratios 
in each of the three years prior to the company’s petition filing date. Exhibit 1 reports the results for public com-
panies excluding OTC firms. Overall, Exhibit 1 indicates that the Altman Z-Score performs well in that it becomes 
increasingly negative, on average, from three years out to the year prior. As previously discussed, a Z-Score of less 
than 1.10 indicates a distress zone; beginning three years prior to the bankruptcy filing, on average, firms’ Z-Score 
is 0.10, indicating they are in distress. 
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The other shortcut measures that follow a consistent pattern in the three years leading up to companies’ 
bankruptcy filings, as reflected in Exhibit 1, include net worth, which declines over time on average until 
it becomes negative in the year prior to the bankruptcy filing; leverage increases over the three years prior 
to bankruptcy filing; and declines in the current ratio over the three years prior to the bankruptcy filing 
until it is less than one, on average, in the year prior to bankruptcy. Both interest-coverage ratios decline 
from year T-3 until the year prior to bankruptcy filing, on average, albeit in an inconsistent manner.

 Let’s next summarize the results for the OTC firms in Exhibit 2. The results appear to be the opposite of those 
reported for the U.S. publicly listed companies — that is, the results in Exhibit 2 suggest that the income-state-
ment covenant, interest coverage and current ratio are the best predictors of bankruptcy for OTC firms. While the 
Altman Z-Score also indicates distress in OTC firms, the Z-Score increases over time, which is inconsistent with 
the pattern observed in the publicly listed company sample. Net worth and leverage also increase in the three years 
prior to bankruptcy for OTC firms, the opposite trend for insolvency, while leverage declines in the three years 
prior to bankruptcy — again, an opposite insolvency trend. 

Conclusion

 Overall, the results from the empirical analysis suggest that bankruptcy shortcut measures are predictive of 
insolvency. However, the results also suggest that no single measure is perfect, and that the predictive power of 
different methods depends on the characteristics of the company being assessed. As previously noted, the advantage 
of a single ratio or metric like the Altman Z-Score is that it is simple and relatively easy to apply. However, results 
reinforce the notion that there is likely a trade-off between simplicity and accuracy. Even when applying solvency 
“shortcuts,” analyzing multiple metrics is a best practice that will likely lead to more robust predictions.
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It appears that the Federal Reserve Bank’s unprecedented experiment with easy money policies has ended. 
Quantitative easing policies began in 2008 amid the Great Recession, featuring large open-market purchases 
of U.S. Treasury securities and mortgage-backed securities monthly by the Fed. It continued until 2014, then 

resumed in late 2019 before massively expanding again during the COVID-19 pandemic. These asset purchases 
helped drive down nominal interest rates on most Treasury securities to record lows for much of 2020, while real 
(i.e., inflation-adjusted) interest rates on riskless and near-riskless debt securities have been running negative for 
more than two years. Similarly, corporate borrowing costs have tracked near all-time lows since mid-2020, result-
ing in record levels of U.S. speculative-grade corporate bond issuances totaling nearly $900 billion in 2020-21, as 
borrowers rushed to lock in low fixed rates.

The Era of Easy Money Is Over

 However, quantitative easing programs have caused the Fed’s balance sheet to swell to nearly $9 trillion, 
including $5.7 trillion of Treasuries and $2.7 trillion of agency mortgage-backed securities, from $4 trillion just 
prior to the COVID-19 outbreak and $1 trillion in 2008 at the outset of the global financial crisis. Critics of quan-
titative easing have long cautioned that massive asset-purchases that have kept interest rates low were potentially 
inflationary, having created huge amounts of excess bank reserves and, indirectly, money. Indeed, the U.S. money 
supply has soared to $21.8 trillion compared to $15.4 trillion prior to COVID-19. 

 All the while, U.S. inflation remained surprisingly tame despite unprecedented monetary stimulus — that 
is, until recently. Since mid-2021, inflation has soared. Consumer-level inflation recently hit a 40-year high of 
8.5 percent, far above the Fed’s target rate of inflation of 2 percent. Over the past year, the Producer Price Index 
of wholesale prices has soared by 11.2 percent. 

 In response to rising inflation, the Fed has accelerated its plan to phase out monthly asset-purchases, ex-
pressed its intentions to begin reducing the size of its balance sheet in 2022, and signaled several hikes in the 
fed funds rate by year’s end. U.S. monetary policy likely will remain restrictive until inflation is quelled, which 
means rising interest rates. Ten-year Treasury note rates already have topped 3 percent for the first time since 
2018 in anticipation of these policy changes, while speculative-grade rates have moved 200-300 basis points 
higher since late 2021. 

 After more than a decade of central bank interventions that kept interest rates low, we are entering a period of 
monetary policy restraint and interest rate normalization. How far and how fast interest rates will rise is highly 
dependent on the Fed’s ability to tame inflation without jeopardizing economic growth. Under any scenario, 
interest rates are heading higher.
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Bond Basics: Quantifying the Impact of Higher Rates on Bond Prices

 There are two primary components to the cost of corporate debt securities for borrowers: the relevant bench-
mark Treasury rate and a spread or premium over the benchmark riskless rate, which reflects additional compensa-
tion that buyers demand for taking on an issuer’s default risk probability. An additional premium might be tacked 
on if a bond issue is highly illiquid or non-marketable. 

 Default risk is the statistical likelihood of not receiving contracted payment amounts timely and in full. It is 
a function of various industry- and company-specific factors, and is reflected in an issuer’s credit rating from a 
recognized credit-rating agency. An issue’s credit spread also reflects its seniority and payment rank within the 
issuer’s capital structure relative to other debt securities, which would impact its expected recovery in the event 
of default. For example, all else being equal, a senior secured bond with strong prospects for full recovery in the 
event of default would have a smaller credit spread compared to junior debt of the same issuer.

 Bond market yields (e.g., yield-to-maturity) are expressed as percentages, while spreads are typically expressed 
in basis points (bps), or hundredths of a percentage point, so 50 bps is equal to 0.5 percent. The most referenced 
bond market yield is yield-to-maturity (YTM), which can be thought of as an internal rate of return, or the periodic 
discount rate that equates the present value of a bond’s expected future cash flows with its current market price. 

 For callable bonds, the standard yield convention is yield-to-worst (YTW), which is the lower of YTM or 
yield-to-call date. The YTW convention assumes that a bond with a higher coupon rate than the prevailing mar-
ket yield will be called by the issuer if it can be done without additional cost, such as a makewhole payment, so 
its yield calculation effectively treats the closest call date as the bond’s maturity date. For low coupon debt (i.e., 
below-market rate), there is no call assumption for a YTW calculation — even if an issue is callable, as an issuer 
has no incentive to redeem low-cost debt securities. 

 For some highly distressed companies, market prices of debt may assume that an event of default will occur and 
reflect the security’s estimated recovery value under a default scenario rather than the present value of contracted 
payment obligations, so a yield expression is often meaninglessly large. There is no bright-line value that demarks 
when a security is trading on a yield basis versus an estimated recovery value. That determination is situation-spe-
cific.

 Credit spreads also reflect the market’s general appetite for high-yield corporate credit risk and have varied 
widely over time. For example, yield spreads for medium-term BB-rated corporate debt have ranged from 176 bps 
to 1240 bps over the last 20 years, and from 250 bps to 1900 bps for B-rated debt — with the high end of those 
ranges occurring during the credit market panics of 2008 and 2020.

 For outstanding fixed-rate corporate debt (as opposed to new issuance), an environment of rising interest rates 
causes bond yields to rise in the secondary market and bond prices to drop. The market price of a fixed coupon 
bond will change in trading markets by an amount that causes the bond’s computed yield (YTM or YTW) to 
calibrate to the current market rate of interest for its relative risk. Low coupon bonds will necessarily decline in 
value when interest rates are rising. (The converse is also true: High coupon bonds will appreciate when rates are 
falling, provided they are not callable.) As interest rates rise, some bond price declines will be sizable, but others 
not so much. How much will a bond’s market price need to change to recalibrate its yield (YTM) to the prevailing 
market rate? That answer can be complicated, but it boils down to a single bond attribute: duration.

Bond Price Sensitivity to Interest Rate Changes Depends on Its Duration

 Duration is conceptually understood as a cash-weighted measurement of time, stated in years, that numerically 
expresses the sensitivity of a bond price to changes in market rates of interest — that is, a parallel shift up or 
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down in the yield curve. Duration is often described as the average life of a bond considering the present value 
of all contracted payments, both interest and principal. The duration of a bond is determined by five variables: 
trade date, bond maturity date, coupon rate, payment frequency and current market yield. Hence, the duration of 
a bond is not a static measurement; it changes with the passage of time and changes in market yields. 

 There are several formulaic definitions of duration whose differences are relatively minor in terms of output 
and are rooted in technical matters beyond this article. Two of those definitions, effective duration and Macauley 
duration, are functions in Excel that quickly compute a bond’s duration when these variables are provided. If two 
bonds are identical in all respects except maturity date, the bond with the more distant maturity date will have a 
longer duration. If two bonds are identical in all respects except coupon rate, the bond with the larger coupon rate 
will have a shorter duration. A zero-coupon bond has a duration equal to its time to maturity. For fixed-coupon 
bonds, duration is always less than time to maturity. 

 A visual depiction of duration is to imagine the present value of all scheduled bond payments (interest and 
principal) as weights placed on a beam in chronological payment order. Duration can be thought of as the position 
of a fulcrum placed under the beam that balances these weights.1

 Fortunately, there is an excellent illustration of duration and its impact on a company’s debt prices. Bed Bath & 
Beyond (BBBY) issued three senior unsecured notes totaling $1.5 billion in July 2014 that are nearly identical in 
all respects except for maturity dates and coupons. The notes’ maturities are in 2024, 2034 and 2044 — a rare 20- 
and 30-year maturity for corporate debt — and its coupon rates are 3.75 percent, 4.915 percent and 5.165 percent, 
respectively. (Generally, longer-dated maturities will always pay a larger coupon rate of interest.) 

 BBBY was an A- rated issuer by S&P at the time of the note issuance, having experienced more than a de-
cade of profitable growth and expansion. However, its operating performance and profitability began to sputter 

1 Thomas S.Y. Ho, Strategic Fixed Income Investment (1990).
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in 2016 and deteriorated steadily thereafter, although it remained operationally profitable. BBBY experienced 
six credit downgrades by S&P between 2014 and 2020 and is currently a B+ rated issuer, falling from a solid 
investment-grade credit to a speculative-grade credit within six years. As its credit profile weakened, BBBY’s 
bond prices fell to reflect its single-B credit rating and to produce a yield commensurate with that rating, but the 
relative price changes have been starkly different.

 Prior to the onset of its operating underperformance, the three bonds were all trading near or above par from 
their issuance date through late 2015. Since then, they have declined in value because of BBBYs growing credit 
risk as its operating performance worsened. However, the degree of price decline among the three bond issues has 
varied greatly, even though these bond issues are pari passu with respect to payment priority. By the end of 2019, 
at which time BBBY had been downgraded to a BB issuer credit rating, its three notes were trading at 99 cents 
on the dollar (the 2024 issue), 76 cents (the 2034 issue) and 72 cents (the 2044 issue). All three notes plunged in 
value during the first months of the COVID-19 shutdown, when leveraged credit markets were mostly dormant. 
They have since recovered to values that reflect a post-pandemic environment. As of mid-March, the three notes 
traded at 99, 81 and 72 cents for the 2024, 2034 and 2044 issues, respectively (see Exhibit 1).

 Except for the early pandemic swoon when nearly all speculative-grade corporate debt sold off fiercely, none 
of BBBY’s notes ever traded at market prices indicative of stress or distress despite prices that dipped as low 
as the high 60s and low 70s for the 2034 and 2044 issues. How can that be? In a word, duration. These deeply 
discounted market prices were needed for the market yield (YTM) on these notes to approximate the yield on a 
B-rated credit — approximately 7-8 percent from 4-5 percent when BBBY was an investment-grade credit (see 
Exhibit 2). These are not yields indicative of stress or distress; they are market yields demanded by investors for 
a B rated credit.

 The low coupon rates and distant maturities of the 2034 and 2044 note issues make them long-duration bonds, 
with current durations of approximately 8.5 years and 11.5 years, respectively, compared to 2.2 years for the 2024 
notes. As a general rule, duration relates to bond price sensitivity in the following approximation:

% Change in Bond Price = Duration X -1 X Change in Interest Rate
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 If interest rates increase by 100 bps (meaning a shift up in the yield curve by 100 bps, or 1 percentage point, 
for all maturities), BBBY’s 2034 notes would decrease in price by approximately 8.5 percent, while its 2044 notes 
would decrease by 11.5 percent. A 200 bps increase in rates would imply a 17 and 23 percent price decrease and so 
on, though this approximation is slightly overstated because it assumes a linear relationship between rate change 
and bond price when in fact the relationship is non-linear (see Exhibit 3). As an approximation of bond price 
sensitivity for this purpose, the discrepancy is relatively immaterial. In 2018-19 when BBBY saw performance 
deteriorate badly and lost its investment-grade rating, these durations were even longer, and bond price declines 
of 25-35 percent were needed to get its yields to speculative-grade market rates — or about 250-300 bps higher.2

 Therefore, when it comes to characterizing a note or bond as stressed or distressed, yield (YTM or YTW) 
should guide that determination rather than market price. Conversely, a bond with “high” market price can 
nonetheless be distressed if it has a short duration. For example, Ahern Rentals has a 7.375 percent senior note 
maturing in May 2023 that is trading at 93 cents on the dollar, which translates into a yield (YTM) of 15 percent 
given its maturity in just one year — certainly a market yield that is indicative of stress or distress.

 Furthermore, depressed bond prices attributable to long duration have implications when it comes to the 
valuation of an enterprise. The market value of an enterprise is typically calculated using observed market val-
ues of its securities, including debt securities. However, such an exercise arguably understates valuation when 
debt securities trade at severely discounted market prices due to long duration. Should an enterprise valuation 
of BBBY value its 2034 and 2044 notes in the mid-70-cent range, where they traded in March? Arguably not, 
as these prices would penalize its valuation for no reason other than having the good fortune to carry very 
low-cost, long-dated debt on its books — as opposed to underlying value impairment. It could be argued that 
BBBY’s notes should be valued at par in an enterprise value calculation despite considerably lower market 
values.

2 Note: BBBY’s 2034 and 2044 notes were recently trading lower, at 63 cents and 50 cents, respectively, as the company’s operating chal-
lenges intensified. However, even at these depressed prices, their YTMs of 10 percent to 11 percent are barely at the threshold of what 
would be considered as stressed/distressed market yields.
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 This discussion is especially relevant now because interest rates are poised to move higher following a two-year 
period of strong debt-issuance activity at low coupon rates. We have identified nearly 200 U.S. speculative-grade 
bond issues outstanding with durations of longer than 10 years, and they are susceptible to large price declines 
should interest rates move materially higher. If such a scenario materializes, do not be too quick to judge a bond by 
its price, which many restructuring practitioners tend to do because a market price seems intuitively understand-
able. Ultimately, it is YTM that matters most, and a bond’s duration determines the price change needed to get to 
a market yield.
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Chapter  3

ARROW OR BOOMERANG? 
INVOLUNTARY BANKRUPTCY STRATEGIES

“Creditors have better memories than debtors.” ~ Benjamin Franklin

The authors of our next four articles provide an overview of involuntary bankruptcy, including the procedural 
logistics, benefits and potential drawbacks involved. The first article advocates for further consideration 
of this “underused” option, specifically for unsecured creditors. Taking a contrary view, the second article 

recommends exercising caution and due diligence prior to filing a petition for involuntary bankruptcy. The third 
and fourth articles elaborate on specific dangers — including the threat of potential liability for associated costs 
and other pitfalls.
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A. With Lenders Asleep at the Wheel, Unsecured Creditors Should 
Consider Involuntary Bankruptcy

ABI Journal
January 2022

Sheryl Giugliano
Ruskin Moscou Faltischek PC
New York

Michael Brandess
Sugar Felsenthal Grais & Helsinger LLP
Chicago

The dearth of corporate bankruptcies in 2021 is easily attributed to federal stimulus funds, but there are other 
less-publicized causes, including a less active secured creditor body.1 For example, behind the scenes, regulators 
pressured lenders to take a more forgiving approach, especially where defaults were linked to the pandemic.2 

Likewise, the Federal Reserve amended reserve ratio requirements, which granted banks the runway needed to take a 
more lenient approach.3 In addition, the negative public image that would result from overzealous lenders exercising 
draconian default remedies during the height of the COVID-19 pandemic was likely a deterrent to that type of behavior.4 

 This borrower-friendly approach was not without unintended consequences. Unsecured creditors who historically 
relied on secured lenders to act as the primary gatekeepers of fiscally sound decision-making and liquidity were left 
without that oversight and are now forced to more actively monitor their trade counterparties. Of course, there are other 
factors putting pressure on unsecured creditors to more actively pursue their claims: supply chain and labor issues, in-
flation, and prohibitively slow collection actions through state courts due to historic case backlogs.5 Unsecured creditors 
must protect themselves, and involuntary bankruptcies can provide a powerful, albeit risky, remedy.6 

Why Commence an Involuntary Proceeding? 

 Some situations that could justify commencing an involuntary proceeding against a debtor. These could include a 
suspicion that a debtor is concealing or fraudulently transferring assets, there is a race among competing creditors to 
seize a debtor’s assets, and there is a looming statute of limitations with respect to avoidance actions.

1 Maria Chutchian, “Bankruptcy Filings Lowest Since 1985 Amid Pandemic Relief,” Reuters (Aug. 4, 2021), available at reuters.com/
legal/transactional/bankruptcy-filings-lowest-since-1985-amid-pandemic-relief-20

2 Kevin Buehler, et al., “Leadership in the Time of Corornavirus: COVID-19 Response and Implications for Banks,” McKinsey & Co. 
(March 17, 2020), available at mckinsey.com/industries/financial-services/our-insights/leadership-in-the-time-of-coronavirus-covid-19-
response-and-implications-for-banks.

3 Jeffrey Cheng, et al., “What’s the Fed Doing in Response to the COVID-19 Crisis? What More Could It Do?,” Brookings (March 30, 
2021), available at brookings.edu/research/fed-response-to-covid19.

4 Moreover, banks have been reluctant to deploy field examiners during the pandemic due to concerns for the health of their employees. 
See Donald F. Clarke, “Changed for Good? Completing Field Exams in a New Normal,” ABF Journal (June 17, 2021), available at 
abfjournal.com/articles/changed-for-good-completing-field-exams-in-a-new-normal (detailing complications and changes in lender site 
visits).

5 Lyle Moran, “Court Backlogs Have Increased by an Average of One-Third During the Pandemic, New Report Finds,” ABA Journal 
(Aug. 31, 2021), available at abajournal.com/news/article/many-state-and-local-courts-have-seen-case-backlogs-rise-during-the-pan-
demic-new-report-finds.

6 The Bankruptcy Code provisions governing involuntary bankruptcies are specific and numerous, and the ramifications for com-
mencing an involuntary bankruptcy without fulfilling those numerous requirements are serious and can be expensive for credi-
tors.
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What Are the Basic Requirements?

 Section 303 of the Bankruptcy Code provides the mechanics for initiating an involuntary bankruptcy.7 Section 303 (b) 
provides, in relevant part:

An involuntary case against a person is commenced by the filing with the bankruptcy court of a petition under 
chapter 7 or 11 of this title —

(1) by three or more entities, each of which is either a holder of a claim against such person that is not con-
tingent as to liability or the subject of a bona fide dispute as to liability or amount, or an indenture trustee 
representing such a holder, if such noncontingent, undisputed claims aggregate at least $15,775 more than 
the value of any lien on property of the debtor securing such claims held by the holders of such claims;8 

(2) if there are fewer than 12 such holders, excluding any employee or insider of such person and any 
transferee of a transfer that is voidable under section 544, 545, 547, 548, 549, or 724 (a) of this title, by one 
or more of such holders that hold in the aggregate at least $15,775 of such claims.9

 There are a few points to consider. First, you can bring in other petitioning creditors after the petition is filed but be-
fore the case is dismissed.10 Second, priority creditors can serve as petitioning creditors.11 Third, an unliquidated claim is 
not necessarily noncontingent for purposes of an involuntary filing.12 Finally, courts have construed “bona fide dispute” 
to require “an objective basis for either a factual or a legal dispute as to the validity of the debt.”13 However, “courts have 
been evenly split on whether ‘a dispute as to any portion of a claim, even if some dollar amount would be left undisputed, 
means there is a bona fide dispute as to the amount of the claim.’”14 Depending on the jurisdiction, a creditor’s eligibility 
to commence an involuntary proceeding under § 303 might be in jeopardy.15

How Does It Work?

 Even if the eligibility requirements are met, filing the involuntary petition against the debtor is really just the start 
of the process. Upon filing the involuntary petition, the case moves into the “gap period.” Under § 303 (f) of the Bank-
ruptcy Code, “except to the extent that the court orders otherwise, and until an order for relief [is issued] in the case, any 
business of the debtor may continue to operate, and the debtor may continue to use, acquire, or dispose of property as 

7 11 U.S.C. § 303.

8 In re Green Hills Dev. Co. LLC, 741 F.3d 651, 656 (5th Cir. 2014) (“Prior to [the Bankruptcy Abuse Prevention and Consumer Protection 
Act of 2005 (BAPCPA)], the provision did not include the phrase ‘as to liability or amount,’ and some courts, including this one, inter-
preted the pre-BAPCPA § 303 (b) to deny standing to a creditor only when there was a bona fide dispute as to liability.”).

9 11 U.S.C. § 303(b) (emphasis added).

10 11 U.S.C. § 303(c). 

11 11 U.S.C. § 507(a).

12 In re Braten, 741 B.R. 1021, 1023 (Bankr. S.D.N.Y. 1987) (“A dispute as to the amount of a claim does not negate its existence if the 
legal obligation to pay is present.”) (citations omitted).

13 In re Marciano, 459 B.R. 27, 54 (B.A.P. 9th Cir. 2011), aff’d, 708 F.3d 1123 (9th Cir. 2013).

14 Dep’t of Revenue v. Blixseth, 942 F.3d 1179, 1185 (9th Cir. 2019) (quoting Fustolo v. 50 Thomas Patton Drive LLC, 816 F.3d 1, 9 (1st 
Cir. 2016)).

15 The U.S. Courts of Appeals for the Second and Sixth Circuits adopted an objective standard, and will examine whether there is a genu-
ine, material factual or legal dispute as to the validity or amount of the debt or a legitimate factual or legal basis for nonpayment. See In 
re TPG Troy, 793 F.3d 228, 234 (2d Cir. 2015); In re DSC Ltd., 486 F.3d 940, 945 (6th Cir. 2007).
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if an involuntary case concerning the debtor had not been commenced.”16 However, a debtor’s authority during the gap 
period is generally less extensive than that of a trustee or debtor in possession in a voluntary filing.17

 Creditors can move for the emergency appointment of an interim trustee if, for example, they are concerned about 
a dissipation of assets.18 However, the existing case law under § 303 (g) “counsels that a request for an interim trustee 
should be denied in ‘the absence of an exceptionally strong need for doing so’ or ‘where no facts are alleged showing 
a necessity for the appointment.’ In order to appoint a trustee, a movant must show ‘a substantial risk of loss to the es-
tate.’”19

 Also, moving creditors may be stayed from further collection activity.20 Debtors who oppose an involuntary petition 
may file a response within 21 days of service of the summons.21 Rule 1011 of the Federal Rules of Bankruptcy Procedure 
sets forth the guidelines for any responsive pleading, and Bankruptcy Rule 1013 provides that “[t ]he court shall deter-
mine the issues of a contested petition at the earliest practicable time and forthwith enter an order for relief, dismiss the 
petition, or enter any other appropriate order.”22 If the petition has not been dismissed, the bankruptcy court will enter 
an order for relief and the case proceeds under the relevant chapter of the Bankruptcy Code.

Makes Sense, but What Are the Benefits?

 A primary benefit of an involuntary bankruptcy is that a fiduciary is appointed to take control of the process, and the 
outcome is not dictated by a secured creditor.23 There are, of course, other benefits.

 First, the Bankruptcy Code and Rules provide guidelines for an established process as opposed to amorphous state 
law alternatives. Second, the costs of an involuntary filing can be lower than pursuing protracted state court litigation. 
If an order for relief is entered, the estate bears the burden of the trustee’s costs of investigation and collection, rather 

16 11 U.S.C. § 303(f).

17 In re Sweports Ltd., 476 B.R. 540, 545 (Bankr. N.D. Ill. 2012) (“[T] he filing of an involuntary case also creates a bankruptcy estate, 
just as the filing of a voluntary case does, see id. § 541 (a), and an alleged debtor does not have the powers of a trustee under sec-
tion 1107 (a), In re E.D. Wilkins Grain Co., 235 B.R. 647, 650 (Bankr. E.D. Cal. 1999) (holding that § 303 (f) “does not invest the 
debtor with the powers of a trustee”)); see also In re Roxy Roller Rink Joint Venture, 73 B.R. 521, 527 (Bankr. S.D.N.Y. 1987) 
(alleged debtor therefore has no authority “to bind the bankruptcy estate during the gap period” and no ability “to waive the protec-
tion afforded to property of the estate by the automatic stay.” Wilkins, 235 B.R. at 650).

18 11 U.S.C. § 303(g).

19 In re Diamondhead Casino Corp., 540 B.R. 499, 505 (Bankr. D. Del. 2015) (quoting In re Levin, 2011 WL 1469004, at *2 (Bankr. S.D. 
Fla. April 15, 2011) (citing In re R.S. Grist Co., 16 B.R. 872, 873 (Bankr. S.D. Fla. 1982)); In re Barkats, 2014 WL 6461884, at *2 
(Bankr. D.D.C. Nov. 17, 2014).

20 In re Signature Apparel Grp. LLC, 577 B.R. 54, 87 (Bankr. S.D.N.Y. 2017) (“Section 303 (f) ... cannot be used to absolve a creditor 
from liability for violating the automatic stay where it takes action against property of the estate after an involuntary petition is filed. 
In re Omni Graphics Inc., 119 B.R. 641 (Bankr. E.D. Wis. 1990). In In re Omni Graphics Inc., the debtor corporation, the bank and the 
guarantors entered into an agreement to surrender all of the debtor’s assets, which had been pledged by the debtor, to the bank. Other 
creditors filed an involuntary petition against the debtor, and the public sale of the debtor’s assets took place during the gap period with-
out court approval. The Court held that the bank violated the stay and explained why § 303 (f) gave the bank no cover for its actions.”). 
But see In re Acelor, 169 B.R. 764, 765 (Bankr. S.D. Fla. 1994) (recognizing split in authority over whether automatic stay is effective in 
involuntary proceeding before order for relief is entered, and holding automatic stay is not effective merely because involuntary petition 
is filed).

21 11 U.S.C. § 303(d). 

22 Fed. R. Bankr. P. 1011 and 1013(a).

23 Richard M. Hynes & Steven D. Walt, “Revitalizing Involuntary Bankruptcy,” 105 Iowa L. Rev. 1127 (2020) (“[S] hareholders of a firm 
teetering on the brink of bankruptcy are gambling with someone else’s money. They have an incentive to delay bankruptcy past the 
socially optimal point where bankruptcy could increase the aggregate value of a firm and its assets.”).
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than a single creditor. In fact, petitioning creditors are entitled to a priority claim for “the actual, necessary expenses ... 
incurred by a creditor that files a petition” under § 303.24

 Third, once an order for relief has been entered, the automatic stay becomes a powerful tool to prevent the further dis-
sipation of assets.25 Fourth, certain avoidance actions are only available under the Code, including the ability to unwind 
a secured creditor’s lien. In In re Concrete Pumping Service Inc., the Sixth Circuit allowed an involuntary bankruptcy 
to proceed where the petitioning creditor sought to avoid a lien against the debtor held by the debtor’s principal, and the 
subsequent transfer of assets to her.26 In that case, the transactions at issue had occurred around the same time that the 
petitioning creditor had received a judgment against the debtor in state court.27 The lien and transfer were blatant attempts 
to protect the assets from collection and were ripe for avoidance in bankruptcy.28 

Are There Any Drawbacks?

 Involuntary filings are not without risk. For example, in those cases where the petitions are dismissed, moving 
creditors might be liable for the debtor’s costs of opposing the involuntary petition, other consequential damages and, 
in some cases, punitive damages.29 In In re Anmuth Holdings LLC, the petitioning creditors were liable to the debtor for 
damages incurred.30 The court found that the filing was made in bad faith, solely as a litigation tactic.31 Ultimately, the 
debtor was entitled to punitive damages of $600,000.32 The Ninth Circuit eloquently explained the danger of improper 
involuntary filings in In re Macke Intern. Trade Inc.:

[B]eing targeted by an involuntary bankruptcy petition is a disruptive and, in many cases, financially traumatic 
event for the alleged debtor. Resources, including time and money, must be diverted from other commitments 
to defend against the petition. Moreover, pending a resolution of the issues by the bankruptcy court, the alleged 
debtor exists in a financial interstice, necessarily uncertain of its future, restricted in its ability to make normal 
business decisions and plans. The pendency of the bankruptcy petition may cause suppliers, customers and in-
vestors to be reluctant to deal with the debtor. And even if adjudication of bankruptcy relief proves unwarranted, 
and the petition is eventually dismissed, the debtor may suffer considerable loss or damages from the process.33

24 11 U.S.C. §§ 503(b)(3)(A) and (b)(4). However, “the goal of § 503 (b) (3) (A) is to make creditors whole for bringing a debtor into bank-
ruptcy; it is not to reimburse creditors for fees they would have otherwise incurred in pursuit of their own interests. Accordingly, the 
Court concludes that the petitioning creditors are not entitled to recover fees for work they would have done had this involuntary case 
not been filed.” In re Engler, 500 B.R. 163, 171 (Bankr. M.D. Fla. 2013).

25 In re Betteroads Asphalt LLC, No. 17-04156 (Bankr. D.P.R. 2018) (“Once the involuntary bankruptcy petition is filed, a bankruptcy 
estate is created under 11 U.S.C. § 541 (a) and the provisions of the automatic stay come into effect.”); see also In re Murray, 900 F.3d 
53, 59 (2d Cir. 2018) (although court ultimately upheld lower court’s decision to dismiss involuntary filing, Second Circuit noted that 
“[i] nvoluntary bankruptcy petitions help ensure the orderly and fair distribution of an estate by giving creditors an alternative to watch-
ing nervously as assets are depleted, either by the debtor or by rival creditors who beat them to the courthouse”).

26 943 F.2d 627, 628 (6th Cir. 1991).

27 Id.

28 Id.

29 See 11 U.S.C. § 303(i).

30 600 B.R. 168, 176 (Bankr. E.D.N.Y. 2019).

31 Id.

32 Id. at 204.

33 370 B.R. 236, 246 (B.A.P. 9th Cir. 2007) (awarding sanctions to debtor in amount of $20,000).
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Conclusion

 When secured lenders fail to safeguard against standard borrower-related issues, and the courts are too clogged to 
efficiently pursue a collection action and/or judgment enforcement, unsecured creditors should consider the possibility of 
pursing an involuntary bankruptcy filing. Involuntary bankruptcy provides a meaningful, albeit underused and potentially 
risky, tool that warrants greater consideration in this environment.
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B. Involuntary Bankruptcy Might Not Be the Right Tool for 
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May 2022

Elizabeth B. Vandesteeg
Levenfeld Pearlstein, LLC
Chicago

Geoffrey L. Berman
Development Specialists, Inc. 
Los Angeles

Steven L. Victor1

Development Specialists, Inc. 
Los Angeles

A recent ABI Journal article2 suggested that involuntary bankruptcies are a tool that creditors should con-
sider in limited situations when dealing with distressed debtors. There is no doubt that a well-thought-out 
involuntary case can preserve and even create value for creditors under certain circumstances, but as those 

authors noted, there are other considerations that creditors should take into account when looking seriously at 
the involuntary bankruptcy option. The authors of that article highlighted one particular issue that petitioning 
creditors should consider: potential liability for costs in the event of dismissal of the involuntary case. That is just 
one of several factors that creditors should consider when contemplating filing an involuntary bankruptcy case 
if they do not want to find themselves subject to abstention or dismissal, as well as the potential costs associated 
with those results.

 To sustain an involuntary bankruptcy case, the petitioning creditor must show the following: (1) the debtor 
was eligible to be a debtor in a bankruptcy case; (2) the petitioning creditor has standing; (3) the debtor was gen-
erally not paying its debts as they became due (or liabilities exceeded assets); and (4) the debt was not subject to 
a bona fide dispute.3 Under § 305 of the Bankruptcy Code, the court can then abstain or dismiss the involuntary 
proceeding at any time if “the interests of creditors and the debtor would be better served by such dismissal or 
suspension.”4 Among other reasons a court may dismiss or abstain from an involuntary petition are:

• a lack of documentation and inadequate showing that the debtor is not paying debts as they become due;5 

• where there are disputed portions of the debt that do not stem from a separate transaction, such as disputed and 
undisputed portions of the debt that arose under a single contract between the creditor and the putative debtor;6

• involuntary petitions that are filed as litigation tactics in connection with other legal actions;7 and 

1 Ms. Vandesteeg is an associate editor for the ABI Journal and a 2017 ABI “40 Under 40” honoree. Mr. Berman is the author of ABI’s 
General Assignments for the Benefit of Creditors: The ABCs of ABCs (5th Edition), available for purchase at store.abi.org. He is also a 
past ABI President and a member of the ABI Commission for the Study of the Reform of Chapter 11. Mr. Victor was one of the editors 
of Mr. Berman’s book and currently serves on ABI’s Diversity and Inclusion Working Group.

2 Sheryl Giugliano & Michael Brandess, “With Lenders Asleep at the Wheel, Unsecured Creditors Should Consider Involuntary 
Bankruptcy,” XLI ABI Journal 1, 56-57, 86, January 2022, available at abi.org/abi-journal.

3 In re Gutierrez, No. 20-50129, 2020 WL 3720234 (S.D. Miss. July 6, 2020).

4 28 U.S.C. § 305(a)(1).

5 In re Navient Solutions LLC, 625 B.R. 801 (S.D.N.Y 2021).

6 In re Koffee Kup Bakery Inc., Inv. No. 21-10168, 2022 WL 141516 (Bankr. D. Vt. Jan. 14, 2022).

7 In re Park Place Dev. Primary LLC, No. 21-10849, 2021 WL 5072976 (Bankr. D. Del. Nov. 2, 2021).
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• the existence of an already pending proceeding in a state court or other forum, such as an assignment for the 
benefit of creditors.8

 Recent cases shed further light on the involuntary analysis. In In re Dillon Logistics Inc., certain creditors with 
potential Worker Adjustment and Retraining Notification Act claims filed an involuntary petition, notwithstanding 
the fact that the purported debtor, Dillon Logistics, was already the subject of an assignment for the benefit of cred-
itors (ABC) pending in Delaware.9 Applicable Delaware state law does not give these former employees a statutory 
priority for unpaid wages and benefits, and the general assignment document did not otherwise provide for a priority 
over general unsecured creditor claims. The petitioning creditors presumably hoped to use the bankruptcy case as a 
vehicle to create a priority class for themselves, so as to obtain a recovery at least ahead of other general unsecured 
creditors. The problem for the former employees was that there were few to no unencumbered assets available in the 
estate to generate a recovery for unsecured claims.

 The debtor and the assignee filed a joint motion to dismiss or abstain under 11 U.S.C. §§ 305 and 707 and 28 
U.S.C. § 1334 because there was already a pending ABC, and dismissal or abstention was in the best interests of 
the creditors of the purported debtor. The movants were concerned about a potential disruption to the liquidation 
process already in process, particularly given the fact that there was no likelihood of recovery for the moving (or 
any other unsecured) creditors.10 In Dillon, the court dismissed the involuntary proceeding pursuant to § 305 of 
the Bankruptcy Code warranted because: 

• there already was a neutral, disinterested fiduciary (the assignee) who was well into the process of liquidating 
the secured lender’s collateral;

• the assignee had already verified the validity of the lender’s liens on the underlying collateral; 

• the creditor whose claim was secured by a substantial majority of Dillon Logistics’ assets had consented to 
the use of its cash collateral to fund the costs of the general assignment; and 

• the evidence strongly demonstrated the practical near-impossibility of recovery by the former employees on 
their claims.11

 The good news for the petitioning creditors in Dillon was that they were not ordered to pay the assignee’s costs of 
defending the involuntary petition. Nonetheless, one could argue that petitioning creditors’ counsel could have (or should 
have) looked more closely at the facts of the case before filing the involuntary petition, particularly given that the peti-
tioning creditors had full knowledge and notice of the pending ABC. Alternatively, because state law did not provide for 
the equivalent to the Bankruptcy Code employee wage priority, counsel could have negotiated with the assignee for an 
addendum to the general-assignment agreement to provide for the sought-for priority, thereby greatly reducing the costs 
to the assignment estate in defending the involuntary.12

8 In re Bailey’s Beauticians Supply Co., 671 F.2d 1063, 1067 (7th Cir. 1982).

9 In re Dillon Logistics Inc., Case No. 21-B-13041 (CAD) (N.D. Ill. 2021). The authors were involved in the Dillon involuntary proceed-
ing; a Development Specialists, Inc. affiliate was the assignee, and Levenfeld Pearlstein represented the assignee.

10 Dillon, Dkt. 8.

11 In states where there is no statutory provision for employee wage claims similar to those under § 507 (4) (a), this potentially leaves former 
employees without the ability to see some recovery for unpaid wages and benefits accrued in the 90-day period before the assignment 
case begins. As such, a potential assignee for an assignment case in such states should strongly consider adding a priority to the assign-
ment agreement to provide for the right of employees to potentially see some recovery on these claims if the facts warrant a recovery.

12 A motion to amend Dillon’s general assignment agreement was subsequently filed with and granted by the supervising Delaware state 
court to allow for just such relief.
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 Similarly, in In re Korean Radio Broadcasting Inc., the court carefully considered dismissal and abstention under 
both §§ 305 and 707.13 Like in Dillon, there was already a pending ABC, overseen by an independent fiduciary.14 Ac-
cordingly, the debtor argued — and the court agreed — that dismissal of the involuntary case was in the best interests 
of the creditors. Among other additional factors that the court considered and found to be weighing in support of dis-
missal, it specifically found that the debtor and petitioning creditor had been engaged in a dispute for several years, with 
the bankruptcy court the “most recent battlefield in a long-running, two-party dispute.” Not only do creditors and their 
counsel risk dismissal or abstention of the involuntary bankruptcy case, like in Dillon or Korean Radio Broadcasting, 
but in some cases, along with a judgment for costs and fees, they also risk punitive damages or sanctions. 

 In In re Topfer,15 the court dismissed the involuntary bankruptcy case that the claimant had filed against his 
ex-wife because it failed to meet the procedural requirements and was deemed “facially invalid”; the claimant was 
subsequently ordered to pay costs and fees. In addition, the court found that the timing of the involuntary filing 
was evidence of “misuse of the bankruptcy process as a litigation tactic to delay the conclusion of the Divorce 
Action,” thereby ordering him to pay $2,000 in punitive damages.

 In In re Anmuth Holdings LLC,16 the court awarded sanctions when an involuntary petition was filed mere hours 
after creditors received an adverse decision in state court denying their request for a stay pending appeal of a draw 
on letters of credit, in order to invoke the automatic stay to prevent debtors from drawing down the letters of credit 
that the state court had refused to stay. After deeming the creditors’ actions to be “egregious bad faith conduct,” 
the court ordered them to pay the debtor $600,000 in punitive damages.

Conclusion

 There are certain instances in which an involuntary bankruptcy petition may be appropriate. However, prior to 
filing an involuntary petition, creditors and counsel need to have a good understanding of the debtor’s situation to 
make sure they have considered whether an involuntary would not be appropriate, and could instead subject them 
to dismissal, abstention or worse.17

13 In  re Korean Radio Broad.  Inc., No. 19-46322-ESS, 2020 WL 2047990, (Bankr. E.D.N.Y. March 31, 2020). See  also Geoffrey L. 
Berman, “Involuntary Cases Meet Abstention in ABC Cases,” XXXIX ABI Journal 9, 30-31, September 2020, available at abi.org/
abi-journal.

14 Like in Dillon, a principal of Development Specialists, Inc. was the assignee in control of the ABC of Korean Radio Broadcasting.

15 595 B.R. 52 (M.D. Pa. 2019).

16 600 B.R. 168 (E.D.N.Y. 2019).

17 Fo r  more  i n fo rma t ion  on  t he  h i s to ry  beh ind  i nvo lun t a ry  bank rup t c i e s  and  r i sk s  a s soc i a t ed  t he r e-
with, see Amir Shachmurove, “The Consequences of a Relic’s Codification: The Dubious Case for Bad Faith 
Dismissals  of  Involuntary Bankruptcy Pet i t ions,”  ABI  Law  Review ,  Vol .  26 (Winter  2018),  available  at  
abi.org/members/member-resources/law-review.
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Unsecured creditors may petition the court to initiate a bankruptcy case against a debtor under chapter 7 or 
11 through the filing of an involuntary bankruptcy petition. There are three main requirements under § 303 
for commencing an involuntary bankruptcy: (1) There must be three or more petitioning creditors; (2) each 

petitioning creditor must hold a claim against the debtor that is neither contingent as to liability nor the subject of 
a bona fide dispute as to liability or amount; and (3) the petitioners’ claims must aggregate at least $18,600 more 
than any liens they hold against the debtor’s property.1 Assuming that the petition satisfies these three requirements, 
the petitioning creditors still must show that the “debtor is generally not paying such debtor’s debts as such debts 
become due,” which can be a fact-intensive issue.2

 Once an involuntary petition has been filed, the automatic stay of bankruptcy applies immediately to prevent 
creditor actions.3 However, unlike a voluntary bankruptcy petition, an involuntary petition functions more like a 
complaint asking the court to declare that the debtor should remain in bankruptcy. The petition must be served to-
gether with a summons, and the debtor has 21 days after service of the summons to contest the involuntary petition 
(typically through filing an answer or motion to dismiss the petition).4 Litigation over whether the aforementioned 
eligibility requirements have been met can involve various pleadings, document and deposition discovery, status 
conferences, motions for summary judgment, and an evidentiary hearing or trial. If the bankruptcy court ultimate-
ly rules in favor of the petitioning creditors, an order for relief is entered and the debtor is officially placed into 
bankruptcy, triggering all of the Bankruptcy Code’s provisions and bankruptcy court supervision. 

 If, after notice to all creditors and a hearing, the involuntary petition is dismissed, the petitioning creditors can 
be liable for the debtor’s costs and attorneys’ fees.5 If the bankruptcy court determines that the involuntary petition 
was filed in bad faith, the petitioning creditors can also be held liable for the damages caused by the involuntary 
filing and even for punitive damages.6 Sanctions under § 303 (i) (2) are usually awarded against creditors who 
“abuse ... the power given to [them] ... to file an involuntary bankruptcy petition.”7

1 11 U.S.C. § 303 (b) (1) (this number was adjusted for inflation as of April 1, 2022). If the debtor has fewer than 12 creditors, then only 
one unsecured creditor with a qualifying claim is needed. Id.

2 11 U.S.C. § 303(h)(1).

3 11 U.S.C. § 362(a) (“[A] petition under section ... 303 of this title ... operates as a stay.”).

4 Fed. R. Bank. P. 1011.

5 11 U.S.C. § 303(i); Higgins v. Vortex Fishing Sys. Inc., 379 F.3d 701, 707 (9th Cir. 2004).

6 11 U.S.C. § 303(i)(2). Section 303 (i) (2) requires a finding of bad faith for damages, with the debtor “having the burden of proving bad 
faith.” In re Bayshore Wire Prods., 209 F.3d 100, 105 (2d Cir. 2000). A “debtor may only recover actual and punitive damages upon a 
finding of bad faith.” In re Anmuth Holdings LLC, 2019 WL 1421169 at *14 (Bankr. E.D.N.Y. March 27, 2019).

7 Anmuth Holdings, 2019 WL 1421169 at *14 (court awarded debtors’ attorneys’ fees, punitive damages, retroactive dismissal of the invol-
untary petitions to the dates on which they were filed, and an injunction against future filing by the petitioning creditors because the peti-
tion “lacked any merit”).
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 This article addresses the ways in which courts have imposed liability on individuals and entities other than the 
petitioning creditors, including petitioners’ lawyers, under § 303 (i). In short, while the majority view is that the 
plain language of § 303 allows relief only against the actual petitioning parties, some courts have held individuals 
other than the petitioning creditors liable under § 303(i) as “de facto petitioners.” In these instances, the liable 
individuals were the agents and principals of the petitioners who orchestrated the filing and, in some instances, 
signed the petition; they were not the petitioning creditors’ lawyers. On the other hand, most cases specifically 
addressing the issue of the petitioning creditors’ lawyers’ liability under § 303 (i) have declined to impose liability 
on the lawyers. However, there are at least two cases where the courts held the petitioning creditors’ lawyers liable 
under § 303 (i).

Overview of 11 U.S.C. § 303(i)

 Section 303(i) provides:

(i) If the court dismisses a petition under this section other than on consent of all petitioners and the debtor, 
and if the debtor does not waive the right to judgment under this subsection, the court may grant judgment—

(1) against the petitioners and in favor of the debtor for—

(A) costs; or

(B) a reasonable attorney’s fee; or

(2) against any petitioner that filed the petition in bad faith, for—

(A) any damages proximately caused by such filing; or

(B) punitive damages.8

 The court “for cause” may require the petitioners to post a bond for any amounts the court may allow under 
§ 303 (i).9 However, when an involuntary bankruptcy petition is dismissed, the debtor is presumed to be entitled to 
reasonable fees and costs.10 After the debtor demonstrates that the fees and costs are reasonable, the burden shifts 
to the petitioning creditors to establish, under the totality of the circumstances, that factors exist that overcome 
the presumption and support disallowance of fees. In exercising its discretion whether to award fees and costs, the 
bankruptcy court may consider factors such as the relative culpability among the petitioners, the motives or objec-
tives of individual petitioners in joining in the involuntary petition, the reasonableness of the respective conduct 
of the debtors and petitioners, and other individualized factors.11

 In apportioning liability among petitioners, a bankruptcy court must use its discretion and consider the totality 
of the circumstances, not principles of tort liability.12 A bankruptcy court has the discretion to hold some or all 
petitioners jointly or severally liable for costs and fees, to apportion liability according to the petitioners’ relative 
responsibility or culpability, or to deny an award against some or all petitioners.13

8 11 U.S.C. § 303(i).

9 11 U.S.C. § 303(e).

10 Higgins, 379 F.3d at 707.

11 See id.

12 Id.

13 In re Maple-Whitworth, 556 F.3d 742, 746 (9th Cir.), opinion corrected sub nom., In re Maple-Whitworth Inc., 559 F.3d 917 (9th Cir. 
2009) (upholding bankruptcy court’s application of Higgins in awarding attorneys’ fees and costs against petitioning creditor).
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 Section 303 (i) (2) can also come into play. In addition to seeking costs and fees under subsection (1), debtors 
can also seek damages, including punitive damages, if they can show “bad faith.” The “totality of the circumstanc-
es” courts consider whether the petitioner is attempting to obtain a disproportionate advantage over the debtor, 
whether it is motivated by ill will, malice or a desire to embarrass the debtor, and whether its filing would violate 
Rule 9011.14

 To obtain fees and costs under subsection (1), there need not be a bad-faith showing; indeed, there is a pre-
sumption of liability. But to seek damages under subsection (2), the movant must show bad faith on the part of 
the petitioners. Further, punitive damages may be awarded under § 303 (i) (2) (B) even absent an award of actual 
damages under § 303 (i) (2) (A).15

Majority View: Plain Language of § 303 Allows Relief Against Only the Actual 
Petitioning Parties

 Although there are some limited cases holding that nonpetitioning parties can be sanctioned under § 303 (i), as 
discussed herein, the majority view is that § 303 (i) does not permit the imposition of sanctions against nonpeti-
tioning parties. As one court stated, “the plain language of § 303 allows relief only against the actual petitioning 
parties who signed and filed or joined in the involuntary petition.”16

 The Fifth Circuit is the only circuit court to squarely address this issue, and it follows the majority view. In In re 
Walden, the Fifth Circuit affirmed the district court’s denial of a debtor’s motion to file a third-party complaint against 
the petitioning creditor’s attorney under § 303 (i) because “that section authorizes awards against petitioners, not their 
attorney.”17

Some Courts Have Held that “Petitioner” Can Be Interpreted to Include 
Agents or Principals of a Petitioning Creditor

 Several cases have held that individuals other than the petitioning creditors can be liable under § 303 (i) 
as “de facto petitioning creditors” because they are the agents or principals who signed the petition, caused 
the petitioning creditors to file the petition, or are otherwise intertwined or intimately connected with the 
petitioners. In those instances, however, those held liable were not the petitioning creditors’ lawyers. For 
example, the Ninth Circuit held that two individuals who controlled the petitioners could be liable under 
§ 303 (i) because of their deep involvement with the petitioning creditors and the filing of the petition.18 In 

14 See In re John Richards Homes Bldg. Co. LLC, 439 F.3d 248, n.2 (6th Cir. 2006) (citation omitted).

15 In re S. California Sunbelt Devs. Inc., 608 F.3d 456, 465 (9th Cir. 2010) (“SCSD”).

16 McMillan v. Maestri  (In re McMillan), 543 B.R. 808, 815 (Bankr. N.D. Tex. 2016) (following “long line of cases” so holding); In re 
Cadena, 634 B.R. 1038, 1050 (Bankr. C.D. Cal. 2022) (“[T] he plain language of § 303 (i) seems to limit holding counsel for the petition-
ers responsible under that section.... Accordingly any award under § 303 (i) will only apply against [the petitioner].”); In re Glannon, 245 
B.R. 882, 892-93 (D. Kan. 2000) (concluding that attorneys for petitioning creditors cannot be liable under plain language of § 303 (i); 
noting that attorneys may be liable under Federal Rules of Civil Procedure instead); In re Int’l Mobile Advert. Corp., 117 B.R. 154, 158 
(Bankr. E.D. Pa. 1990) (attorney for petitioning creditor may be liable under Bankruptcy Rule 9011, but not under § 303 (i), because 
counsel was not petitioner); In re Fox Island Square P’ship, 106 B.R. 962, 967 (Bankr. N.D. Ill. 1989) (§ 303 (i) “does not provide for an 
award against the petitioners’ attorney”); In re Advance Press & Litho Inc., 46 B.R. 700, 706 (Bankr. D. Colo. 1984) (§ 303 (i) not appli-
cable to counsel: “When a judgment is entered against creditors whose actions were predicated upon faulty legal advice, the creditor’s 
remedy is elsewhere to be resolved”); In re Ramsden, 17 B.R. 59, 61 (Bankr. N.D. Ga. 1981) (“The Court finds no authority to assess the 
costs and damages against the attorney whose acts of omission and commission caused these frivolous actions to be filed and heard. The 
judgment authorized under the statute seems directed only against offending petitioners.”); In re Commonwealth Sec. Corp., 2007 WL 
309942, at *8 (Bankr. N.D. Tex. 2007) (noting that § 303 (i) “technically does not permit for a sanction against a petitioner’s attorney”).

17 In re Walden, 787 F.2d 174, 174 (5th Cir. 1986).

18 SCSD, 608 F.3d at 460.
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doing so, the Ninth Circuit affirmed a finding of joint and several liability of “two individuals who exercised 
control over the petitioning creditors” for § 303 (i) fees and costs under the bankruptcy court’s “inherent 
authority.”19 Further, the bankruptcy court’s decision specifically found that the two principals acted in bad 
faith in orchestrating the filing.20

 The U.S. Bankruptcy Court for the Southern District of Florida, in In re Rosenberg,21 followed similar rea-
soning in holding that “the term ‘petitioner’ must be construed to include those agents and/or principals who 
sign the involuntary petition for or on behalf of the Petitioning Creditors under principles of agency law and the 
doctrine of respondeat superior.”22 The bankruptcy court relied on In re Oakley Custom Homes Inc.,23 where the 
court specifically found an agency relationship between an individual and the petitioning creditors based on the 
individual holding himself out as an agent to both original petitioning creditors and for actively participating in 
events pertinent to the involuntary bankruptcy petition.24 On appeal, the Eleventh Circuit held that it need not 
reach the issue as it found that the entity that signed the petition acted as the de facto petitioner under the facts of 
the case.25

 However, it should be noted that, in Visium, a different Southern District of Florida bankruptcy judge re-
cently disagreed with Rosenberg and followed “other courts that have held the plain language of § 303 allows 
relief only against the actual petitioning parties who signed and filed or jointed in the involuntary petition.”26 
The Visium court pointed out that while the bankruptcy court’s decision in Rosenberg was largely affirmed on 
appeal, the Eleventh Circuit did not adopt the bankruptcy court’s legal reasoning on the issue of holding others 
liable under § 303 (i).27 Then, the court went on to hold that Visium had not pled any facts remotely close to the 
“unique factual circumstances” that were present in Rosenberg.28

At Least Two Cases Have Held Petitioning Creditors’ Lawyers Liable Under 
§ 303 (i)

 Notwithstanding the majority view, under certain circumstances, courts have held lawyers liable under § 303 (i). 
In In re Navient Sols. LLC,29 relying on the Rosenberg case previously discussed, the U.S. Bankruptcy Court for 
the Southern District of New York held the petitioner’s lawyer liable as a “de facto creditor.” However, the facts in 
Navient were unique in that the petitioning creditor’s lawyer sent letters specifically agreeing to bear liability: “Smith 
and Smith alone will bear any and all liability resulting from an adverse finding of this Court absent a sua sponte 

19 Id. The Ninth Circuit disapproved of the award of fees and costs for post-dismissal litigation.

20 Id. at 465-66. See also In re Linton, 631 B.R. 882, 898 (B.A.P. 9th Cir. 2021) (citing SCSD for proposition that “the Ninth Circuit has 
affirmed a bankruptcy court’s use of inherent powers to impose on non-petitioners liability for § 303(i) costs and fees incurred in obtain-
ing dismissal of involuntary petitions”).

21 In re Rosenberg, 471 B.R. 307 (Bankr. S.D. Fla. 2012).

22 Id. at 312. The bankruptcy court’s decision was affirmed by the Eleventh Circuit. In re Rosenberg, 779 F.3d 1254, 1268 (11th Cir. 2015) 
(“[T] he bankruptcy court did not clearly err in finding that Lyon and the DVI entities were ‘intertwined,’ and that Lyon, through Fox, 
signed the involuntary petition albeit in the name of the DVI entities. Abundant evidence demonstrates that Lyon, the only entity that 
signed the petition and caused it to be filed, was the petitioning creditor within the meaning of § 303 (i) (1).”).

23 In re Oakley Custom Homes Inc., 168 B.R. 232 (Bankr. D. Colo. 1994).

24 Rosenberg, 471 B.R. at 312.

25 In re Rosenberg, 779 F.3d 1254, 1269 (11th Cir. 2015).

26 In re Visium Technologies Inc., 635 B.R. at 432.

27 Id.

28 Id.

29 In  re Navient  Sols.  LLC, 627 B.R. 581, 593 (Bankr. S.D.N.Y. 2021), aff ’d, No. 21-CV-2897 (JGK), 2022 WL 863409 (S.D.N.Y. 
March 23, 2022).
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determination of liability on any single Creditor.”30 At the fee hearing, the court asked the lawyer about this, and he 
admitted that the letters constituted his acknowledgement that he was personally liable for any fees and expenses 
awarded to the debtor under § 303 (i) (1).31

 The court allowed lawyer liability under § 303(i) in In re Exchange Network Corp.,32 stating that “[b] oth Peti-
tioners and their counsel have an obligation to proceed in a responsible manner.”33 The bankruptcy court awarded 
damages for a bad-faith filing because the petitioners filed the involuntary petition as a “substitute for customary 
collection procedures or as an alternative for civil litigation.”34 It awarded the damages against both the petitioners 
and their counsel, stating that “[i] f the Petitioners, however, rely on counsel merely to collect a debt, then the onus 
is on the attorney to investigate the debtor’s financial position prior to filing an involuntary petition in bankruptcy,” 
and here, the court determined that counsel proceeded to file the petition after investigating the financial condition 
of the proposed involuntary debtor. The court determined that “[t]his particular conduct ... constitutes culpable 
conduct justifying imposition of fees against counsel as well as the Petitioners.”35

Conclusion

 Section 303 (i) is not the only basis on which attorneys may be liable for filing involuntary bankruptcy peti-
tions. Every pleading executed by an attorney — including an involuntary petition — is subject to the strictures of 
Rule 11 and Rule 9011, such that the attorney certifies that to his or her knowledge after a reasonable inquiry the 
pleading (1) is not being filed for an improper purpose, (2) has or is expected to have sufficient factual support, 
and (3) is justified under current law or a nonfrivolous argument for an extension of current law. Thus, a lawyer 
may be held jointly and severally liable with its client for damages caused by an improper involuntary bankruptcy 
petition.36

30 Id. at 594.

31 Id.

32 In re Exchange Network Corp., 85 B.R. 128 (Bankr. D. Colo.), aff’d, 92 B.R. 479, 480 (D. Colo. 1988).

33 Id. at 132.

34 Id.

35 Id. at 133.

36 See Cadena, 634 B.R. at 1056 (and cases cited therein).
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Involuntary bankruptcies filed pursuant to § 303 of the Bankruptcy Code are somewhat distinct from voluntary 
bankruptcies filed under § 301. The most dramatic differences between the two types of bankruptcies are revealed 
during the “time period between the filing of the involuntary petition and the entry of the order for relief,” common-

ly referred to as the “gap period.”2 Specifically, the differences between involuntary and voluntary bankruptcy filings 
can affect the priority of claims against the debtor. Thus, the differences are of particular importance to creditors doing 
business with debtors during the gap period.

Involuntary Bankruptcies

 As its name suggests, the debtor does not file an involuntary bankruptcy; instead, creditors file an involuntary peti-
tion on behalf of the alleged debtor,3 utilizing their considerable power to force a business or individual into bankruptcy. 
Unlike voluntary bankruptcies, involuntary bankruptcies do not necessarily seek to realize a “fresh start” for the debtor.4 
Involuntary bankruptcies “exist ... as an avenue of relief for the benefit of the overall creditor body.”5 

 Nevertheless, involuntary bankruptcies are not an avenue for individual creditors to “redress [their] special griev-
ances, no matter how legitimate;” that redress is offered by state courts through state law remedies.6 An involuntary 
bankruptcy petition “help [s to] ensure the orderly and fair distribution of an estate by giving creditors an alternative to 
watching nervously as assets are depleted, either by the debtor or by rival creditors who beat them to the courthouse.”7

 Given these concerns and the intended function of involuntary bankruptcies, the Bankruptcy Code restricts the avail-
ability of involuntary bankruptcies. Notably, involuntary bankruptcies may only be commenced under chapter 7 or 118 
and cannot be commenced against farmers, family farmers or nonprofit corporations.9

 Procedurally, an involuntary bankruptcy can be filed by three or more creditors that hold “claims against [the alleged 
debtor] that [are] not contingent as to liability or amount” and that aggregate to at least $18,600.10 Alternatively, if the 

1 The author thanks and acknowledges Tobey M. Daluz, partner and co-leader of the firm’s Bankruptcy and Restructuring Group, for her 
contributions to this article.

2 In re Euro-American Lodging Corp., 357 B.R. 700, 726 n.20 (Bankr. S.D.N.Y. 2007).

3 Debtors are frequently referred to as “alleged debtors” during the gap period.

4 Wilk Auslander LLP v. Murray (In re Murray), 900 F.3d 53, 59 (2d Cir. 2018).

5 Id. (emphasis added).

6 Id. (quotations omitted).

7 Id.

8 Chapters for liquidation and restructuring, respectively.

9 11 U.S.C. § 303(a).

10 11 U.S.C. § 303(b)(1); by notice dated Jan. 31, 2022, 87 F.R. 6625, effective April 1, 2022, the amount for claims was adjusted from 
“$16,750” to “$18,600.”
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alleged debtor has fewer than 12 creditors — excluding employees or insiders — one or more creditors that hold an 
aggregate of $18,600 in claims may file the involuntary petition.11

 Once the involuntary petition has been filed, the alleged debtor — to the extent they choose not to consent to the 
bankruptcy — may file an answer to the petition.12 Gap periods differ widely from case to case because of the varying 
amounts of time necessary to resolve these filings and subsequent related proceedings. The court may enter an order for 
relief after denying an alleged debtor’s motion to dismiss or if the alleged debtor consents to the proceeding; however, 
the court may only dismiss an involuntary petition after notice to all creditors and a hearing.13

 The Bankruptcy Code further circumscribes the use, and potential abuse, of involuntary bankruptcies. Creditors who 
file an involuntary petition face the risk of the court dismissing the petition and granting judgment against the petitioning 
creditors for the alleged debtor’s costs (including attorneys’ fees).14 Proximate and punitive damages may be imposed if 
a creditor filed the involuntary petition in bad faith.15

Business as Usual for the Alleged Debtor

 During the gap period, an alleged debtor is, for the most part, allowed to continue with its business as though the 
involuntary petition had not been filed. The Code provides “except to the extent that the court orders otherwise, and until 
an order for relief in the case, any business of the debtor may continue to operate, and the debtor may continue to use, 
acquire, or dispose of property as if an involuntary case concerning the debtor had not been commenced.”16 Voluntary 
debtors are not offered such freedom. Alleged debtors are permitted to operate their business as usual during the gap 
period because “prior to the entry of an order for relief, the subject of an involuntary petition should not be adversely 
affected by the case.”17

 An alleged debtor’s ability to proceed with business as usual during the gap period is not without limitations. If the 
bankruptcy is filed under chapter 7,18 during the gap period creditors have at their disposal an “even more extreme rem-
edy [than the filing of an involuntary petition]—the appointment of an interim trustee.”19 Section 303 (g) allows creditors 
to request that the court appoint an interim trustee “to take possession of the property of the estate and to operate any 
business of the debtor.”20 

 An interim trustee is only appointed if the creditor can show it “is necessary to preserve the property of the estate or 
to prevent the loss of the estate.”21 Although this “extreme remedy” is available to creditors, this relief is rarely requested, 
and courts have stated that “a request for an interim trustee should be denied in ‘the absence of an exceptionally strong 
need for doing so’ or ‘where no facts are alleged showing a necessity for the appointment.’”22

11 11 U.S.C. § 303(b)(2); 87 F.R. 6625.

12 11 U.S.C. § 303(d).

13 11 U.S.C. § 303(j).

14 11 U.S.C. § 303(i).

15 Id.

16 11 U.S.C. § 303(f).

17 Consolidated Partners Inv. Co. v. Lake, 152 B.R. 485, 490 (Bankr. N.D. Ohio 1993).

18 Section 303(g) does not provide for the appointment of an interim trustee during a gap period in a chapter 11 involuntary bankruptcy. 11 
U.S.C. § 303 (g); In re Beaucrest Realty Assocs., 4 B.R. 164, 165 (Bankr. E.D.N.Y. 1980).

19 In re Diamondhead Casino Corp., 540 B.R. 499, 505 (Bankr. D. Del. 2015); 11 U.S.C. § 303 (g).

20 11 U.S.C. § 303(g).

21 Id.

22 In re Diamondhead Casino Corp., 540 B.R. at 505 (quotations omitted).
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Stay in the Gap

 While the alleged debtor is able to continue operating in the ordinary course during the gap period, creditors’ hands 
may be tied.23 An alleged debtor immediately enjoys the protections afforded under § 362’s automatic stay24 once an 
involuntary petition has been filed.25 Unfortunately, creditors may not receive notice of an involuntary filing and may 
continue to conduct business as usual, despite being subject to the bankruptcy stay. 

 These concerns are particularly acute, because an alleged debtor also does not have the ability to stipulate or waive 
the application of the automatic stay during the gap period.26 As one court explained, “[a] s vigorously as some debtors 
may fight involuntary petitions and seek dismissal, they nevertheless enjoy the protection of section 362 (a) while they 
battle.”27

 Creditors who are aware that a business party is the subject of an involuntary bankruptcy petition should remain 
diligent during the gap period, because the automatic stay applies. The effect of the automatic stay may keep creditors 
from engaging in business as usual during the gap period. 

Gap Claims

 To alleviate the risks of doing business with an alleged debtor, § 502 (f) provides creditors some protection for claims 
arising during the gap period.28 Under § 502 (f), “[i] n an involuntary case, a claim arising in the ordinary course of the 
debtor’s business or financial affairs [during the gap period] shall be determined as of the date such claim arises.”29

 If a gap claim arises “in the ordinary course” of the debtor’s business and it is otherwise allowed, the claim is treat-
ed as an unsecured claim with priority under § 507 (a) (3) of the Bankruptcy Code.30 While gap claims are “allowed or 
disallowed in the same manner as a pre-petition claim,” they are excluded from qualifying as an administrative expense 
under § 503 (b) of the Bankruptcy Code.31

 The Code does not define “ordinary course of business,” which is also used elsewhere in the Code.32 Courts, in 
considering whether claims arise in the ordinary course under § 502 (f), have determined that landlords’ rent claims met 
such a requirement, but claims for accounting services did not.33

23 In re Hunt, 2018 Bankr. LEXIS 2164, at *4-5 (Bank. E.D. La. July 24, 2018).

24 The automatic stay offers the debtor a “breathing spell” and stays actions brought against the debtor. Doran v. Courtright (In re 
Advanced Elecs. Inc.), 283 Fed. App’x 959, 965 (3d Cir. 2008).

25 11 U.S.C. § 362(a).

26 In re Sweports Ltd., 476 B.R. 540, 545 (Bankr. N.D. Ill. 2012).

27 In re Howrey LLP, 534 B.R. 373, 375 n.6 (Bankr. N.D. Cal. 2015).

28 Id. at 375.

29 11 U.S.C. § 502(f).

30 11 U.S.C. §§ 502(f), 507(3); In re L. Scott Apparel, 2019 Bankr. LEXIS 1303, at *207-08 (Bankr. C.D. Cal. Jan. 29, 2019).

31 11 U.S.C. § 503(b); In re L. Scott Apparel, 2019 Bankr. LEXIS 1303, at *208.

32 See, e.g., 11 U.S.C. §§ 363(c)(1), 547(c)(2).

33 In re Howrey LLP, 534 B.R. at 375 (rent); Healthtrio Inc. v. Scruggs, 599 B.R. 119 (D. Colo. 2019) (accounting).
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Trustees’ Avoidance Powers 

 Bankruptcy trustees have the power to avoid various types of transactions.34 These avoidance powers are only appli-
cable in an involuntary bankruptcy after — and if — the court enters an order for relief and, if the case is brought under 
chapter 11, if a trustee is appointed. Nonetheless, if they are exercised, a trustee’s avoidance powers are not limited due 
to the fact that a bankruptcy was initiated through an involuntary petition. 

 Section 549 (a) (2) specifically allows “a trustee to avoid a transfer of property of the estate that occurs during the so 
called ‘gap period’ ... if it was a payment on account of a pre-petition debt that was either authorized only under Sec-
tion 303 (f) or that was not authorized by the court.”35 Explaining the interplay between §§ 303 (f) and 549 of the Bank-
ruptcy Code, one court noted that § 303 (f) “generally allows an alleged debtor to use its property of the estate unfettered 
during the gap period (and therefore pay creditors) but, if an order for relief is ultimately entered, those payments on 
account of pre-petition debt will be avoidable pursuant to Section 549.”36

 While § 549 (a) allows a trustee to avoid transfers during the gap period, § 549 (b) “protect [s the] contemporaneous 
exchanges for value to permit continued operation of the business during the ‘gap’ period” and “protects the recipients 
of transfers during the gap period ... to the extent that post-petition value is given for the transfer.”37 Section 549(b) does 
not fully define what constitutes value — although it does specifically exclude “satisfaction or securing of a debt that 
arose prior to the commencement of the case.”38 

 Further, “‘value’ under § 549 (b) requires proof of services performed, not services promised, during the involuntary 
gap period.”39 In Poonja v. First National Bank (In re Mac-Go Corp.), the court allowed the trustee to avoid three pay-
ments made by the alleged debtor during the gap period because the creditor had not established whether the payments 
were for rent or to satisfy guaranty obligations, nor whether any value was derived by these gap payments.40

Cautionary Tales 

 In Fleet National Bank v. Gray (In re Bankvest Capital Corp.), the First Circuit Court of Appeals in the context of 
an involuntary bankruptcy recited “a cautionary tale about the dangers of ignoring the ‘automatic stay.”41 In Bankvest, 
the committee of unsecured creditors and its trustee sought to avoid gap payments made to a fully secured creditor that 
held a perfected interest in all of the alleged debtor’s assets.42 The secured creditor had accepted more than $2 million 
in assets or property as payment for pre-petition loan obligations during the gap period, despite its knowledge of the 
involuntary bankruptcy.43 Important to the ultimate rulings of the courts, after the entry of the order for relief, the secured 
lender sold its own portfolio of loans to another entity, including the existing loans between the alleged debtor and the 
secured lender.44

34 1 Collier on Bankruptcy ¶ 1.05[5] (16th 2022).

35 In re Intelligent Surveillance Corp., 2021 Bankr. LEXIS 3376, at *11 (Bankr. N.D. Tex. 2021) (citing 11 U.S.C. § 549(a)(2).

36 Id.

37 11 U.S.C. § 549(b); In re Fort Dodge Creamery Co., 121 B.R. 831, 835 (Bankr. N.D. Iowa 1990); Sullivan v. Kickel (In re Kickel), 357 
B.R. 490, 496-97 (Bankr. N.D. Ill. 2006).

38 In re Fort Dodge Creamery Co., 121 B.R. at 835.

39 In re Sanchez-Casis, 99 B.R. 115, 117 (Bankr. S.D. Fla. 1989) (“The obvious legislative purpose of § 549 (b) is to give credit to a trans-
feree to the extent that the bankrupt estate has received equivalent value for the transfer and, therefore, has not been depleted.”).

40 2014 Bankr. LEXIS 4641, at *12-16 (Bankr. N.D. Cal. Nov. 5, 2014).

41 375 F.3d 51, 55-56 (1st Cir. 2004).

42 Id.

43 Id.

44 Id.
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 The bankruptcy court determined that the secured lender violated the automatic stay by accepting and applying 
payments made during the gap period to an existing pre-petition loan.45 The court held that the gap payments could be 
avoided and that the secured creditor was obligated to repay the amount of the gap-period payments, plus interest. In 
addition, the bankruptcy court found that the secured lender had sold any right to a § 502 (h)46 claim to the purchaser of 
its portfolio of loans.47

 Conversely, the district court found that the secured lender had retained its interest to a § 502 (h) claim under the 
language of the portfolio sale agreement.48 The district court recognized that the accepted gap-period payments were 
“technically” void because they were applied in violation of the automatic stay, but determined that it would be “futile” 
for the secured lender to return payments to the debtor because the secured debtor would be entitled to a § 502 (h) claim 
in the same amount as the money it returned.49

 Ultimately, although based on a slightly different interpretation of the portfolio sale agreement, the First Circuit in 
Bankvest upheld the district court’s ruling and found that the secured creditor had retained its § 502 (h) claim.50 The First 
Circuit explained that the secured creditor did violate the automatic stay, but that the secured creditor would have been 
entitled to a full recovery of the gap payments if they were avoided, so “[t] he fact that [the secured creditor] would be 
entitled to receive exactly what it would be forced to return through avoidance renders avoidance pointless.”51

 In In re Signature Apparel Group, the bankruptcy court found that the licensor to an exclusive license agreement and 
other third parties violated the automatic stay during the gap period, even though the debtor licensee did not object to the 
licensor and third parties treating the license agreement as terminated.52 The court noted that there was no abandonment 
of the license agreement that could be “blessed” by § 303 (f) where the debtor took no steps to abandon or terminate the 
license and then, “without seeking leave of the Court,” acted as though the agreement had been terminated.53

Conclusion

 Given these potential pitfalls during the gap period, creditors should be advised to stay cautious when parties begin to 
slow pay. If creditors ask questions and do their research, they may be able to stay informed of whether parties they do 
business with are the subject of an involuntary petition, putting themselves in the best position to mind the involuntary 
gap and its attendant risks. 

 If a client plans to pursue important transactions during the gap period, they should consider seeking court approval, 
especially if the transaction would result in the payment of obligations that arose before the involuntary filing. To the 
extent that a client has received payment during the gap period from an alleged debtor, they should be informed that such 
a transaction may later be avoidable by a trustee. Finally, should a subsequent trustee demand the return of payments, 
§§ 502 (f), 502 (h) and 549 (b) may provide some level of protection.

45 Bankvest Capital Corp. v. Fleet Boston (In re Bankvest Capital Corp.), 276 B.R. 12, 26-27 (Bankr. D. Mass. 2002).

46 Allowing creditors to file claims for amounts returned to the estate. 11 U.S.C. § 502 (h).

47 Bankvest, 276 B.R. at 31.

48 Fleet Nat’l Bank v. Gray (In re Bankvest Capital Corp.), 2003 U.S. Dist. LEXIS 4876, at *22-24 (D. Mass. March 28, 2003).

49 Id.

50 Bankvest, 375 F.3d at 65.

51 Id. at 55, n.1, 69.

52 577 B.R. 54, 67-68, 86-87 (Bankr. S.D.N.Y. 2017).

53 Id. at 86-87, 112.
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Chapter  4

MAY IT PLEASE THE COURT: 
BANKRUPTCY CASE ISSUES

“I love judges, and I love courts. They are my ideals, that typify on earth what we shall meet 
hereafter in heaven under a just God.”  ~ President William Howard Taft

Chapter 4 examines persisting problems and emerging trends in the world of bankruptcy. Here, our authors 
focus on two big management concerns: talent compensation and disclosure obligations. The first and sec-
ond articles consider the impact of retention payment restrictions contained in the Bankruptcy Code. The 

next two articles outline public disclosure obligations and compliance requirements at various stages in bankruptcy, 
along with options for companies upon emergence. Other topics include the ranking of disclosure-related claims, 
executory contracts, examiners and other ethical requirements. 
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Most healthy companies have three tools in their executive compensation toolbox: incentive pay, retention 
pay and severance pay. For distressed companies, retention pay might be a particularly important tool 
that can be used to keep senior managers in place to preserve (and hopefully increase) value through the 

restructuring process. However, Congress, by adding § 503 (c) to the Bankruptcy Code through the Bankruptcy 
Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA), effectively did away with retention and sev-
erance pay for companies that have sought bankruptcy protection, leaving incentive pay as the only option during 
bankruptcy. 

	 BAPCPA’s	restrictions	have	led	to	an	unintended	consequence:	significant	retention	payments	immediately	
prior	to	a	bankruptcy	filing.	These	“eve	of	bankruptcy”	payments	are	seemingly	inconsistent	with	the	purpose	of	
the BAPCPA executive compensation amendments, which were designed to give creditors and courts the ability to 
scrutinize	these	payments	as	part	of	the	bankruptcy	process.	To	address	this	problem,	the	Bankruptcy	Code	should	
be	amended	to	balance	the	need	for	debtors	to	have	flexibility	in	designing	compensation	arrangements	with	the	
need for appropriate court and creditor oversight.2

Legislative Handcuffs

 Prior to BAPCPA, the retention and severance programs of companies in bankruptcy were subject to the general 
(and	debtor-friendly)	business-judgment	standard,	which	gave	debtors	significant	flexibility	in	designing	compen-
sation arrangements to motivate key employees to stay with the debtor.3 However, the addition of § 503 (c) as part 

1	 The	authors	thank	corporate	associate	Esther	Kang	for	her	contribution	to	this	article.

2	 A	bill	was	recently	introduced	in	Congress	that	calls	for	a	flat	prohibition	of	bonuses	to	any	individual	earning	more	than	$250,000	
annually,	 and	 deems	 any	 such	 bonus	made	within	 the	 180-day	 period	 prior	 to	 filing	 a	 voidable	 preference	 (No	 Bonuses	 in	
Bankruptcy	Act	of	2021,	H.R.	5554,	117th	Cong.	(2021)).	A	flat	prohibition	would	be	counterproductive	to	the	goal	of	value-max-
imization for all stakeholders, and accordingly, the proposals described herein would better address concerns with bankruptcy 
bonuses.

3 See, e.g., In re Georgetown Steel Co. LLC, 306 B.R. 549, 555 (Bankr. D.S.C. 2004) (approving retention plan given debtor’s demonstra-
tion of sound business purpose); In re Aerovox Inc., 269 B.R. 74, 80 (Bankr. D. Mass. 2001) (citing In re Logical Software, 66 B.R. 683, 
686	(Bankr.	D.	Mass.	1986)	(indicating	that	court	should	grant	approval	absent	finding	that	plan	is	“so	manifestly	unreasonable	that	it	
could	not	be	based	upon	sound	business	judgment”).
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of the BAPCPA amendments4	severely	limited	—	and	effectively	prohibited	—	certain	payments	to	“insiders,”	
defined	as	directors,	officers	and	other	persons	in	control	of	the	debtor.5 

	 Under	§	503	(c),	retention	payments	to	insiders	are	(1)	limited	to	employees	who	both	(a)	have	a	“bona fide”	
job	offer	at	the	same	or	higher	rate	of	compensation	from	another	(presumably	solvent)	business,	and	(b)	are	“es-
sential	to	the	survival	of	the	[debtor’s]	business”;	and	(2)	subject	to	a	cap	of	either	10	times	the	average	payment	
to non-management employees made in the current calendar year or, if no such payment exists in the current cal-
endar year, 25 percent of a similar payment in the prior calendar year.6 Severance payments to insiders are limited 
to those made as part of programs applicable to all full-time employees and are subject to a cap of 10 times the 
average payment to non-management employees during the calendar year.77 In addition, any payments outside 
the	ordinary	course	of	business	to	insiders,	including	those	who	were	hired	post-petition,	must	be	justified	by	the	
“facts	and	circumstances	of	the	case.”8 

	 BAPCPA’s	supporters	argued	that	§	503	(c)	was	necessary	“to	stop	the	travesty	of	high-level	corporate	insiders	
walking	away	with	millions	of	dollars	in	bankruptcy	while	workers	and	retirees	are	left	empty-handed.”9 In par-
ticular,	legislators	railed	against	the	executives	at	Enron	and	WorldCom,	who	paid	themselves	significant	amounts	
under	so-called	“golden	parachutes”	while	their	employees,	investors	and	creditors	suffered	massive	losses.10 On 
the other hand, members of the Association of Insolvency and Restructuring Advisors (AIRA) expressed concern 
that	§	503	(c)	would	“handcuff	...	the	judiciary	and	stakeholders”	and	prevent	necessary	retention	measures	such	
as	key	employee	retention	programs	(KERPs),	which	offer	compensation	to	incentivize	certain	employees	to	stay	
with companies throughout the restructuring process.11 

 Section 503 (c) has indeed made it nearly impossible for a debtor to put in place executive-retention programs 
during	the	bankruptcy	process.	For	retention	bonuses,	the	requirement	that	the	insider	be	“essential	to	the	surviv-
al”	of	the	debtor’s	business	is	difficult	and	costly	to	prove.	In	addition,	an	insider	who	meets	the	requirement	of	
having a job offer with equal or higher compensation is likely to take the other offer. Further, both retention and 
severance pay programs under § 503 (c) (1) - (2) are subject to caps benchmarked to non-management pay. Because 
compensation of top executives can be hundreds of times that of nonexecutives as the result of natural market 
forces,	these	limitations	can	make	it	effectively	impossible	to	design	a	retention	plan	that	satisfies	the	requirements	
of § 503 (c). 

 Accordingly, the AIRA’s concerns appear to be well founded; Congress did impose legislative handcuffs in the 
area	of	bankruptcy	executive	compensation.	This	observation	is	borne	out	by	a	recent	report	by	the	Government	
Accountability	Office	(GAO),	which	found	that	not	a	single	one	of	the	approximately	7,300	companies	that	filed	
for	bankruptcy	in	2020	attempted	to	get	an	executive	KERP	plan	approved.12 

4 11 U.S.C. § 101, et seq.

5 11 U.S.C. § 101(31)(B).

6 11 U.S.C. § 503(c)(1).

7 11 U.S.C. § 503(c)(2).

8 11 U.S.C. § 503(c)(3).

9	 151	Cong.	Rec.	S1991	(daily	ed.	March	3,	2005)	(statement	of	Sen.	John	Kennedy).

10 151 Cong. Rec. S1987 (daily ed. March 3, 2005) (statement of Sen. Richard Durbin).

11 151 Cong. Rec. S2341 (daily ed. March 3, 2005) (statement of board and management of AIRA).

12	 U.S.	Gov’t	Accountability	Office,	GAO-21-104617,	Bankruptcy:	Enhanced	Authority	Could	Strengthen	Oversight	of	Executive	Bonuses	
Awarded Before a Bankruptcy Filing 26 (2021)
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Tensions Arising from Executive Pay in the Bankruptcy Setting

 Unlike the insolvency regimes in many other countries, in a chapter 11 case existing management (rather than a 
trustee)	continues	to	run	the	business.	This	is	a	policy	choice;	Congress	adopted	the	“debtor-in-possession”	model	
because it believed the model to be the best mechanism for successful reorganization. Congress determined that 
absent fraud, dishonesty or gross mismanagement,13 existing management is best positioned to preserve value and 
steer the company through the bankruptcy process. 

	 However,	there	is	a	real	tension	between	the	need	to	make	significant	payments	to	retain	these	executives	and	
the large losses often faced by creditors and employees in a bankruptcy proceeding. Moreover, the circumstances 
of the bankruptcy process, including the inability to use stock-based compensation and the high likelihood of a 
change of ownership post-bankruptcy, create special challenges for management retention. 

The § 503 (c) Workaround: Pre-Bankruptcy Bonuses

 In response to these challenges, many companies approaching bankruptcy have employed a workaround to 
avoid	the	§	503	(c)	issue:	prepaid	retention-bonus	payments	in	the	period	leading	up	to	the	bankruptcy	filing,	or	the	
so-called	“payday	before	mayday.”	This	phenomenon	appears	to	be	significant.	According	to	the	GAO,	in	2020	
42	companies	awarded	223	executives	close	to	$165	million	before	filing	for	bankruptcy,	ranging	from	five	months	
before	to	as	few	as	two	days	before	filing.14 

	 The	main	problem	with	these	pre-petition	retention	bonuses	is	that	they	are	being	made	outside	the	bankruptcy	
framework.	The	foundation	of	U.S.	bankruptcy	is	a	bargaining	system	in	which	various	constituents	are	given	
tools	to	negotiate	an	acceptable	outcome.	While	public	companies	must	disclose	pre-bankruptcy	bonus	payments	
in	a	Form	8-K	or	other	filing,	there	is	no	creditor	or	court	supervision	of	pre-bankruptcy	payments.15 

	 Even	if	the	amounts	are	entirely	appropriate,	there	is	a	significant	negative-perception	issue	with	pre-bankruptcy	
bonus	payments,	which	may	undermine	public	confidence	in	the	bankruptcy	system.	In	fact,	companies	like	Hertz,	
JC	Penney	and	Whiting	Petroleum	received	significant	negative	media	attention	for	their	pre-petition	bonuses,	
which have been criticized as unseemly, given the companies’ layoffs and losses.16	While	these	payments	are	typ-
ically subject to a repayment requirement if the executive does not remain in place throughout the restructuring 
process,	that	is	an	imperfect	tool	for	regulating	payments	over	which	creditors	have	no	oversight	or	control.	To	
address this problem and balance the interests of companies and creditors, the Bankruptcy Code should be amended 
to give distressed companies more leeway in adopting retention plans while under bankruptcy court supervision.

13 11 U.S.C. § 1104(a)(1).

14	 U.S.	Gov’t	Accountability	Office,	GAO-21-104617,	Bankruptcy:	Enhanced	Authority	Could	Strengthen	Oversight	of	Executive	Bonuses	
Awarded Before a Bankruptcy Filing 31 (2021).

15 A pre-bankruptcy bonus payment could be subject to clawback post-bankruptcy as a preference or as a fraudulent transfer, but that is not 
as effective a governance mechanism as having prepayment creditor and court scrutiny. 11 U.S.C. §§ 547-548.

16	 Abha	Bhattarai	&	Daniela	Santamariña,	“Bonuses	Before	Bankruptcy:	Companies	Doled	Out	Millions	to	Executives	Before	Filing	for	
Chapter	11,”	Wash. Post (Oct. 26, 2020), available at washingtonpost.com/business/2020/10/26/chapter-11-bankruptcy-executive-bonus-
es (last visited Dec. 20, 2021).
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Proposed Solutions

Proposal 1: Subject All Executive Compensation Programs to Review Under a Single 
Heightened Business-Judgment Standard 

	 The	first	step	is	to	remove	§	503	(c)	(1)	-	(2).	This	would	leave	only	§	503	(c)	(3),	which	requires	justification	based	
on the facts and circumstances of the particular case as the test for all executive compensation plans. Courts have 
interpreted	§	503	(c)	(3)	as	the	standard	by	which	to	approve	key	employee	incentive	plans	(KEIPs),	as	no	other	
provisions	in	§	503	(c)	set	limitations	applicable	to	KEIPs.	Per	the	widely	adopted	In re Dana factor test, courts 
have	scrutinized	KEIPs	under	a	heightened	business-judgment	standard.	The	factors	include	the	reasonableness	
of	the	plan	in	light	of	the	debtor’s	needs	and	financial	situation,	as	well	as	the	fairness	of	the	debtor’s	process	in	
creating	the	KEIP.17 

 Section 503 (c) should be amended to apply a similar heightened business-judgment standard when evaluating 
all	executive	compensation	plans	and	arrangements.	This	would	provide	a	consistent	standard	based	on	widely	
accepted precedent. Ultimately, judges should determine whether a plan is fair and reasonable, but a list of factors 
in § 503 (c) (or at the very least, in the committee notes) should be included to guide judges on how to evaluate 
retention and severance plans under the amended Code.18 Section 503 (c) should also explicitly state that the debtor 
bears the burden of proving that the compensation plan meets the heightened business-judgment standard. 

 Judges should evaluate both the substance of the plan and process used to create and internally approve the plan. 
Factors used to evaluate the substance should include whether the plan is consistent with industry benchmarks, 
and whether there are reasonable rights to recover compensation under the plan for early termination or fraudulent 
behavior. Factors used to evaluate the process should include whether, if applicable, the plan has received approval 
by	independent	directors	unaffiliated	with	the	executives	to	be	compensated,	and	whether	independent	counsel	or	
compensation	consultants	were	hired	to	perform	due	diligence.	These	factors	should	not	be	dispositive,	and	judges	
should	be	free	to	determine	fairness	based	on	the	case’s	specific	facts.	However,	given	the	potential	conflict	of	
interest	inherent	in	executive-compensation	arrangements,	courts	should	be	required	to	make	specific	findings	that	
the	relevant	criteria	have	been	satisfied	in	approving	an	executive-compensation	plan	or	arrangement.	

Proposal 2: Require Debtors to Seek Court Approval of Bonuses Made Within a Certain 
Period Pre-Petition

	 With	loosened	restrictions	under	Proposal	1	alone,	debtors	may	still	choose	to	make	pre-petition	bonuses	rather	
than	be	subject	to	court	scrutiny	under	the	heightened	business-judgment	standard	post-petition.	Thus,	§	503	(c)	
needs to have a provision added that requires debtors to bring pre-petition bonuses into the bankruptcy process. 

	 This	provision	would	require	debtors	to	make	a	motion	for	court	approval	of	any	retention	payments,	incen-
tive-based	payments	or	severance	payments	made	within	a	specified	period	of	time	before	the	bankruptcy	filing	—	
say,	nine	months	or	one	year.	The	official	committee	of	unsecured	creditors	would	be	granted	automatic	standing	
to	pursue	preference	or	fraudulent-transfer	claims	to	claw	back	pre-petition	bonuses	paid	within	the	specified	time	
frame	unless	and	until	the	debtor	seeks	and	obtains	such	court	approval.	This	framework	would	allow	creditors	to	
make objections, parties to negotiate for an appropriate compensation structure in light of the debtor’s business 
and industry, and the court to ultimately decide whether the compensation is appropriate. Payments that are not 

17 In re Dana Corp.,	358	B.R.	567,	576-77	(Bankr.	S.D.N.Y.	2006).

18	 While	the	removal	of	§§	503	(c)	(1)	-	(2)	should	be	interpreted	by	judges	as	intentional,	there	is	some	danger	that	a	judge	would	continue	to	
look to the previous version of the statute and related case law for guidance on the elements of a reasonable retention plan or severance 
agreement.	To	avoid	this,	the	statute	or	the	advisory	committee	notes	should	make	explicit	that	these	programs	should	not	be	subject	to	
any	specific	cap,	and	—	although	described	as	a	“heightened”	business-judgment	standard	—	the	standard	does	not	require	the	insider	to	
be	“essential	to	the	survival”	of	the	business.
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approved would be required to be promptly returned, without the need for costly and time-consuming preference 
or fraudulent-transfer litigation. 

Proposal 3: Include “Executive Compensation” in § 503 (b) as a Specific Category of 
Administrative Expenses

 Section 503 (b) currently expressly includes wages, salaries and commissions that are necessary to preserv-
ing the estate and earned post-petition as categories of allowable administrative expenses.19	This	part	of	the	
Bankruptcy	Code	should	be	amended	to	specifically	reference	payments	made	or	committed	to	be	made	under	
executive compensation programs approved under amended § 503 (c) as allowable administrative expenses. 
This	will	give	debtors	(and	their	executives)	additional	incentive	to	obtain	approval	of	retention	programs	
and payments. If approved, the executive will have additional comfort that the payments will have adminis-
trative expense priority, thereby reducing the need to structure the payments as pre-paid bonuses subject to 
contractual	clawback.	Instead,	the	payments	can	be	made	only	if	and	when	the	specified	retention	target	has	
been met. 

Conclusion

	 These	proposals	would	bring	executive-compensation	plans	designed	to	retain	key	management	talent	back	into	
the bankruptcy process, where they belong. Paying big bonuses on the eve of bankruptcy sends the wrong message 
to important constituents, including employees and vendors, and upsets the careful balance between creditors and 
debtors. Retention payments should not be effectively outlawed as they currently are, which has the unintended 
consequence of forcing companies to make these payments outside the bankruptcy process. Appropriate retention 
plans can be in the best interests of all constituents, but the current workaround introduces unnecessary tension 
in the system. It is time to acknowledge that the BAPCPA approach to executive compensation in bankruptcy has 
not	worked,	and	for	Congress	to	fix	it	with	something	that	does.

19 11 U.S.C. §503(b)(1)(A)(i). Administrative expenses are paid before priority and general unsecured claims. 11 U.S.C. §§ 507 (a) (2), 
726 (a) (1), 1129 (a) (9).
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It is an axiom of bankruptcy law that nonbankruptcy law creates and governs property rights unless the Bank-
ruptcy Code mandates a different result.1 This article examines three recent decisions in which courts focused 
on state law contract rights in ruling on disputes as to whether contracts were executory contracts that could 

be assumed by the debtor and assigned to a third party. 

Background 

 Section 365 of the Bankruptcy Code creates a framework through which a debtor can elect to either assume 
or reject an executory contract or unexpired lease.2 If a debtor opts to reject the contract, the debtor is deemed 
to have breached the contract immediately prior to the bankruptcy filing date, resulting in the nondebtor party 
holding a pre-petition claim for damages (typically payable as an unsecured claim with “bankruptcy dollars”).3 
In determining whether to characterize a contract as executory (and therefore subject to assumption or rejec-
tion), most courts have traditionally applied Prof. Vern Countryman’s oft-cited test, which asks whether “the 
obligation of both the bankrupt and the other party are so far unperformed that the failure of either to complete 
performance would constitute a material breach excusing performance of the other.”4 

Identification: Turning to the Contract to Identify Executory Status

 A recent case in which the court focused on the specific contractual language and intentions of the contracting 
party is the Third Circuit’s “talent parties” decision in The Weinstein Co. (TWC) chapter 11 case.5 In 2011, Bruce 
Cohen and his production company entered into a “work-made-for-hire” production agreement (the “Cohen agree-
ment”) with a nondebtor special-purpose vehicle formed by TWC to make the feature film Silver Linings Playbook. 

1 Butner v. United States, 440 U.S. 48, 55, 99 S. Ct. 914, 918, 59 L. Ed. 2d 136 (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.”).

2 11 U.S.C. § 365.

3 11 U.S.C. § 365(g).

4 Vern Countryman, “Executory Contracts in Bankruptcy: Part I,” 57 Minn. L. Rev. 439, 460 (1973). The Third, Fourth, Fifth, Eighth, 
Ninth and Tenth Circuits have explicitly adopted the “material breach” approach. See In re Columbia Gas Sys., 50 F.3d 33 (3d Cir. 
1995); In re Sunterra Corp., 361 F.3d 257 (4th Cir. 2004); Matter of Murexco Petrolinc, 15 F.3d 60 (5th Cir. 1994); In re Knutson, 563 
F.2d 916 (8th Cir. 1977); In re Interstate Bakeries Corp., 751 F.3d 955 (9th Cir. 2014); In re Baird, 567 F.3d 1207 (10th Cir. 2009).

5 Spyglass Media Grp. LLC v. Bruce Cohen Prods. (In re Weinstein Co. Holdings LLC), 997 F.3d 497 (3d Cir. 2021).
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The Cohen agreement provided fixed compensation to Cohen and contingent compensation based on the film’s 
success if it were produced with Cohen as producer. Cohen satisfied certain other obligations under the Cohen 
agreement and was not otherwise in breach or default of the Cohen agreement.6

 In March 2018, following multiple allegations of sexual misconduct by film producer and TWC’s founder 
Harvey Weinstein, TWC filed for bankruptcy. Spyglass Media Group LLC purchased substantially all of TWC’s 
assets in a sale under § 363 of the Bankruptcy Code.7 After the sale closed in July 2018, Spyglass filed an adver-
sary proceeding seeking a declaratory judgment that the Cohen agreement was not executory and had therefore 
been purchased by Spyglass under § 363 free and clear of obligations owed to Cohen prior to the sale closing. If 
the Cohen agreement were executory, Spyglass would have had to pay cure costs of approximately $400,000 to 
assume the Cohen agreement under § 365 (a) of the Bankruptcy Code.8

 The Third Circuit affirmed the bankruptcy and district courts’ decisions that the Cohen agreement was not ex-
ecutory. Because the Cohen agreement was governed by New York law, the Third Circuit analyzed the agreement 
under New York’s “material breach” and “substantial performance doctrines.”9 While TWC had breached a mate-
rial obligation and still owed substantial performance based on its obligation to pay contingent compensation, the 
Third Circuit held that Cohen had substantially rendered his performance at the time of producing Silver Linings 
Playbook, and that his remaining obligations were ancillary in nature and were not material. Thus, the Cohen 
agreement was not executory.10

 Cohen’s counsel, in an argument described by the Third Circuit panel as “forceful,” had argued that the parties 
had intended all obligations under the Cohen agreement to be material and that “where parties already agreed an 
obligation is material, a court should not substitute its own judgment.”11 The Third Circuit acknowledged that 
parties are free to contract around the default material-breach and substantial-performance rules and designate 
obligations as material that would not otherwise qualify as such under applicable law, thus rendering the contract 
executory.12 However, the Third Circuit rejected that argument as applied to the Cohen agreement, finding that 
the parties “did not clearly and unambiguously avoid the substantial performance rule for evaluating executory 
contracts.”13 While the Third Circuit’s acknowledgment that parties are free to designate which obligations are 
material is not new, parties drafting contracts should consider carefully whether their chosen contractual language 
will increase or decrease the likelihood that a bankruptcy court will find the contract to be executory. 

6 Id. at 502.

7 Id.

8 Id. at 502-03.

9 Id. at 506 (citing In re Exide Techs., 607 F.3d 957, 962 (3d Cir. 2010)). Under New York law, a “material breach is a failure to do 
something that is so fundamental to a contract that the failure to perform that obligation defeats the essential purpose of the contract.” 
Feldman v. Scepter Grp. Pte. Ltd., 185 A.D.3d 449, 450, 128 N.Y.S.3d 13 (N.Y. App. Div. 2020). For the “substantial performance” 
doctrine, see Hadden v. Consol. Edison Co., 34 N.Y.2d 88, 356 N.Y.S.2d 249, 312 N.E.2d 445, 449 (1974) (“If the party in default has 
substantially performed, the other party’s performance is not excused.”).

10 In re Weinstein Co. Holdings LLC, 997 F.3d at 506.

11 Id. at 507-08.

12 Id. at 506-07 (citing In re Gen. DataComm Indus. Inc., 407 F.3d 616, 623-24 (3d Cir. 2005)) (“Where the contract makes plain that cer-
tain unperformed obligations are material, we can conclude the contract is executory without further analysis.”).

13 Id. at 508.
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Characterization: Looking to State Law to Determine Unperformed 
Obligations

 In another recent case, In re Brick House Properties LLC,14 the U.S. Bankruptcy Court for the District of Utah 
likewise focused on state law to determine whether a contract was executory. In the Brick House Properties case, 
the bankruptcy court found that if too broadly applied, the Countryman test could “render all contracts executory” 
and lead to results incongruent with state law obligations.15 That court, claiming to employ a refinement of the 
Countryman test approved by the Seventh and Tenth Circuits, asked whether there are “significant unperformed 
obligations” (as opposed to any unperformed obligations) on each side.16 However, as the Countryman test express-
ly requires that the failure to complete performance be a “material breach excusing performance of the other,”17 
the nuance that the Seventh and Tenth Circuits have sought to impose on the test appears more semantic than 
substantive. 

 In Brick House Properties, the debtor sold a parcel of rural property to a company named Vesna under a pre-bank-
ruptcy real estate purchase contract (REPC). Vesna intended to subdivide the land into two residential building lots. 
Following the REPC’s execution, Vesna sought the appropriate subdivision approvals, but disputes arose regarding 
the debtor’s obligation to assist Vesna with obtaining such regulatory approvals. Ultimately, Vesna commenced 
litigation in Utah state court asserting claims for breach of the REPC and seeking specific performance. The Utah 
state court ruled in Vesna’s favor and ordered the debtor’s specific performance of its obligation to assist Vesna in 
obtaining a variance.18 After filing for bankruptcy, the debtor sought to reject the REPC, which Vesna opposed, ar-
guing that the REPC was not executory.19 

 The court found that because there was a state court-specific performance order providing for the property 
to be transferred to the buyer, the debtor’s “sole ministerial obligation” was to convey legal title, with obtaining 
the variance being incidental to that obligation.20 Finding that the contract was executory would run afoul of the 
parties’ obligations due to the nature of the state court order.21 Therefore, the court held that this was not the kind 
of obligation that would render the contract executory under the significant-unperformed-obligations test.22

 The Brick House Properties decision emphasizes the importance of state law contractual principles in determin-
ing whether remaining obligations are material. The bankruptcy court found that the REPC was not an ex ecutory 
contract because, under Utah law, the debtor’s specific performance obligations were a ministerial act. Therefore, 
the court found that the contract could not be rejected by the debtor. While the bankruptcy court did not cite the 
U.S. Supreme Court’s 2019 decision in Mission Prod. Holdings Inc. v. Tempnology LLC,23 it could have found, as 

14 In re Brick House Props. LLC, 20-26250 (Bankr. D. Utah June 11, 2021), ECF No. 90.

15 Id. at *12.

16 Id. (citing In re Baird, 567 F.3d 1207, 1210 (10th Cir. 2009)) (“[T] he remaining obligations have to be significant.”) (emphasis in orig-
inal); In re Streets & Beard Farm P’ship, 882 F.2d 233, 235 (7th Cir. 1989) (“Taken literally, this definition would render almost all 
agreements executory since it is the rare agreement that does not involve unperformed obligations on either side. In our view, however, 
this interpretation would not effect the intent of Congress. Rather, we believe that Congress intended § 365 to apply to contracts where 
significant unperformed obligations remain on both sides.”) (emphasis in original).

17 See supra n.4.

18 In re Brick House Props. LLC, 20-26250 (Bankr. D. Utah June 11, 2021), ECF No. 90 at *3-6.

19 Id. at *6.

20 Id. at *14.

21 Id.

22 Id.

23 139 S. Ct. 1652, 203 L. Ed. 2d 876 (2019). In Tempnology, the Court held that a debtor’s rejection of an executory contract did not 
vaporize rights that had already vested in the contractual counterparty. Id. at 1666. (“For the reasons stated above, we hold that under 
Section 365, a debtor’s rejection of an executory contract in bankruptcy has the same effect as a breach outside bankruptcy. Such an 
act cannot rescind rights that the contract previously granted.”). See also Chelsey Rosenbloom & Jonathan W. Young, “Have Contract 
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an alternative basis for protecting Vesna, that even if the REPC were executory, the right to obtain ownership of 
the property had already vested in Vesna and could not be taken away by rejection of the REPC. 

Repudiation: No Executory Contract After Intentional Pre-Bankruptcy 
Repudiation

 In another recent decision, In re Cornerstone Valve LLC,24 the U.S. Bankruptcy Court for the Southern District 
of Texas focused on contractual principles to determine that a repudiated contract is no longer executory and thus 
cannot be assumed or rejected. Six months prior to its bankruptcy filing, the debtor, which designed and manufac-
tured valves, had repudiated a contract with Valve Venture for Valve Venture to manufacture component parts for 
the debtor’s valves.25 Valve Venture failed to file a proof of claim by the general claims bar date, but filed a claim 
prior to the rejection bar date, which was 30 days after the effective date of the debtor’s chapter 11 plan.26 Valve 
Venture filed a motion seeking to compel payment of a dividend on its proof of claim, asserting that its contract was 
executory and had been rejected in the debtor’s bankruptcy case. The debtor, in contrast, argued that the contract 
was not executory, as it had been repudiated prior to the bankruptcy case.27

 While courts disagree on whether a repudiated contract is executory,28 the bankruptcy court in Cornerstone found 
that clear pre-petition repudiation of a contract amounted to no remaining material obligation by either party to each 
other, thus the contract was nonexecutory.29 The court emphasized that the “debtor made clear, long before bankruptcy, 
that it no longer intended to perform and that it did not seek reciprocal performance,” thus there was no doubt about the 
parties’ intentions.30 This focus on the parties’ expectations to determine underlying enforceability again exemplifies a 
focus by the bankruptcy court on nonbankruptcy law to determine contractual rights.

Conclusion

 Each of these decisions emphasizes that courts must focus on the specific contractual language and under-
lying state law contract principles in determining whether a contract is executory. To increase the chances that 
a bankruptcy court will find that a contract is executory, contracting parties should clearly bargain for terms 
regarding significant obligations and materiality. Likewise, if either the debtor or the contract counterparty 
has taken any pre-petition steps that could be deemed a repudiation of the contract, the contract counterparty 
should ensure that it files a proof of claim for any damages by the regular claims bar date, as the court may 
find that the repudiated contract is no longer executory and that a claim filed after the regular claims bar date 
is therefore expunged as untimely filed.

Counterparties Increased Their Negotiating Power in the Wake of Tempnology?,” XL ABI Journal 6, 12, 57-59, June 2021, available at 
abi.org/abi-journal. 

24 2021 WL 1731770, No. 19-30869 (Bankr. S.D. Tex. April 27, 2021).

25 Id. at *1.

26 Id.

27 Id.

28 Compare In re C&S Grain Co., 47 F.3d 233, 237 (7th Cir. 1995) (“[I] n the face of clear evidence of an intent to repudiate, the non-re-
pudiating party is no longer under an obligation to perform. Because one party is not obligated to perform, the contract is no longer 
executory as defined in bankruptcy.”), with In re Kemeta LLC, 470 B.R. 304, 325 (Bankr. D. Del. 2012) (holding that debtor’s material, 
pre-petition breach did not render its contract nonexecutory).

29 In re Cornerstone Valve LLC, 2021 WL 1731770 at *5.

30 Id.
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The role for examiners in chapter 11 cases, as contemplated by § 1104 (c) of the Bankruptcy Code, is in-
herently controversial, and has been so since the concept was first introduced in the American bankruptcy 
system, prior to the modern Code. At the present moment, when major chapter 11 cases are as high-profile 

as they have ever been, if not more so, the potential involvement of examiners in overseeing the past and present 
actions of debtors in possession has come back into focus. 

 Let’s examine two examples. On Dec. 15, 2021, the U.S. Trustee filed a motion in the chapter 11 case of 
LTL Management LLC (a subsidiary of Johnson & Johnson) seeking the appointment of a bankruptcy examiner to 
consider the debtor’s use of the “Texas Two-Step,” a relatively untested method of separating a company’s assets 
from large liabilities such as the mass tort claims faced by LTL.2 On Dec. 20, 2021, a small group of creditors in 
the cases of Grupo Aeroméxico, S.A.B. de C.V., and its debtor affiliates urged the U.S. Trustee to file a similar 
motion seeking the appointment of an examiner to investigate alleged conflicts of interest and transparency con-
cerns related to the treatment of insiders under a proposed reorganization plan. 

 Underlying both requests was an ambiguity that has persisted in the Bankruptcy Code for decades: Under 
what circumstances must a bankruptcy court grant a request for the appointment of an examiner, and how much 
discretion may the court exercise in determining its mandate? Examiners can be afforded broad authority to in-
vestigate a debtor at the debtor’s expense, to publicize the results of that investigation, and to even recommend 
further legal action based on the results of their investigation.

 Section 1104 (c) of the Bankruptcy Code provides that in a chapter 11 case in which no trustee is appointed, the 
bankruptcy court “shall order” the appointment of an examiner “to conduct such an investigation of the debtor as is 
appropriate ... if ... such appointment is in the interest of creditors, any equity security holders, and other interests 
of the estate,”3 or if “the debtor’s fixed, liquidated, unsecured debts, other than debts for goods, services, or taxes, 
or owing to an insider, exceed $5,000,000.”4 In turn, an examiner’s duties are set out in § 1106, which requires the 
examiner, “except to the extent that the court orders otherwise, [to] investigate the acts, conduct, assets, liabilities, 
and financial condition of the debtor, the operation of the debtor’s business and the desirability of the continuance 

1 The views expressed herein are those of the authors and not those of Cleary Gottlieb Steen & Hamilton LLP.

2 At the bankruptcy court’s request, the motion was subsequently withdrawn without prejudice. See also Jeffrey R. Gleit & Matthew 
R. Bentley, “When the Music Stops: The Texas Two-Step and Forecasting Its Future Application,” XL ABI Journal 12, 12, 52-53, 
December 2021, available at abi.org/abi-journal.

3 11 U.S.C. § 1104(c)(1).

4 11 U.S.C. § 1104(c)(2).
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of such business, and any other matter relevant to the case or to the formulation of a plan,” and to file a report 
regarding that investigation.5

 Some courts interpret § 1104 (c) (2) as mandating the appointment of an examiner (upon the request of a par-
ty-in-interest),6 while others choose to circumscribe an examiner’s activities by curtailing its authority or budget.7 
Other courts have found that notwithstanding the “shall order” language, appointment is not mandatory.8

 The question of the proper role for examiners is not merely academic. They may have broad investigative 
powers, they can serve an important “estate neutral” function, and their findings can induce parties to reach 
consensual settlements, identify issues in the debtor’s business practices, or surface valuable pre-petition claims, 
fraudulent conveyances or preferential transfers. On the other hand, examiners’ costs are borne by the debtors’ 
estates, the role of an examiner (or the threat of a motion to appoint one) can be used solely for inappropriate 
leverage by creditor groups, and there often are legitimate concerns about duplications of efforts by other estate 
professionals.

 However, the varying approaches taken by bankruptcy courts with respect to whether such appointments are 
mandatory creates unnecessary opportunities for gamesmanship and can hamper courts’ ability to craft appropriate 
limitations on an examiner’s function. Replacing the operative word “shall” in § 1104 with the permissive “may” 
would make it clear that the appointment of an examiner, and the extent of its mandate, should be left to the bank-
ruptcy court’s discretion.

The Disagreement Among Courts

 Despite the existence of examiners in the U.S. bankruptcy system for more than 80 years, courts continue 
to disagree as to whether § 1104 (c) (2) currently requires the appointment of an examiner for debtors with debts 
exceeding $5 million. Indeed, according to a 2016 study, only 46 percent of requests for the appointment of an 
examiner were granted, which is a surprisingly low number given the seemingly mandatory language of § 1104.9 
The disagreement stems in part from concerns about the potential breadth of an examiner’s role, the costs an 
investigation might impose on the debtor’s estate, and the proportionality between those costs and the potential 
benefits to estate stakeholders.

 Congress, for its part, appeared to assume that § 1104 would lead to the routine appointment of examiners. In 
connection with the last substantive amendment to the provision, one senator remarked that “[t] here will auto-
matically be appointed an examiner in [large cases], but not a trustee,” and that examiners would provide “special 
protection for the large cases having great public interest.”10 The Sixth Circuit — the only court of appeals to have 
considered the question to date — expressed a similar sentiment, holding that examiners should be common in 
all chapter 11 cases, and that in cases involving debts greater than $5 million, where a motion is properly brought 
“the statute requires the court to appoint an examiner.”11

5 11 U.S.C. § 1106(a)(3)-(4).

6 See, e.g., In re Loral Space & Commc’ns Ltd., 2004 WL 2979785, at *5 (S.D.N.Y. Dec. 23, 2004).

7 See, e.g., Hr’g Tr. at 167:11-170:22, ECF No. 546, In re Innkeepers USA Trust, No. 10-13800 (Bankr. S.D.N.Y. Sept. 30, 2012); In re 
Erickson Retirement Communities LLC, 425 B.R. 309, 317 (Bankr. N.D. Tex. 2010); In re Asarco LLC, Case No. 05-21207 (Bankr. S.D. 
Tex. March 4, 2008), ECF. No. 7081.

8 See, e.g., In re Spansion Inc., 426 B.R. 114, 128 (Bankr. D. Del. 2010).

9 Jonathan C. Lipson & Christopher Fiore Marotta, “Examining Success,” 90 Am. Bankr. L.J. 1, 1 (2016). The study found that an examin-
er was sought in less than 10 percent of cases.

10 24 Cong. Rec. S17, 403-34 (daily ed. Oct. 6, 1978) (statement of Sen. Dennis DeConcini) (quoted in Collier on Bankruptcy, 
app. 14.4 (f) (iii) (15th ed. rev. 2002)).

11 In re Revco D.S. Inc., 898 F.2d 498, 501 (6th Cir. 1990).
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 Many bankruptcy judges have taken the opposite view. Hon. Robert E. Gerber, a prominent former bank-
ruptcy judge in the Southern District of New York, opined in 2009 in In re Lyondell Chem. Co. that “mandatory 
appointment [of examiners] is terrible bankruptcy policy, and the Code should be amended, forthwith, to ... give 
bankruptcy judges (subject to appellate review, of course) the discretion to determine when an examiner is nec-
essary and appropriate.”12 Hon. Kevin J. Carey, a former bankruptcy judge in the District of Delaware, came to 
a similar conclusion in In re Spansion, rejecting the workaround used by some bankruptcy courts appointing an 
examiner with limited or no authority.13

 One of the most high-profile uses of an examiner in recent history was in the chapter 11 proceedings of Res-
idential Capital LLC (ResCap), in which Hon. Martin Glenn held that the “shall order” language is limited by 
subsequent language that refers to “an investigation of the debtor as is appropriate.”14 Judge Glenn looked to leg-
islative history to hold that appointment of an examiner is not mandatory in cases where “evidence establishes that 
the protection of an examiner is not needed under the facts and circumstances of the case,” where, for example, 
the motion seeking the appointment of an examiner was filed as a litigation tactic, or the requested investigation is 
not necessary, or the requested investigation would be duplicative of work already carried out by another party.15 
However, Judge Glenn ultimately held that the situation before him did call for the appointment of an examiner, 
and granted the motion.16 

Current Workarounds Employed by Courts

 Despite courts’ varying conclusions with respect to whether the appointment of an examiner is mandatory, there 
is broad agreement that courts enjoy discretion with respect to the scope of any ordered examination. This discretion 
is a powerful tool, particularly given the potential business disruption that a wide-reaching examination can cause, 
and the added costs to the estates.17 These concerns are not hypothetical. 

 In ResCap, the appointed examiner — whose broad mandate included examining various transactions, board ac-
tivities, corporate relationships, potential causes of action and matters related to a proposed reorganization plan18 — 
issued a report spanning more than 2,000 pages (after an 11-month-long investigation) at a cost of nearly $90 million 
to the estate.19 What’s more, the report was issued only after the debtors and major creditors had reached a compre-
hensive settlement.20 

 To some, the examiner’s expense might seem to have been effectively a waste of estate resources; to others, 
the impending release of the report forced the parties to the negotiating table. Either way, the ResCap examiner 
provides an acute example of the time and expense that an examiner can add to a chapter 11 case.

 Perhaps in recognition of that risk, some bankruptcy courts, often together with the parties seeking the appoint-
ment of an examiner, have sought to avoid the prospect of an extensive (and expensive) investigation by strictly 
limiting the scope of the examiner’s authority. This approach was taken in Lyondell, where the appointed examin-

12 See Jason Hsu, “A (Brief) Examination of Examiners in Chapter 11,” Fordham Corp. L. F. (January 2013) (quoting Judge Gerber in 
Lyondell, who ultimately granted request for appointment of examiner, but strictly limited substantive scope of its investigation).

13 In re Spansion Inc., 426 B.R. 114, 127 (Bankr. D. Del. 2010).

14 In re Residential Cap. LLC, 474 B.R. 112, 121 (Bankr. S.D.N.Y. 2012).

15 Id.

16 Id.

17 See 11 U.S.C. § 330(a)(1) (providing for compensation of examiner); 11 U.S.C. § 503 (b) (2) (allowing, as administrative expense, com-
pensation awarded to estate professionals, including examiners).

18 In re Residential Cap. LLC, Case No. 12-12020 (Bankr. S.D.N.Y. July 27, 2012), ECF No. 925.

19 Id., ECF No. 6577, 6578 (March 3, 2014).

20 Id., ECF No. 3698 (May 13, 2013); id., ECF No. 3814 (May 23, 2013).
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er’s investigation was strictly limited to whether the debtors had breached their fiduciary duty or acted in bad faith 
with respect to a proposed rights offering and certain other discrete terms of a proposed plan of reorganization.21 
Upon review of the examiner’s report, the court denied a motion to expand the examiner’s mandate.22 

 In certain cases, the parties themselves have sought to circumscribe the potential scope of the examiner’s in-
vestigation. For example, after extensive motion practice in Parmalat USA Corp., the bankruptcy court granted a 
consensual proposed order upon request, appointing an examiner and granting it two weeks and a budget of $5,000 
to complete its investigation.23 In the chapter 11 proceedings of Neiman Marcus Group Ltd., the court found no 
basis to appoint an examiner, but the judge stated that he would order the appointment because he believed that 
it was mandatory under § 1104 (c).24 However, upon the judge’s statement from the bench that he would limit the 
investigation to two weeks and the examiner’s budget to $100,000,25 the moving party withdrew the motion to 
appoint the examiner entirely.26 Another approach taken by parties and bankruptcy courts concerned with the costs 
of a “mandatory” examiner has been to limit the scope of their requests and orders, respectively, to assessments 
of the sufficiency of reviews already conducted by the debtors or creditors’ committees,27 supervising ongoing 
investigations,28 providing supervision over the audit of financial statements during the pendency of chapter 11 
proceedings,29 or serving as mediator in connection with plan negotiations.30 

A Simple Solution

 For all the concern regarding the negative potential effects of an examiner’s appointment, they can provide an 
important neutral view of contentious or complex issues, and can strengthen the public’s confidence in the integrity 
of chapter 11 proceedings writ large. For example, the examiners’ reports in Enron Corp. and Lehman Brothers 
Holdings Inc., two of the highest-profile chapter 11 cases in recent memory, provided significant insights into the 
systemic failures that contributed to those firms’ collapse (in addition to identifying significant claims that could 
lead to the recovery of assets for creditors). More recently, in the Purdue Pharma LP bankruptcy,31 an investiga-
tion by an examiner into the influence exerted by the Sackler family on the debtor’s board of directors confirmed 
that the board was not unduly influenced, a conclusion that lent transparency and credibility to the settlement that 
formed the foundation of Purdue’s recently confirmed reorganization plan.

 Thus, it is clear that the important role of examiners in the chapter 11 process should be preserved, and that 
the ambiguity and opportunity for gamesmanship can be reduced with a simple fix: Congress need only change 
“shall” to “may” in § 1104 (c). Permitting bankruptcy courts to exercise discretion over whether to appoint an 
examiner, and concomitantly over the breadth of any such investigation in the event an appointment is warranted, 

21 In re Lyondell Chem. Co., Case No. 09-10023 (Bankr. S.D.N.Y. Oct. 28, 2009), ECF No. 3148.

22 Id., ECF No. 3705 (Jan. 27, 2010).

23 See In re Parmalat USA Corp., Case No. 04-11139 (Bankr. S.D.N.Y. May 17, 2004), ECF No. 383.

24 In re Neiman Marcus Group Ltd., Case No. 20-32519 (Bankr. S.D. Tex. May 29, 2020), ECF No. 827, Hr’g Tr. at 188:21-189:24.

25 Id. at 194:12-17.

26 Id. at 196:8-15.

27 In re Loral Space & Commc’ns Ltd., 2004 WL 2979785, at *5 (S.D.N.Y. Dec. 23, 2004).

28 In re Cenveo Inc., Case No. 18-22178 (Bankr. S.D.N.Y. March 15, 2018), ECF No. 203.

29 See In re Adelphia Commc’ns Corp., 336 B.R. 610, 647-48 (Bankr. S.D.N.Y. 2006) (collecting cases and evaluating prior bankruptcy 
courts’ analysis of requests for appointment of examiner).

30 See In re Enron Corp., 326 B.R. 497, 499 n.5 (S.D.N.Y. 2005) (discussing appointment of examiner in response to motions of numer-
ous parties for appointment of trustee, examiner, creditors’ committee or separate counsel for individual debtor entity); see generally 7 
Collier on Bankruptcy ¶ 1104.03 [1] (16th ed. 2020).

31 In re Purdue Pharma LP, 2021 WL 5979108 (S.D.N.Y. Dec. 16, 2021). For another perspective on this case, see Paul R. Hage, 
“‘The Great Unsettled Question’: Nonconsensual Third-Party Releases Deemed Impermissible in Purdue,” XLI ABI Journal 2, 
12-13, 43-45, February 2022, available at abi.org/abi-journal.
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will reconcile concerns of unnecessary investigations (with all the disruption and expense that they bring) with the 
potential benefits to all stakeholders of a disinterested third-party investigation into any mis- or malfeasance that 
might affect the value of distributions or of a reorganized debtor as a go-forward business.
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It is a familiar scenario in the bankruptcy world: A financial advisor recommends a bankruptcy lawyer to Cli-
ent A, and the bankruptcy lawyer, in turn, recommends the financial advisor to Client B. It is clear that in the 
world of restructuring professionals, reciprocity drives a significant number of business referrals. Far less clear 

is the extent to which such reciprocity must be disclosed.

 The U.S. Court of Appeals for the Second Circuit’s recent decision in Jay Alix v. McKinsey & Co. Inc.1 ex-
amines whether a reciprocal referral arrangement (an alleged “pay-to-play” scheme) between a law firm and a 
restructuring advisory firm needed to be disclosed to the bankruptcy court in connection with the restructuring 
advisory firm’s retention.2 In holding that the U.S. District Court for the Southern District of New York failed to 
properly draw reasonable inferences in Jay Alix’s favor3 when deciding McKinsey’s motion to dismiss, the Second 
Circuit suggests that there may be a requirement to disclose reciprocal referral relationships.4 While the Second 
Circuit revived Mr. Alix’s complaint as a procedural matter, it did not determine the merits of the case. However, 
the decision presages a new playbook for reciprocity relationships in the restructuring world. 

 The subject of disclosure of reciprocal business relationships between firms is not a new one. Nondisclosure 
of a business relationship between bankruptcy professionals played prominently in Ernst & Young LLP v. Devan 
(In re Merry-Go-Round Enterprises)5 almost 25 years ago. 

 Both Alix and Merry-Go-Round involve civil suits against a bankruptcy advisory firm arising from the failure to 
disclose a reciprocal referral relationship with a law firm.6 Both plaintiffs sued on the premise that if the defendant 
firm had disclosed its relationship with the law firm representing the debtor, the defendant would not have been 
retained.7 In Merry-Go-Round, the nondisclosure of reciprocal business relationships between a financial advisory 
firm and a law firm led to significant civil liability.8 The Second Circuit’s Alix decision gives Mr. Alix the chance 
to prove its claims that McKinsey violated the Racketeer Influenced and Corrupt Organizations (RICO) Act.9 

1 23 F.4th 196 (2d Cir. 2022). On March 30, 2022, the Second Circuit entered an order denying McKinsey’s petition for panel rehearing or 
rehearing en banc of the referenced decision. Case No. 20-2548, Order.

2 Id. at 205-07, 209-10.

3 AlixPartners assigned each of the claims asserted in the action to Mr. Alix. Id. at 199.

4 Id. at 204.

5 222 B.R. 254 (D. Md. 1998).

6 Id. at 256; Alix, 23 F.4th at 200.

7 Merry-Go-Round, 222 B.R. at 256; Alix, 23 F.4th at 201.

8 See “Ernst to Pay $185 Million to Settle Suit,” N.Y. Times (April 27, 1999), available at nytimes.com/1999/04/27/business/ernst-to-pay-
185-million-to-settle-suit.html (unless otherwise specified, all links in this article were last visited on March 21, 2022).

9 Alix, 23 F.4th at 200.
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Rules of the Game: Retention of Bankruptcy Professionals and Required 
Disclosures

 Employment of a professional by the bankruptcy estate requires the bankruptcy court’s approval.10 Only pro-
fessionals that “do not hold or represent an interest adverse to the estate” and are “disinterested persons” within 
the meaning of the Bankruptcy Code11 may be employed as estate professionals.12 Applications to retain estate 
professionals must be “accompanied by a verified statement of the person to be employed setting forth the person’s 
connections with the debtor, creditor, any other party in interest, their respective attorneys and accountants, the 
[U.S. Trustee], or any person employed in the office of the [U.S. Trustee].”13 These disclosures must be submitted 
under penalty of perjury and are subject to the bankruptcy criminal statute.14 

 The term “connection” is not defined in the Bankruptcy Code. There is no bright-line test governing what 
constitutes a “connection.” As a practical matter, the decision as to what connections require disclosure is left 
to the professional’s discretion, who ultimately bears the risk of later disqualification, fee disgorgement or civil 
liability if the disclosure is later found to be deficient.15 At a minimum, courts require the disclosure of all fi-
nancial, business and personal connections that may impact the retention.

 Financial connections are the most direct connection, and thus the most apparent and readily identifiable. These 
primarily consist of the source of funding of a firm’s retainer and payment of fees and expenses.16 Business connec-
tions arise from a firm’s current and prior representations or engagements, and are also clear-cut and identifiable. 
Similar to financial connections, courts have made it clear that business connections must be disclosed.17 On the 
other hand, personal connections requiring disclosure include, at a minimum, close friendships and familial rela-
tionships.18 Cases addressing bankruptcy professionals’ disclosure requirements have raised the bar with respect to 

10 See 11 U.S.C. § 327.

11 Section 101(14) of the Bankruptcy Code defines “disinterested person” as a person who:
 (A) is not a creditor, an equity security holder, or an insider; 
 (B) is not and was not, within two years before the date of the filing of the petition, a director, officer, or employee of the debtor; and 
 (C) does not have an interest materially adverse to the interest of the estate or of any class of creditors or equity security holders, by 

reason of any direct or indirect relationship to, connection with, or interest in, the debtor, or for any other reason.

12 11 U.S.C. § 327 (a). Narrow exceptions to § 327 (a) include: (1) a trustee (or debtor in possession) can retain a professional that has been 
employed by a creditor absent an actual conflict of interest (11 U.S.C. § 327 (c)); and (2) lawyers who have previously represented the 
debtor may be employed as lawyers for a limited purpose (11 U.S.C. § 327 (e)).

13 Fed. R. Bankr. P. 2014(a).

14 See 28 U.S.C. § 1746; 18 U.S.C. § 152(2)-(3).

15 See, e.g., In re Begun, 162 B.R. 168, 177 (Bankr. N.D. Ill. 1993) (affirmative duty to disclose connections with parties-in-interest and 
any adverse interests lies with professional seeking retention); In re Marine Outlet Inc., 135 B.R. 154, 156 (Bankr. M.D. Fla. 1991) 
(same).

16 See In re Park Helena Corp., 63 F.3d 877, 880-82 (9th Cir. 1995) (holding that debtor’s counsel violated, among other provisions, 
Rule 2014, where counsel received $150,000 retainer from debtor’s president and did not disclose source of retainer, and denying coun-
sel’s request for allowance of fees).

17 See U.S. v. Gellene, 182 F.3d 578, 581 (7th Cir. 1999) (debtor’s counsel’s failure to disclose its representation of debtor’s secured credi-
tor in connection with the debtor’s pre-petition financing led to criminal conviction and incarceration of bankruptcy counsel); KLG Gates 
LLP v. Brown, 506 B.R. 177, 194-95 (E.D.N.Y. 2014) (law firm’s boilerplate disclosure of 483 current and former clients that may have 
had conflicts with debtor was insufficient where debtor’s counsel’s disclosure did not reveal lead billing partner’s personal role rep-
resenting two creditors in unrelated bankruptcy cases, but finding debtor’s counsel need not disclose his work with other bankruptcy 
professionals on prior cases or occasions); In re Hot Tin Roof Inc., 205 B.R. 1000, 1004 (B.A.P. 1st Cir. 1997) (bankruptcy court deter-
mination to terminate debtor’s counsel’s employment in two cases, deny his employment application in third case, deny his fee applica-
tion, and require disgorgement of fees already received was valid where he failed to adequately disclose connection with debtor and its 
insiders, his representation of another debtor, and adverse interests between debtors); In re Leslie Fay Cos. Inc., 175 B.R. 525, 530, 536-
39 (Bankr. S.D.N.Y. 1994) (debtor’s counsel’s failure to disclose its pre-petition representation of and relationships with board members 
and debtor’s outside auditor, who could potentially be sued by the debtor, resulted in significant sanctions because relevant parties could 
potentially be sued by debtor, resulting in conflict).

18 See In re El San Juan Hotel Corp., 239 B.R. 635, 639 (B.A.P. 1st Cir. 1999) (denying fees for counsel to successor chapter 7 trustee due to, 
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disclosure of “connections.” However, it has left many questions unanswered, especially the troublesome question 
of whether reciprocity requires disclosure. 

Does Reciprocity Constitute a “Connection”?

 The Merry-Go-Round decision stands for the principle that an attorney/client relationship between the debtor’s 
law firm and the debtor’s financial advisory firm must be disclosed. On Dec. 1, 1997, the chapter 7 trustee for 
Merry-Go-Round instituted an action against Ernst & Young (EY) in the Circuit Court for Baltimore City alleging 
fraud, fraudulent concealment and malpractice in connection with EY’s restructuring advice provided to Merry-
Go-Round.19 

 The trustee alleged that EY failed to meet the standard of care for restructuring advisors in a chapter 11 case by 
staffing the case with inexperienced junior personnel who gave incompetent advice.20 The complaint alleged that 
EY acted negligently in providing advisory services and that this negligence caused Merry-Go-Round’s failure to 
reorganize successfully.21 The trustee further alleged that in EY’s retention papers filed with the bankruptcy court, 
EY failed to disclose its relationship with Merry-Go-Round’s bankruptcy counsel, Swidler & Berlin, and that had 
the relationship between EY and Swidler been disclosed, Merry-Go-Round would not have retained EY.22 EY was a 
significant client of Swidler, which was apparently the reason that Swidler recommended EY, despite EY’s lack of 
retail restructuring experience at the time.23 

 The lawsuit filed against EY by the trustee was described as a “civil death penalty case” because of its exis-
tential implications for EY.24 Ultimately, EY settled the suit for $185 million.25 Following the Merry-Go-Round 
decision, uncertainty remains regarding when a reciprocal referral relationship must be disclosed. This is most 
recently apparent in Alix.

Alix v. McKinsey: “Pay-to-Play”

 Mr. Alix, as assignee of AlixPartners LLP,26 sued McKinsey & Co. Inc. and certain of its affiliates (collective-
ly, “McKinsey”) and several current or former McKinsey employees under the RICO Act and state law, alleging 
that McKinsey secured lucrative bankruptcy assignments by filing incomplete or false disclosures in bankruptcy 
court concerning McKinsey’s conflicts of interest.27 Mr. Alix alleges that this pattern of misrepresentations to the 
bankruptcy court resulted in injury to AlixPartners through the loss of engagements that it otherwise would have 
secured, as well as through the loss of the opportunity to compete for those engagements in an unrigged market.28 

inter alia, failure to disclose close friendship with counsel to previous trustee in litigation with successor trustee and his retention by previous 
trustee in separate bankruptcy case).

19 Merry-Go-Round, 222 B.R. at 256.

20 Elizabeth MacDonald, “Ernst & Young to Settle Merry-Go-Round Claims,” Wall St. J. (April 27, 1999), available at wsj.com/articles/
SB925172252917800164.

21 Merry-Go-Round, 222 B.R. at 256.

22 Id.

23 Elizabeth MacDonald & Scot J. Paltrow, “Ernst & Young Advised the Client but Not About Some Big Conflicts,” Wall St. J. (Aug. 10, 
1999), available at wsj.com/articles/SB934239482971051285.

24 Scott Shane & Jay Hancock, “Settlement with Ernst & Young Seen Near; Merry-Go-Round Trustee Seeks Billions over Bankruptcy 
Case,” Baltimore Sun (April 20, 1999), available at baltimoresun.com/news/bs-xpm-1999-04-20-9904200256-story.html.

25 See “Ernst to Pay $185 Million to Settle Suit,” supra n.8.

26 AlixPartners assigned each of the claims asserted in the action to Mr. Alix. Alix, 23 F.4th at 199.

27 Id. at 199-200.

28 Id. at 200.
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 According to Mr. Alix, McKinsey’s Rule 2014 filings constituted criminal fraud and predicate acts of racketeer-
ing activity under the RICO Act, which provides a private right of action to “[a] ny person injured in his business 
or property by reason of a violation” of the RICO Act.29 Mr. Alix’s theory is that McKinsey injured AlixPartners’ 
business or property by reason of a RICO violation because McKinsey won business through filing fraudulent 
Rule 2014 statements, resulting in court approval to do work that would have otherwise been secured by AlixPart-
ners.30 

 On Jan. 19, 2022, the Second Circuit reversed the district court’s dismissal of Mr. Alix’s complaint upon 
McKinsey’s motion to dismiss, which found that the complaint failed to establish the requisite causal connection 
between McKinsey’s alleged RICO violations and AlixPartners’ injury.31 The Second Circuit remanded the case 
for further proceedings.32

 At the crux of Mr. Alix’s allegations is McKinsey’s failure to disclose a “pay-to-play” scheme, whereby it would 
agree to introduce clients to a law firm in exchange for the law firm exclusively recommending McKinsey to its 
clients.33 Mr. Alix’s complaint alleges that McKinsey offered to arrange exclusive meetings to introduce bankrupt-
cy lawyers to high-level executives from McKinsey’s most valued clients in exchange for exclusive referrals of 
bankruptcy assignments from those attorneys.34 

 Mr. Alix alleges that McKinsey’s undisclosed “pay-to-play” scheme drove 13 engagements in extremely large 
cases, and had the details been disclosed to the bankruptcy court, McKinsey’s retention would not have been ap-
proved.35 The premise in the Alix and Merry-Go-Round cases is the same: If the defendants had made the proper 
disclosure, it would have never been retained. 

When Do Reciprocal Referral Relationships Require Disclosure? 

 One important question faces every bankruptcy professional: What factors determine whether a relation-
ship with another firm must be disclosed? Merry-Go-Round demonstrates why an attorney/client relationship 
between the debtor’s law firm and debtor’s financial advisory firm should be disclosed. However, Merry-Go-
Round did not provide any bright-line test for determining when reciprocity requires disclosure. Therefore, 
the only approach that provides any certainty is to disclose any attorney/client relationship. 

 Cross-referral relationships (i.e., where professional firms refer one another to clients, but are not themselves 
one another’s clients) are less clear insofar as disclosure is concerned. Notably, the “pay-to-play” scheme in Alix 
went beyond the typical cross-referral relationships that commonly exist between and among lawyers and financial 
advisors in at least one important respect: McKinsey’s arrangement with the law firm required that bankruptcy 
clients be referred to McKinsey exclusively in exchange for the introductions that McKinsey made to the law firm. 
The Second Circuit’s ruling begs the question of whether exclusivity alone adds an element of quid pro quo that 
mandates disclosure, regardless of the size of the relationship. 

29 Id. at 199-200 (quoting 18 U.S.C. § 1964(c)).

30 Id. at 201.

31 Id. at 200.

32 Id.

33 Id. at 201-02; Alix v. McKinsey & Co., 404 F. Supp. 3d 827, 831 (S.D.N.Y. 2019), vacated and remanded, 23 F.4th 196 (2d Cir. 2022). 

34 Alix, 404 F. Supp. at 831.

35 Alix, 23 F.4th at 201.
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Conclusion

 Many questions remain unanswered following the Second Circuit’s decision in Alix. The Second Circuit de-
cision suggests that the possibility that AlixPartners might have won engagements was sufficient to withstand 
dismissal of the complaint, but Mr. Alix will need to prove more than a mere possibility in order to prevail at trial. 
Further case developments will determine whether Mr. Alix can demonstrate that McKinsey would not have won 
the engagements had its connections been disclosed. 

 While Mr. Alix’s complaint alleges injury to a group of restructuring advisors, the complaint is brought only 
on behalf of AlixPartners, not a group. This deficiency could eventually prove fatal to the complaint and could 
obviate a decision on the merits. Nevertheless, a further decision in the case might address the question of whether 
reciprocity requires disclosure, if the court deems it necessary to answer that question.

 Many firms have multiple, nonexclusive cross-referral relationships that are arguably “connections” in the 
ordinary sense of the word. Alix and Merry-Go-Round have left unanswered the question of whether any and all 
reciprocity — no matter how minor — requires disclosure. The eventual decision in Alix may provide clarity.
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When a solvent debtor faces disclosure-related claims by past or current stockholders, § 510 (b) of the 
Bankruptcy Code is a stumper. As amended in 1984,1 it states that such claims have the “same priority” 
as common stock. If the debtor is solvent, these words are nonsensical. A securities-disclosure claim 

is allowable, or not, in a liquidated amount. A common-stock interest, after return of usually nominal par value, 
entitles its holder to a portion of the firm’s residual value. A liquidated amount and a residual interest cannot have 
the “same priority.” 

The Problem

 The legislative history of § 510 (b) does not mention “solvent debtors,” but it focuses on whether disclo-
sure-related claims should be subordinate to claims by other creditors. There was a hot debate about this in the 
1970s. For many years, U.S. law generally permitted plaintiffs with disclosure claims to dilute the recoveries 
of other creditors.2 Eventually, following a seminal article on the topic by Profs. John Slain and Homer Kripke 
in 1973,3 Congress reversed this by establishing a clear rule that claims “arising from a purchase or sale” of 
stock are subordinate to creditor claims. Stockholders come last, even when they have been defrauded. In the 
language of law and economics, as between an equity investor and an unrelated creditor, the risk of a company 
lying to the equity investor in connection with a sale of equity should be borne by the equity investor, not the 
third-party creditor. 

 This is now settled law. Indeed, since 1978, case law has expanded the category of subordinated § 510 (b) 
claims substantially beyond the type of rescission claim first analyzed by Profs. Slain and Kripke (i.e., a claim 
where the plaintiff purchased stock from the debtor in reliance on misleading disclosure). Section 510 (b) now 
captures, for example, claims by plaintiffs who purchased stock from third parties (rather than the debtor), 
claims by plaintiffs who merely held stock in reliance on questionable disclosure (rather than purchased it), 
and various contractual claims by stockholders and third parties related to common stock transactions. 

 The Fifth Circuit summed up the expansive view of § 510 (b) nicely in a recent appeal from the Linn Energy 
bankruptcy, concluding that “arising from” as used in § 510 (b) is “ambiguous,” and therefore the “most important 

1 Bankruptcy Amendments and Federal Judgeship Act of 1984, Pub. L. No. 98-353, 98 Stat. 333 (codified in scattered sections of titles 11 
and 28).

2 See Allen v. Geneva Steel Co., 281 F.3d 1173 (10th Cir. 2002) (discussing background of  § 510 (b)).

3 John J. Slain & Homer Kripke, “The Interface Between Securities Regulation and Bankruptcy — Allocating the Risk of Illegal 
Securities Issuance Between Securityholders and the Issuer’s Creditors,” 48 N.Y.U. L. Rev. 261 (1973).



The BesT of ABI 2022: The YeAr In BusIness BAnkrupTcY

91

question is this: Does the nature of the [plaintiff’s] interest make the [plaintiff] more like an investor or a creditor?”4 
If “investor,” says the Fifth Circuit, then the investor’s claim is subordinate to claim of real “creditors.”5 

 The “creditor-first” policy is easy to apply when equity receives no distribution. Mandating that disclosure-re-
lated claims have the same priority as stock simply means that they receive nothing. However, it remains unclear 
as to what happens in cases where there is residual value after distributions to creditors and what the correct 
allocation of this residual value is between common stockholders and disclosure-related claims. Common stock 
and these claims cannot have the same priority, at least not without some extra-statutory method of converting 
shares of stock into fixed claim amounts, or vice versa. 

 In past cases in which the author has been involved, the debtor has considered taking the following approach: 
picking a conversion ratio to establish an equivalency between the claims and the stock. Notwithstanding the 
foregoing, this arbitrary choice of a conversion ratio risks an objection by securities claimants, stockholders or 
both — and the Bankruptcy Code provides no reliable guidance in resolving that objection.6

The Argument for a Claims-First Approach

 Given a lack of clarity within the statutory language regarding the issue previously discussed, perhaps the sim-
plest solution would be to amend § 510 (b) so that claims arising out of common-stock transactions rank behind 
creditors and preferred stockholders, but ahead of common-stock interests. In other words, once other creditors 
are paid, § 510 (b) would no longer apply. If a debtor faced $100 million of allowed, uninsured disclosure claims 
and had only $90 million to distribute to common stockholders after the creditors had been satisfied, the disclosure 
claims would receive 90 cents on the dollar and common stockholders would receive nothing. 

 We can refer to this mechanism as the “claims-first approach.” The proposed language necessary to implement 
it is straightforward and reads as follows:

(b) For the purpose of a distribution under this title, a claim arising from recission of a purchase or sale of a 
security of the debtor or of an affiliate of the debtor, for damages arising from the purchase or sale of such a 
security, or for reimbursement or contribution allowed under section 502 on account of such a claim, shall 
be subordinated to all claims or interests that are senior to or equal to the claim or interest represented by 
such security, except that if such security is common stock, such claim has the same priority as shall not be 
subordinated to common stock.

 Some strong arguments support the claims-first approach. First, it is consistent with the limited legislative his-
tory of § 510 (b), which focuses exclusively on the ranking of disclosure claims vis-à-vis claims by creditors. Sec-
ond, the claims-first approach complies with the important principle that the Bankruptcy Code should not modify 
nonbankruptcy legal entitlements without an important reason to do so. Outside of chapter 11, the stockholders of a 
public corporation assume the risk of undisclosed liabilities under the securities laws, including potential liabilities 
to other stockholders. It appears nonsensical to use the Code to reach a different result.

4 French v. Linn Energy LLC (In re Linn Energy LLC), 936 F.3d 334, 341 (5th Cir. 2019).

5 Id.

6 Some solvent-debtor cases, such as PG&E, have incorporated a class-action settlement into the reorganization plan, avoiding the 
need to rely on § 510 (b)’s ranking language other than as background for the reasonableness of the settlement. See Debtors’ and 
Shareholder Proponents’ Joint Chapter 11 Plan of Reorganization, dated June 19, 2020, In re PG&E Corp. and Pac. Gas and Elec. 
Co., Case No. 19-30088 (N.D. Cal.). In Garrett Motion, where my firm represented the debtor and we did not have a certified class 
with whom we could settle, the plan paid allowed uninsured § 510 (b) stock claims in full in cash or, at the debtor’s election, in stock 
at plan value. See Debtors‘ Amended Joint Chapter 11 Plan of Reorganization Under Chapter 11 of the Bankruptcy Code, dated 
April 20, 2021, In re Garrett Motion Inc., et. al., Case No. 20-12212 (S.D.N.Y.).
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 Lastly, the claims-first approach seems intuitively fair when one considers the archetypical securities trans-
action described by Profs. Slain and Kripke, and picked up in the legislative history concerning § 510 (b). This 
archetypical transaction is a “primary offering” in which the debtor sells stock to new public investors for cash. In 
a primary offering, the corporation receives the proceeds from the sale of the stock, and these proceeds increase the 
value of the corporation for other stockholders. Accordingly, the rescission claim must rank prior to stockholder 
distributions to put everyone in the position they would be in had the fraud never occurred. At least in the case 
of disclosure claims relating to a primary offering for cash, the claims-first approach avoids unjust enrichment of 
the stockholders who were not defrauded, requiring the corporation (after payment of creditors) to return to the 
defrauded stockholder the value received. 

The Modified Stockholder-First Approach 

 However, the question is not so simple, because not all § 510 (b) claims arise out of a primary offering. Let us 
return to the expansion of § 510 (b) by courts since 1978 to cover securities claims not considered by Profs. Slain 
and Kripke, or the legislative history. 

 The most common type of securities-disclosure claims today arise from secondary trading, and typically allege 
a fraud-on-the-market theory of transaction causation.7 These claims are inherently different from a claim arising 
from a direct offering. The fraud-on-the-market plaintiff did not transact with the debtor or pay value to the debtor’s 
estate. Instead, the plaintiffs purchased shares from third parties in presumed reliance on misleading disclosure 
and then, after corrective disclosure, sold the shares to other third parties at a loss. Alternatively, the plaintiffs did 
not sell shares at all, but merely retained shares in the corporation in reliance on misleading disclosure. 

 The net economic result of a successful fraud-on-the-market claim is not a return by the corporation of ill-gotten 
gains that would otherwise be kept for the benefit of stockholders. Generally, if the plaintiff bought high and sold 
low, the “winner” in the transaction with the plaintiff is the third party who sold the shares to the plaintiff at the 
inflated price — not the corporation or its stockholders. Nevertheless, if a fraud-on-the-market claim succeeds, the 
corporation and not the third party must compensate the plaintiffs at the expense of its current stockholders, even 
when most of these current stockholders did not participate in or benefit from the transaction. 

 The securities laws impose this liability outside of chapter 11 as a penalty to encourage accurate disclosure 
of information. The same deterrence policies may continue to be relevant in chapter 11. However, in chapter 11, 
there are other considerations at play, including a general dislike of noncompensatory damages and policies that 
encourage finality, new investment and the fair compromise of complex claims.

 As we consider the merits of a strict claims-first approach, it might be interesting to keep in mind what happens 
under § 510 (b) to disclosure-based claims by bondholders when a plan does not pay the applicable series of bonds 
in full. In a chapter 11 case, any bond represents in the first instance a claim for the amount due under the bond 
itself. 

 However, the bond also can give rise to incremental disclosure claims, for the same reason that common stock 
can give rise to both an historical disclosure claim and an entitlement to a current distribution. For example, if a 
corporate debtor issued $1 billion of bonds and files for bankruptcy when the bonds are trading at $200 million, 
the debtor could owe more than $1 billion with respect to the $1 billion of bonds. It obviously owes $1 billion to 
the current holders (putting aside interest, original issue discount,8 etc.). In addition, if prior bondholders establish 

7 See Basic Inc. v. Levinson, 485 U.S. 224 (1988).

8 “Original issue discount” can alter the allowed amount of a bond and occurs when the face amount of the bond significantly departs from 
its market price at the time of issuance.
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that the debtor misled them in a manner that entitles them to damages under the securities laws, the debtor also 
may owe prior bondholders for trading losses.

 This brings up the question: What is the priority of the competing bond and bond-related disclosure claims? 
Section 510 (b) displaces state law priorities and provides a new bankruptcy answer to the question. This Code 
section subordinates all securities-litigation claims by the former bondholders to the actual bond held by the current 
bondholders, even though the securities claim and the bond would rank equally under nonbankruptcy law. 

 The subordination makes sense. Granting a priority to the current bondholders increases the bond’s value. The 
bond should trade at a higher price in the market because recoveries are not subject to dilution by unknown dis-
closure claims, and distributions to holders can occur immediately without waiting for the resolution of disclosure 
litigation. Since the value and price of the bond are higher, any seller of a bond after corrective disclosure — in-
cluding the party injured by nondisclosure — can mitigate its losses. Effectively, the market moots the claim. 

 Given this workable solution for bonds, it stands to reason that the same approach could work with common 
stock. In a typical solvent-debtor case, the graph of stock price over time is concave: The stock price first declines 
from a pre-petition “high” to a “low” around the date of filing, then, if the debtor does its job well, it climbs again 
during the chapter 11 case. Why should stockholders who sold at the low point be entitled to recover from the estate 
at the expense of stockholders who did not sell? Why should a new investor who purchases stock in a distressed 
corporation both (1) pay the selling stockholder for the stock and (2) suffer the reorganized corporation “paying” 
the selling stockholder again on a disclosure theory? 

 Extending the bond rule to stock claims would provide a different general rule, which we can call a modified 
stockholder-first approach. For most claims — such as fraud-on-the-market claims arising from second trading 
activity — distributions on disclosure claims would rank junior to distributions on common stock and be extin-
guished by the chapter 11 plan. 

 However, the approach would be “modified” because § 510 (b) claims related to a primary offering by the debtor 
(the type of claims contemplated by Profs. Sloan and Kripke and the legislative history of the 1978 Act) would 
rank senior to common stock and be paid in full before common stock recoveries. As previously discussed, this 
approach prevents unjust enrichment of the corporation and its other stockholders from the proceeds of misleading 
disclosure. It also seems appropriate to pay contractual indemnity claims ahead of common stockholders in most 
circumstances,9 and to allow the court, for cause, to grant senior status to stock-related claims where appropriate to 
avoid unjust enrichment of insiders or to preserve a deterrence function (i.e., in the unlikely chapter 11 case filed 
for the purpose of avoiding fraud-on-the-market disclosure liabilities). Putting all of this together, § 510 (b) could 
be amended to implement a modified stockholder-first approach as follows:

(b) For the purpose of a distribution under this title, a claim arising from recission of a purchase or sale of a 
security of the debtor or of an affiliate of the debtor, for damages arising from the purchase or sale of such a 
security, or for reimbursement or contribution allowed under section 502 on account of such a claim, shall 
be subordinated to all claims or interests that are senior to or equal to the claim or interest represented by 
such security, except that if such security is common stock such claim has the same priority as common 
stock shall be (1) senior to common stock to the extent (A) arising from a purchase of common stock from 
the debtor, (B) arising under a contract with the debtor, (C) arising under indemnification or contribution 
undertakings included in the debtor’s constitutive documents or (D) as ordered by the court for cause, and 
(2) otherwise extinguished. 

9 For example, corporate indemnification obligations in favor of directors, officers, underwriters and other nondebtors — typically 
assumed in a solvent debtor case — seem properly senior to common equity interests as claims entitled to the benefit of the absolute-pri-
ority rule. The modified stockholder-first approach is useful as a way to allocate value among stockholders, although not necessarily 
among stockholders and others.
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 Who wins or loses with this approach? A clear winner is the plan-formation process, which is simplified. 
Many § 510 (b) claims relating to secondary-market transactions eventually prove meritless or fully covered 
by directors and officers insurance, and the modified stockholder-first approach eliminates the need for the 
reorganization plan to address purely theoretical claims or to deal with nuisance litigation prior to making 
stockholder distributions. Other clear winners are new investors in the reorganized capital structure: The mod-
ified stockholder-first approach reduces contingent claims that could survive chapter 11 and should improve 
the availability and pricing of forward equity commitments. 

 The most interesting argument in favor of the modified stockholder-first approach is that it also may be 
the fairest way to compensate the victims of pre-petition disclosure violations based on secondary market 
trading. As we saw with bondholder disclosure claims in cases where bonds were the fulcrum security, the 
modified stockholder-first approach should maximize the market price at which pre-petition stockholders 
(those harmed by the alleged disclosure violation) may sell their common stock prior to and during the chap-
ter 11 proceeding. The injured stockholder may forfeit a fraud-on-the-market securities disclosure claim, but 
the absence of all similar securities claims increases the trading value of the common stock during chapter 11 
and at emergence. Higher trading value means a better immediate opportunity for all stockholders to mitigate 
their losses (whether or not related to disclosure) in a market sale.

Conclusion

 These are complicated issues. There also may be better alternatives than either the claims-first approach or 
modified stockholder-first approach, each of which in any case would require analysis beyond the scope of this 
article. What is clear is that, for a solvent debtor at the end of its waterfall, § 510 (b) as drafted is unworkable.
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Recent volatility in the cryptocurrency market has upended years of gravity-defying gains, causing major 
players in the industry to post significant losses and spark global speculation regarding potential bankrupt-
cy filings. U.S bankruptcy courts are no strangers to disputes regarding cryptocurrencies, having refereed 

disputes regarding whether principals of cryptocurrency trading and mining businesses are entitled to a discharge,1 
overseen the sale of cryptomining assets,2 and adjudicated actions to recover cryptocurrency or its value,3 as well 
as fielded requests for chapter 15 recognition, emergency stay relief, discovery, entrustment and associated relief.4 

 Despite this extensive experience, U.S. bankruptcy courts have yet to see a chapter 11 filing by a cryptocur-
rency exchange. Such a filing would raise novel and complex issues, including the threshold question of whether 
cryptoassets held by an exchange are “estate property” within the meaning of § 541 (a) (1) of the Bankruptcy Code. 

 In considering these questions, U.S. courts may look to the recent experiences of courts in various foreign ju-
risdictions that have grappled with analogous issues. While certain U.S. law considerations will no doubt influence 
how a U.S. court would rule, these foreign case studies illustrate the issues that a cryptoexchange bankruptcy would 
likely pose and how U.S. courts may respond. 

Are Cryptoassets Held by Cryptoexchanges as Estate Property? 

 “Estate property” is broadly defined by the Bankruptcy Code as “all legal or equitable interests of the debtor in 
property as of the commencement of the case.”5 Whether this definition encompasses cryptocurrency is unclear: U.S. 
regulators and civil courts have varied in their efforts to classify cryptocurrency, adopting alternative designations 

1 See, e.g., In re Reichmeier, Nos. 18-21427-7, 18-6072, 2020 Bankr. LEXIS 1029 (Bankr. D. Kan. April 15, 2020) (chapter 7 discharge 
permitted where debtor maintained sufficient records of cryptocurrency trading); In re Hortman, Nos. 19-29252, 20-02021, 2022 Bankr. 
LEXIS 204 (Bankr. D. Utah Jan. 27, 2022) (chapter 7 discharge permitted).

2 See, e.g., In re Virtual Citadel, Nos. 20-62725-JWC, 20-06146-JWC, 2021 Bankr. LEXIS 3490 (Bankr. N.D. Ga. Dec. 21, 2021) (deter-
mining value of debtor’s cryptocurrency mining assets and data center); In re Giga Watt Inc., No. 18-03197-FPC7, 2020 Bankr. LEXIS 
2963 (Bankr. E.D. Wash. Oct. 20, 2020) (cryptocurrency mining facilities sold free and clear where debtor and chapter 11 trustee main-
tained exclusive control of property).

3 Cred Inc. Liquidation Tr. v. Winslow Carter Strong, No. 20-12836 (Bankr. D. Del. 2020) (complaint by liquidating trust to recover 
alleged fraudulent transfer of Bitcoin); see also In re Giga Watt Inc., No. 18-03197-FPC7, 2021 Bankr. LEXIS 2636 (Bankr. E.D. Wash. 
Sept. 26, 2021) (contract and tort class-action claims in respect of disbursement funds raised in debtor’s initial coin offering were estate 
property).

4 See, e.g., In re Mt. Gox Co. Ltd., No. 14-31229-SGJ15 (Bankr. N.D. Tex. 2014); Cryptopia Ltd. and David Ian Ruscoe, No. 11688 
(Bankr. S.D.N.Y. 2019); Dooga Ltd., No. 30157 (Bankr. N.D. Cal. 2020).

5 11 U.S.C. § 541(a)(1).
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such as a security,6 commodity7 or currency.8 However, bankruptcy courts have yet to opine.9 How cryptocurrency is 
classified has significant bearing on a number of bankruptcy-related matters, such as whether (1) coins or their value 
must be returned in a fraudulent-transfer action; (2) the Code’s swap provisions allow parties to a cryptocurrency 
transaction to enforce the contract irrespective of the automatic stay;10 and (3) valuation or estimation requires the 
conversion of cryptoassets into fiat currency (such as U.S. dollars).11 

 Irrespective of these issues, it is clear — and foreign courts have almost universally held — that cryptocurrency 
is “property” for purposes of administration in bankruptcy.12 However, the question of whether cryptoassets held 
by an exchange are estate property is more nuanced. 

 If cryptoassets are not estate property, users of an exchange might not be subject to the automatic stay and will 
likely be entitled to the return, in specie, of their cryptoassets, leaving the debtor with limited ability to effectuate 
a restructuring, including by hampering its ability to raise new financing to fund its chapter 11 case. This result is 
analogous to a broker-dealer bankruptcy under the Securities Investor Protection Act (SIPA),13 in which the bro-
ker-dealer is liquidated and investor assets are held in trust rather than assimilated into estate property. However, 
while the Securities and Exchange Commission (SEC) attempts to regulate cryptoexchanges as broker-dealers, 
cryptoexchanges have generally not accepted this designation and have not registered as such with the SEC or 
Securities Investor Protection Corp., making their susceptibility to a bankruptcy proceeding under SIPA uncertain.14 

 Alternatively, if cryptoassets are estate property, they will likely be available for the debtor’s use in the chap-
ter 11 case, and exchange users will be required to wait until the conclusion of the case to receive a pro rata 
distribution on account of their cryptoassets. This result would likely dismay cryptocurrency owners, who would 
vigorously dispute an exchange’s right to use and control their property in bankruptcy. While U.S. law on this 

6 See, e.g., Balestra v. ATBCOIN LLC, 380 F. Supp. 3d 340 (S.D.N.Y. 2019) (digital tokens are considered securities); SEC v. Shavers, 
No. 13-cv-416, 2013 WL 4028182, at *2 (E.D. Tex. Aug. 6, 2013) (same); “Report of Investigation Pursuant to Section 21 (A) of 
The Securities Exchange Act of 1934: The DAO,”  Securities and Exch. Comm’n (2017), available at sec.gov/litigation/inves-
treport/34-81207.pdf (unless otherwise specified, all links in this article were last visited on June 28, 2022).

7 See, e.g., CFTC v. McDonnell, 287 F. Supp. 3d 228-29 (E.D.N.Y. 2018) (virtual currencies are commodities subject to Commodity 
Futures Trading Commission regulatory protections); CFTC v. My Big Coin Pay Inc., 334 F. Supp. 3d 492, 498 (D. Mass. 2018) (same).

8 See, e.g., “Application of FinCEN’s Regulations to Persons Administering, Exchanging, or Using Virtual Currencies,” Fin. Crimes 
Enforcement Network (March 18, 2013,) available at fincen.gov/resources/statutes-regulations/guidance/application-fincens-regula-
tions-persons-administering (treating crypto as virtual currency); United States v. Ulbricht, 31 F. Supp. 3d 540 (S.D.N.Y. 2014) (finding 
Bitcoin were monetary instruments within meaning of anti-money-laundering legislation).

9 In re Hashfast Techs. LLC, 2016 WL 8460756 (Bankr. N.D. Cal.) (observing that cryptocurrencies are either currencies or commodities 
in bankruptcy context but declining to decide classification issue). 

10 See, e.g., 11 U.S.C. §§ 546 (g), 560; see also Josephine Shawver, “Commodity or Currency: Cryptocurrency Valuation in Bankruptcy and 
the Trustee’s Recovery Powers,” 62 B.C. L. Rev. 2013, 2039-40 (2021).

11 Joanne Lee Molinaro & Susan Poll Klaessy, “Crypto as Commodity, and the Bankruptcy Implications,” Law360 (Oct. 17, 2018), avail-
able at law360.com/articles/1093091/crypto-as-commodity-and-the-bankruptcy-implications (subscription required to view article).

12 Shair.Com Global Digital Servs. Ltd. v. Arnold, 2018 BCSC 1512 (Can); AA v. Persons Unknown [2019] EWHC 3556, [2020] 4 WLR 35 
at [57]-[59] (U.K.); Re Quadriga Fintech Solutions Corp., et al. (March 1, 2021), Toronto CV-19-627184-00CL (31-2560674), Ont. Sup. 
Ct. [Comm List]; Philip Smith and Jason Kardachi in Their Capacity as Joint Liquidators of Torque Grp. Holdings Ltd. (in Liquidation) 
and Torque Grp. Holdings Ltd. (in Liquidation), Claim No. BVIHC (COM) 0031 OF 2021; cf., Louise Gullifer QC, Megumi Hara & 
Charles W. Mooney Jr., “English Translation of the Mt. Gox Judgment on the Legal Status of Bitcoin Prepared by the Digital Assets 
Project,” Univ. of Oxford Faculty of Law (Feb. 11, 2019), available at law.ox.ac.uk/business-law-blog/blog/2019/02/english-translation-
mt-gox-judgment-legal-status-bitcoin-prepared (Tokyo District Court held that Bitcoin could not be object of ownership, as Japanese law 
did not recognize intangible forms of property). However, the Tokyo District Court’s decision appears to have been superseded by stat-
ute. Payment Services Act, Law No. 59 of 2009, (Japan) art. 2, para. 5 (recognizing proprietary interests in cryptocurrency); art. 63(11), 
para. 1 (prohibiting comingling of cryptoassets of users and exchange).

13 15 U.S.C. §§ 78aa, et seq.

14 It is an open question as to whether cryptoexchanges will be eligible for chapter 11 relief in light of the attempts to regulate them as 
broker-dealers. 11 U.S.C. § 109 (a) (excluding commodities brokers and certain banking institutions from list of entities that qualify as 
“debtor”).
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issue remains unclear, two foreign precedents have provided guidance on the issue of how cryptoassets may be 
administered in bankruptcy. 

New Zealand Determines Cyptoassets Are Property, but Not Estate Property 

 Cryptopia was formed in 2014 as a cryptocurrency exchange designed to allow users to trade, deposit and 
withdraw an array of cryptocurrencies for a fee.15 Users stored their digital assets in a wallet, which was held on 
the Cryptopia exchange network.16 Following the hack of its servers in January 2019, resulting in the theft of ap-
proximately NZD 30 million in cryptocurrency, Cryptopia commenced liquidation proceedings in New Zealand.17 
In administering Cryptopia’s insolvency, the court was called upon to consider whether the cryptoassets were 
“property” and, if so, whether they were held in trust. The court held that the answer to both of these questions 
was “yes.”18 

 Notably, the court grounded its decision in the terms and conditions of the exchange. Although the court 
found that Cryptopia exercised effective control over the coins in users’ wallets and had commingled those 
coins with its own assets, it also found that its terms of use gave rise to an express trust. Specifically, the terms 
of the exchange used language throughout that was consistent with the user’s beneficial ownership of the 
coins,19 including that “each user’s entry in the general ledger of ownership of Coins is held by us [in] trust for 
that user.”20 As a result, the court held that the account-holders were entitled to the return of their coins rather 
than a distribution alongside unsecured creditors (although the account-holders in the affected trusts would 
share pro rata in the losses arising from the theft).21 

Cryptoassets Controlled by the Exchange Are Estate Property, While Those 
Controlled by Users Are Not 

 Torque Group Holdings Ltd. in the Eastern Caribbean Supreme Court of the British Virgin Islands (BVI) 
provides similar guidance. Torque was a BVI-headquartered cryptoexchange that commenced BVI liquidation 
proceedings in February 2021. Its platform provided for cryptoassets to be held in two different types of digital 
wallets: personal and trading.22 

 The personal wallets formed part of the hosting service offered by Torque and provided users with the ability to 
trade, deposit and withdraw a variety of cryptocurrencies.23 Trading wallets were used to conduct automated trades with 
external exchanges to generate profits for Torque’s customers through cryptoarbitrage and scalping strategies.24 Those 
profits were distributed to customers who used Torque’s trading wallets in the form of “TORQ” tokens, a native currency 
of the Torque system.25 While users of personal wallets retained exclusive access to and knowledge of the private key 

15 Ruscoe v. Cryptopia Ltd. (in Liquidation), CIV-2019-409-000544 [2020] NZHC 728 (Gendall, J.) at 1-10.

16 Id. at 22.

17 Id. at 12-13.

18 Id. at 209.

19 Id. at 174-78.

20 Id. at 27, 172.

21 Id. at 196, 204-205.

22 Torque at 9.

23 Liquidators’ Preliminary Report to Creditors Pursuant to Section 226 of the Act, at 6 (May 7, 2021), available at kroll.com/-/media/kroll/
pdfs/borrelli-walsh/torque-4th-circular-to-creditors-ot.pdf (the “Liquidators’ Report”).

24 Id. at 6.

25 Id.
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necessary to access the cryptoassets in the user’s personal wallet (notwithstanding that such keys were generated by 
the exchange platform), Torque had exclusive means for controlling the trading wallets.26 

 In response to a request for direction by Torque’s liquidators, the court held that the cryptoassets stored in 
the trading wallets were property of the estate, but the cryptoassets stored in the personal wallets were not.27 The 
decision turned on whether Torque had access to the private key necessary to control the cryptoassets.28 The court 
reactivated the personal wallets to allow customers to withdraw the cryptoassets held there,29 but the contents of 
the trading wallets remained subject to the liquidators’ control pending a pro rata distribution to creditors at the 
conclusion of the liquidation.30 

The Looming Choice that U.S. Courts May Soon Face

 Should the U.S. cryptocurrency markets continue on their current trajectory, the issues presented in Cryptopia 
and Torque may soon evolve under U.S. law from theoretical to precedential. Because it is a fundamental rule 
under the U.S. Bankruptcy Code that the estate succeeds only to the title and rights in the property that the debtor 
possessed,31 the terms and conditions governing the exchange will likely play a key role in determining whether 
the estate is deemed to incorporate those assets, as it has in foreign cases. 

 If the terms of a cryptocurrency exchange are clear that the platform serves as custodian or trustee in respect 
of cryptoassets, an express trust is likely to be found.32 However, where the exchange’s terms do not give rise to 
an express trust, courts may impose other forms of trust, such as a resulting trust based on the actual intent of the 
parties33 or a constructive trust to prevent unjust enrichment of the platform.34 Where an exchange’s terms of use 
are ambiguous or silent as to the nature of its relationship with its users, both U.S. trust law35 and foreign precedent 
demonstrate that an exchange that exercises exclusive control over cryptoassets is more likely to hold those assets 
as estate property in bankruptcy.

26 Torque at 29-32.

27 Id.

28 Id. at 27. By contrast, in the Mt. Gox decision, the Tokyo District Court indicated that Bitcoin could not be the subject of exclusive con-
trol by the person holding the private key as Bitcoin is transferred by mining, which involves third parties. Gullifer, et al., supra n.12.

29 Torque at 19-20.

30 Id. However, following the decision, the liquidators announced that they were investigating the existence of subaccounts within certain 
trading wallets pursuant to which Torque may hold assets in trust for customers’ personal trading. If any trusts are found to exist by the 
liquidators or the court, the relevant assets will be returned to the relevant users and will not form part of the pro rata distribution to 
creditors. See Liquidators’ Report, supra n.23.

31 5 Collier on Bankruptcy ¶ 541.28 (16th 2022); 11 U.S.C. § 541 (a) (1), (d).

32 Restatement (Third) of Trusts § 1 (Am. L. Inst. 2003) (express trust is created where settlor manifests intention to create it, by written or 
spoken words or by conduct).

33 85 Am. Jur. Proof of Facts 3d 221 §2 (2005); Restatement (Third) of Trusts § 7 (Am. L. Inst. 2003).

34 Restatement (Third) of Trusts § 1 (d) (Am. L. Inst. 2003). The party seeking to establish such a trust must do so by clear and convincing 
evidence. In re Taylor, 133 F.3d 1336, 1341 (10th Cir. 1998).

35 Julie Elizabeth Hough, “‘Bare Legal Title’ — or Property of the Bankruptcy Estate?,” XXXI ABI Journal 9, 18, 80, October 2012, 
available at abi.org/abi-journal (“Cases often turn on whether the debtor has control over the property, has contributed to the purchase 
or upkeep of the property or has received any benefit from the property (such as using it to obtain credit)”) (citations omitted); Robert J. 
Keach, “The Continued Unsettled State of Constructive Trusts in Bankruptcy: Of Butner, Federal Interests and the Need for Uniformity,” 
103 Com. L.J. 411, 423 (1998) (describing dominion or control as “critical factor” in cases involving constructive trusts).
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Restructuring professionals must guide management and act quickly on their feet in stressful situations with 
imperfect information. One area where this is especially acute is advising management of public reporting 
companies (i.e., companies with securities publicly trading on a U.S. national securities exchange, such 

as the New York Stock Exchange (NYSE) or Nasdaq) on their public disclosure obligations under the Securities 
Exchange Act of 1934 (hereinafter, the “Exchange Act”) before and during chapter 11.

	 This	article	provides	guidance	to	general	counsels,	chief	financial	officers,	chief	accounting	officers	and	
other members of management that may handle Securities Exchange Commission (SEC) reporting. It discusses 
SEC-related disclosure and reporting considerations chronologically during the life cycle of a restructuring under 
chapter 11. This article is comprised of two parts. Part I will discuss reporting obligations before any bankruptcy 
petition	is	filed,	then	focus	on	the	petition	date	and	explain	options	available	during	the	chapter	11	case.	Part	II,	
to be published in a later issue, will cover emergence planning and the routes available post-bankruptcy.

	 Most	public	reporting	companies	in	chapter	11	will	continue	filing	and	complying	with	Exchange	Act	require-
ments.	In	rare	situations,	public	reporting	companies	may	seek	relief	from	the	SEC	to	comply	with	“modified	
reporting” in lieu of the regular Exchange Act requirements. As discussed herein, because companies can rarely 
satisfy the SEC’s criteria for relief, continued reporting following the standard Exchange Act requirements is our 
“Base Case.” In most circumstances, it is easier to continue reporting versus stopping and starting back up after a 
period of time.

Brief Overview of SEC Forms

	 Public-reporting	companies	must	file	certain	reports	with	the	SEC	to	comply	with	Exchange	Act	requirements,	
several of which are important in a restructuring. The annual report on Form 10-K provides an overview of the 
company’s	business	and	financial	conditions,	including	audited	financial	statements.2 The quarterly report on 

1 The authors thank Lanchi D. Huynh of Kirkland & Ellis LLP.

2 See “Form 10-K,” U.S. Sec. & Exch. Comm’n, available at	sec.gov/files/form10-k.pdf	(unless	otherwise	specified,	all	links	in	this	article	
were last visited on Sept. 8, 2022).
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Form	10-Q	updates	the	company’s	positions	throughout	its	fiscal	year	and	includes	unaudited	financial	statements.3 
Current reports on Form 8-K announce certain material events.4

Disclosure Considerations During the Life Cycle of a Restructuring

Before Filing the Bankruptcy Petition

	 Before	filing	the	bankruptcy	petition,	reporting	obligations	remain	ongoing,	including	the	obligation	to	file	a	
Form	10-K	or	10-Q	and	current	reports	on	Form	8-K.	However,	updates	may	be	required	due	to	changing	finan-
cial or business conditions in advance of a potential restructuring. Pre-petition events where a current report on 
Form 8-K may be required (or expected) include (1) withholding a principal or interest payment (Item 7.01 or 
8.01); (2) entering into, extending, amending or terminating any forbearance agreements (Item 1.01); (3) material 
impairments (Item 2.06); (4) notice of failure to satisfy a continued listing rule (Item 3.01); (4) entering into or 
amending a key employee incentive program (KEIP) or a key employee retention program (KERP) (Item 5.02); 
(5)	temporary	suspension	of	trading	under	employee	benefit	plans	(Item	5.04);	and	(6)	contractually	cleansing	
debt-holders and/or securityholders under a nondisclosure agreement (NDA) (Item 7.01 or 8.01).

 If disclosure is required under an item in Form 8-K, the deadline is four business days after the date of the 
stated event, while a “voluntary” Form 8-K is not subject to the four-business-day deadline. As the rules regarding 
selectively disclosing material nonpublic information (MNPI) with certain market participants, which includes 
the company’s securityholders who may be reasonably anticipated to trade, under Regulation FD5 apply to public 
reporting companies, Form 8-K may be used to ensure MNPI is widely disseminated before then or simultaneous 
with disclosure to any party not under a nondisclosure agreement. 

 A Form 10-K and 10-Q (or Form 20-F if a foreign private issuer) should be thoughtfully reviewed. Before (and 
during)	a	restructuring,	there	can	be	significant	revisions	to	the	business	section,	management’s	discussion	and	
analysis	of	financial	condition	and	results	of	operations	(the	“MD&A”),	the	special	note	regarding	forward-look-
ing statements (which should also be revised in press releases and other communications), risk factors (e.g., a 
separate	section	on	restructuring	and	liquidity	issues),	and	the	notes	to	the	financial	statements	(i.e., going-concern 
language). 

	 When	a	filing	appears	imminent,	it	is	important	to	confidentially	—	but	candidly	—	communicate	with	the	secu-
rities exchange (i.e., Nasdaq or NYSE). A company should aim to align on the potential timing to suspend trading 
and	any	delisting	of	the	securities,	which	may	occur	due	to	the	bankruptcy	filing.	To	maintain	orderly	trading,	a	
company	should	preview	any	Form	8-K	filing	(particularly	those	related	to	forbearance	or	a	bankruptcy	petition)	
with	the	securities	exchange	at	least	10	minutes	before	filing	with	the	SEC.

Lender NDAs and “Blow Out” Objectives

 During negotiations with third-party debt-holders on a possible restructuring, the company and its attorneys will 
negotiate NDAs with holders of substantial indebtedness. Restructuring NDAs will require the creditor to acknowl-
edge that they may receive the MNPI and restrict the buying and selling of the company’s securities while in posses-
sion of the MNPI.

	 Creditors	are	not	willing	to	accept	an	indefinite	trading	restriction	and	therefore	contractually	require	that	
the company “cleanse” or “blow out” all MNPIs shared with them during the negotiations by publicly releasing 

3 See “Form 10-Q,” U.S. Sec. & Exch. Comm’n, available at	sec.gov/files/form10-q.pdf.

4 See “Form 8-K,” U.S. Sec. & Exch. Comm’n, available at	sec.gov/files/form8-k.pdf.

5 17 C.F.R. § 243.
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the information via a Form 8-K or press release. This cleansing obligation is typically tied to a certain date. It 
is	important	to	identify	in	the	NDA	what	specific	information	will	be	required	to	be	blown	out	to	avoid	future	
disputes over what constitutes the MNPI. The authors suggest attaching an appendix to the NDA that precisely 
lays	out	the	materials	to	be	blown	out	and	identifies	what	materials	should	be	reviewed	by	legal	and	financial	
advisors and are therefore not required to be cleansed.

 The NDA is a critical agreement. It allows a company to share highly sensitive forward-looking information 
that is necessary for creditors to come to the table, but it also sets a timer for coming to a deal, since creditors will 
not accept lengthy trading restrictions. While it is possible that a cleansing obligation can be pushed back through 
negotiation and parties may continue negotiating after the MNPI has been blown out, the cleansing date puts pres-
sure on the parties to come to terms.

Upon Filing the Bankruptcy Petition

 The filing of a chapter 11 petition may feel like highly orchestrated chaos. The SEC reporting is one of 
many elements and should be timed and considered part of an overall communications strategy with all of 
the stakeholders, including employees, pre-petition investors, suppliers and regulators. 

 Typically, a company will issue a press release and the required Form 8-K (see Items 1.03 and 2.04) upon 
the	filing	of	the	bankruptcy	petition	to	announce	that	the	company	will	pursue	a	restructuring	through	an	in-
court bankruptcy proceeding.

	 The	Form	8-K	should	be	prepared	in	advance	so	that	it	can	be	filed	as	quickly	as	possible	after	the	petition	has	
been	filed.	If	the	bankruptcy	petition	is	made	after	5:30	p.m.	EDT,	expect	the	Form	8-K	to	be	filed	once	the	SEC’s	
filing	system	opens	the	next	business	day	at	6	a.m.	EDT.6 The Form 8-K should disclose the type of restructur-
ing, meaning whether it is pre-packaged, pre-arranged or a traditional proceeding. The Form 8-K also may serve 
to	cleanse	the	MNPI	that	had	been	shared	with	creditors	ahead	of	the	filing.	After	the	Form	8-K,	the	securities	
exchange may immediately suspend trading in the company’s securities. It is important to communicate with the 
exchange at this juncture. There are three possible outcomes depending on the facts of the restructuring.

 Prompt delisting:	Shortly	after	the	Form	8-K,	a	securities	exchange	may	file	a	Form	25	to	delist	the	compa-
ny’s equity securities if the company has publicly announced through a Form 8-K or otherwise that (1) there is 
no expected recovery to the equity securities or that the listed securities are likely to be canceled through the 
restructuring, and (2) the exchange has determined that the company is not expected to meet the exchange’s 
continued listing standards (e.g., that the common stock is expected to trade below $1 for 30 trading days).7 

 Delayed delisting: If the restructuring outcome for the exchange-listed securities is unclear, the securities ex-
change	may	file	the	form	25	weeks	or	months	later	once	the	outcome	has	crystallized.	If	delayed,	and	the	company	
and its creditors want the company to exit the restructuring as a private company without SEC reporting obliga-
tions, then the company might need to voluntarily seek a delisting to eliminate its Exchange Act § 12 (b) reporting 
obligations.8

 No delisting: If a recovery for the exchange-listed securities is expected from the outset and likely to be con-
firmed	through	the	reorganization	plan,	then	the	securities	exchange	would	likely	not	delist	the	securities.	This	
would be a relatively rare occurrence.

6 See “EDGAR Calendar,” U.S. Sec. & Exch. Comm’n, available at	sec.gov/edgar/filer-information/calendar.

7 17 C.F.R. § 240.12d2-2(b).

8 Id. at (c).
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	 If	the	exchange	files	a	Form	25,	trading	in	the	company’s	common	stock	will	be	immediately	suspended	and	
the	delisting	will	be	effective	10	days	following	the	filing	of	the	Form	25.9 Deregistration under § 12 (b) of the 
Exchange	Act	will	occur	90	days	following	the	filing	of	the	Form	25,10 although the company will remain a pub-
lic-reporting company under §§ 12 (g)11 and 15 (d).12

 Upon the delisting of the securities, trading should be expected to resume on the over-the-counter (OTC) mar-
ket (such trading is known to occur colloquially on “the pink sheets”). Without any other steps needed from the 
company,	brokers	should	begin	OTC	trading	by	filing	a	FINRA	Form	211,	which	is	designed	to	help	comply	with	
SEC Rule 15c2-11 and requires certain information to be published before broker-dealers may quote securities 
OTC.13	Generally,	OTC	markets,	the	usual	U.S.	OTC	exchange	administrator,	should	add	a	“Q”	as	a	suffix	to	the	
company’s current ticker symbol,14	and	companies	will	often	update	their	investor-relations	sites	to	reflect	the	
company’s new status.

During the Chapter 11 Proceedings

 To repeat the Base Case, during a chapter 11 proceeding it is expected that most public reporting companies 
will continue their SEC reporting uninterrupted. The SEC’s staff has expressed their view on this topic in Staff 
Legal	Bulletin	(SLB)	No.	2,	dated	April	15,	1997:	“Companies	in	bankruptcy	are	not	relieved	of	their	reporting	
obligations.”	This	includes	“filing	the	current	reports	required	by	Form	8-K	and	satisfying	the	proxy,	issuer	tender	
offer and going-private provisions.”15

 Although most companies continue their SEC reporting uninterrupted, some companies suspend their quarterly 
earnings reports and earnings calls (as neither is an SEC requirement).16 Further, U.S.-incorporated companies will 
sometimes delay or potentially forego their annual stockholders’ meeting if there is projected to be no value to the 
company’s common equity securities and, after § 12 deregistration, if the company has eliminated its requirements 
to follow the SEC’s proxy rules.

	 Items	to	keep	track	of	include	the	following:	(1)	updating	an	SEC	report	cover	page	if	the	common	stock	has	
been delisted to delete the name of the exchange and the checkmark for § 12 (b) registration; and (2) disclosing in 
the	financial	statement	footnotes,	MD&A,	legal	proceedings,	risk	factors	and	the	forward-looking	statements	legend	
that	the	company	has	filed	for	chapter	11,	plus	any	other	applicable	updates	(i.e., defaults and events of default, 
going-concern disclosures and restructuring-support agreements). In addition, major chapter 11 milestones that will 
trigger	Form	8-K	filing	requirements	include,	for	required	Form	8-K	filings,	plan	confirmation	(Item	1.03	(b));	asset	
sales under § 363 of the Bankruptcy Code (Item 2.01); and entry into restructuring-support agreements, plan-support 
agreements,	and	debtor-in-possession	financing	agreements	and	amendments	(Item	1.01).	The	documents	required	
for	Common	Voluntary	8-Ks	include	debtor-in-possession	financing	commitment	letters	(Items	7.01	and	8.01)	and	
reorganization	plans,	along	with	any	material	amendments	(Items	7.01	and	8.01).17

9 Id. at (d).

10 17 C.F.R. § 249.323.

11 15 U.S.C. § 78(l).

12 15 U.S.C. § 78(o).

13 See “Form 211,” FINRA, available at	finra.org/filing-reporting/over-the-counter-reporting-facility-orf/form-211.

14 See “Stock Up on Information Before Buying Stock,” FINRA, available at	finra.org/investors/alerts/stock-information-buying-stock.

15 SEC Staff Legal Bulletin No. 2, dated April 15, 1997, available at sec.gov/interps/legal/slbcf2.txt.

16 See Release 33-10588, “Request for Comment on Earnings Releases and Quarterly Reports,” at p. 9, available at sec.gov/rules/
other/2018/33-10588.pdf.

17 Supra n.3.
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 Despite the Base Case, the SEC has stated that there are certain conditions under which it may grant no-action 
relief	to	allow	companies	to	replace	their	periodic	reporting	on	Forms	10-K	and	10-Q	with	modified	reporting,	
which consists of detailed monthly reports that are provided to the bankruptcy court, the U.S. Trustee and other 
parties-in-interest.18	If	a	company	pursues	the	modified-reporting	approach,	it	would	file	its	monthly	report	on	a	
Form 8-K within 15 calendar days after the monthly report is due to the bankruptcy court.19 Regular Form 8-Ks 
would also continue to be required throughout the bankruptcy.20 

	 The	SEC’s	key	considerations	in	assessing	whether	a	company	should	be	allowed	to	use	modified	reporting	are	
whether	“the	benefits	that	might	be	derived	by	shareholders	of	the	debtor	from	the	filing	of	the	information	are	out-
weighed	significantly	by	the	cost	to	the	debtor	of	obtaining	the	information,”21 and whether trading in the debtor’s 
securities is minimal.22	The	SEC	staff	will	not	allow	a	company	to	use	modified	reporting	if	its	securities	remain	
listed on a national securities exchange (i.e., Nasdaq or NYSE).23 Even OTC trading on the pink sheets would 
prevent	the	use	of	modified	reporting	if	there	is	more	than	minimal	trading	volume.24 When deciding whether to 
grant	a	company’s	no-action	request,	the	SEC	also	considers	the	following:	(1)	whether	the	company	has	made	ef-
forts	to	inform	its	securityholders	and	the	market	of	its	financial	condition;	(2)	whether	the	company	has	complied	
with	its	Exchange	Act	reporting	obligations	before	the	bankruptcy	filing;	(3)	whether	the	company	has	promptly	
filed	its	Form	8-K	after	the	bankruptcy	filing;	(4)	whether	the	company	has	ceased	its	operations	or	the	extent	to	
which	the	company	has	curtailed	operations;	(5)	why	filing	periodic	reports	would	present	an	undue	hardship	to	the	
company; (6) why the company cannot comply with the disclosure requirements; (7) why the company believes 
that granting the request is consistent with the protection of investors; and (8) the nature and extent of trading in 
the company’s securities.25

	 Modified	reporting	can	be	efficient	and	minimize	professional	fees,	but	it	does	have	drawbacks.	Namely,	a	
debtor	that	uses	modified	reporting	is	not	“current”	in	reporting	requirements,	and	as	such,	the	company	will	lose	
the	benefits	of	short-form	registration,	and	certain	shareholders	will	lose	the	safe	harbor	for	public	resale	under	
Rule 144.26 Further, a company that seeks to relist its securities after emergence would have to restart its regular 
reporting	and	include	financial	statements	for	the	period	(s)	when	it	provided	modified	reporting.27 Overall, given 
these drawbacks and the limited circumstances under which the SEC staff will provide no-action relief, we expect 
modified	reporting	to	be	the	exception,	not	the	rule.

Conclusion

	 Upon	filing	for	chapter	11,	most	public-reporting	companies	should	continue	reporting	and	complying	with	
Exchange	Act	requirements.	Maintaining	pre-petition	reporting	procedures	provides	flexibility	during	the	chap-
ter	11	case	and	promotes	continuity	and	reporting	discipline.	Public-reporting	companies	should	consider	modified	
reporting	if	it	would	be	advantageous	based	on	the	particular	circumstances	of	the	chapter	11	filing.

18 Supra n.14.

19 Id.

20 Id.

21 Exchange Act Release No. 9660.

22 Supra n.14.

23 Id.

24 Id.

25 Id.

26 Id.

27 Id.
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This article continues a discussion of public reporting companies’ obligations under the Securities Exchange 
Act of 1934 (the “Exchange Act”) during the life cycle of a restructuring under chapter 11. Part 1 of this 
article2 discussed public reporting companies’ obligations under the Exchange Act before, upon filing and 

during a chapter 11 case. It emphasized that to the extent possible, a company should continue to file pre-petition 
and comply with Exchange Act requirements as a “Base Case.” Here is a summary of the Securities Exchange 
Commission (SEC) reporting considerations for public reporting companies discussed in Part I: 

• Before filing: The company’s reporting obligations remain ongoing,3 including filing current reports on 
Form 8-K for certain material events4 and updating disclosure, as needed, on Form 10-K5 or 10-Q6 in advance 
of a potential restructuring. 

• Upon filing: The company is required to file a Form 8-K announcing the filing and often certain related ma-
terial information (e.g., restructuring support agreement or a debtor-in-possession commitment). 

• During chapter 11: Most companies will continue SEC reporting uninterrupted. Form 8-K filings will be 
required for material events of chapter 11, including plan confirmation. The SEC allows a certain subset of 
debtors to make use of “modified reporting” in lieu of periodic reporting on Forms 10-K and 10-Q,7 but electing 
to do so can have significant drawbacks and is relatively rare.

Part II discusses the company’s options and corresponding obligations upon emergence from chapter 11.

1 The authors thank Lanchi D. Huynh of Kirkland & Ellis LLP.

2 See Chad Husnick, Tony Simion, Drew Maliniak & Mason Zurek, “Securities Exchange Commission Reporting and Chapter 11: Part I,” 
XLI ABI Journal 10, 30-31, 55-56, October 2022, available at abi.org/abi-journal (additional considerations related to nondisclosure 
agreement and potential securities exchange delisting actions, among other points; unless otherwise specified, all links in this article 
were last visited on Oct. 20, 2022). The article is also reprinted in this publication.

3 SEC Staff Legal Bulletin No. 2, dated April 15, 1997, available at sec.gov/interps/legal/slbcf2.txt.

4 Form 8K, available at sec.gov/files/form8-k.pdf.

5 Form 10-Q, available at sec.gov/files/form10-q.pdf.

6 Form 10-K, available at sec.gov/files/form10-k.pdf.

7 Supra n.3.



The BesT of ABI 2022: The YeAr In BusIness BAnkrupTcY

105

Planning for Emergence (Going Dark vs. Relisting)

 It is largely a business decision to either stop SEC reporting (i.e., to “go dark”) and become “private,” or 
maintain SEC reporting obligations and potentially relist on a national securities exchange upon emergence from 
a chapter 11 restructuring. The enhanced liquidity, prestige and optics of being a listed public-reporting company 
are often weighed against the advantages of being private — namely, lower costs, less scrutiny and more flexibility.

 This decision may sometimes be outside of the management team’s hands. The equity owners of the company 
post-emergence will often be large institutional investors, which may prefer that a company go dark to give the 
company “breathing room” before being subjected to heightened scrutiny from the public markets. In other situa-
tions, a desire for investor liquidity outweighs the added scrutiny and costs. That said, certain SEC requirements 
must be met before a company can terminate its SEC reporting obligations.

Going Dark

 A listed public reporting company’s securities are registered under §§ 12 (b), 12 (g) and 15 (d) of the Exchange 
Act as follows:

• Section 12 (b)8 requires registration of securities listed on a national securities exchange, such as Nasdaq or 
the New York Stock Exchange (NYSE);

• Section 12 (g)9 requires registration of any class of equity securities held by more than 2,000 record-holders 
or more than 500 record-holders who are not accredited investors as of the last day of its fiscal year (where the 
registrant has assets of $10 million or more); and

• Section 15 (d)10 requires any company that has sold securities pursuant to an effective registration statement 
(i.e., typically Form S-8 or S-3) under the Securities Act of 1933, as amended, to follow the SEC’s reporting 
requirements under § 13 of the Exchange Act.

 Each of these obligations must be terminated. Thus, to go dark, a company must: (1) delist all securities from 
any national securities exchanges; (2) ensure that the number of outstanding holders of record is below 2,00011 
(note that securities held through “street” name via DTC are generally considered to be held “of record” by the 
bank or broker, not the underlying beneficial owners, which reduces the number of holders of record);12 and (3) not 
have sold or issued any securities pursuant to an effective registration statement in the prior fiscal year.13

Form 25 Requirement

 To deregister securities that were registered under § 12 (b), either the company’s national securities exchange 
or the company must file a Form 25 to delist the securities.

8 15 U.S.C. § 78(l).

9 Id.

10 15 U.S.C. § 78(o).

11 17 C.F.R. § 240.12g-1.

12 17 C.F.R. § 240.12g5-1 (see also 6S in the SEC’s Manual of Publicly Available Telephone Interpretation).

13 See also Staff Legal Bulletin No. 18, Sec. & Exch. Comm’n (March 15, 2010), available at sec.gov/corpfin/exchange-act-rule-12h-3-
staff-legal-bulletin-18.
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 Form 25 Initiated and Filed by a National Securities Exchange (i.e., Nasdaq or NYSE): A national securities 
exchange can file a Form 25 and delist under the exchange’s rules in as few as 10 calendar days,14 but they can halt 
and suspend trading earlier (potentially before the bankruptcy petition) under the exchange’s rules.15 The national 
securities exchange must provide notice to the company and an opportunity to appeal, and post a public notice no 
fewer than 10 calendar days before the delisting.16

 Form 25 Initiated and Filed by a Company: A company may voluntarily file a Form 25 to delist its securities 
from the securities exchange. The company first must notify the exchange and issue a press release at least 10 cal-
endar days before filing the Form 25.17 The delisting becomes effective 10 calendar days after filing the Form 25, 
which suspends the company’s reporting obligations under § 12 (b) at that time.18 Trading will typically cease on 
the morning after the effectiveness of the Form 25 (so, if a trading day, the 11th day after filing the Form 25 or 
the 21st day after notifying the exchange). As previously discussed, a company may voluntarily file a Form 25 if 
its exchange has not done so. It is important to coordinate and confirm precise timing for a suspension of trading 
with the securities exchange. 

Form 15 Requirement

 Once the company is no longer subject to § 12 (b) reporting obligations, the company can then turn to eliminat-
ing its obligations under §§ 12 (g) and 15 (d). Eliminating obligations under §§ 12 (g) and 15 (d) requires the filing 
of a Form 15.19 To terminate registration under § 12 (g), the company must certify that it has fewer than 300 re-
cord-holders, or 500 record holders and $10 million or less in assets on the last day of each of its last three fiscal 
years.20 The company’s reporting obligations under § 13 (a) (i.e., periodic reports) will be suspended on the day 
that the Form 15 has been filed, but until 90 days after the Form 15 is filed, the securities will not be deregistered, 
and reporting obligations under the proxy rules and § 16 will not be suspended.21

 Even if a company takes the appropriate steps to deregister under §§ 12 (b) and (g) of the Exchange Act, it will 
still need to suspend reporting obligations under § 15 (d) to the extent applicable. There are two methods to sus-
pend reporting under § 15 (d): automatic suspension under Rule 15d-622, and registrant-initiated suspension under 
Rule 12h-3.23

 Under Section 15 (d) and Rule 15d-6, reporting obligations are automatically suspended for any fiscal year other 
than the fiscal year in which a registration statement became effective if, at the beginning of the fiscal year, the regis-
trant had fewer than 300 record-holders. Note that a registration statement will be treated as becoming effective if it 
was updated through the filing of the Form 10-K. In such a case, while suspension is available under this provision, 
the SEC has stated under Staff Legal Bulletin No. 18, dated March 15, 2010 (“SLB 18”), that, to rely on the § 15 (d) 
automatic-reporting suspension, a company must post-effectively deregister any remaining unsold securities from 
all existing Forms S-3 and S-8 registration statements before filing the Form 10-K for the prior fiscal year (e.g., 
the Form 10-K for fiscal 2021). As an example, the Form 10-K for fiscal year 2021 would serve as a post-effective 
amendment that updates the company’s registration statements, requiring a Form 10-K for fiscal year 2022 (due in 

14 17 C.F.R. § 240.12d2-2(b).

15 See, e.g., Nasdaq Listing Center, available at listingcenter.nasdaq.com/rulebook/nasdaq/rules/nasdaq-5000. 

16 Supra n.14.

17 Id. at (c).

18 Id. at (d).

19 Form 15, available at sec.gov/files/form15.pdf.

20 17 C.F.R. § 249.323.

21 Id.

22 17 C.F.R. § 240.15d-6.

23 17 C.F.R. § 240.12h-3.
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2023 as a trailing Form 10-K). Under Rule 12h-3, companies may suspend § 15 (d) reporting obligations at any time 
during the fiscal year upon filing a Form 15 if, among other things, the company (1) is current and has been current 
in its SEC reporting for the last three fiscal years; (2) has fewer than 300 record-holders (where the registrant has 
assets of $10 million or more); and (3) no registration statements have become effective in the current fiscal year 
(note, again, that a registration statement that is updated due to a Form 10-K filing is treated as becoming effective).

 However, in some situations, the SEC has previously granted no action relief where the company (1) plans to 
cancel upon emergence the securities causing the company’s reporting obligations (with no successor company 
issuing securities that would trigger a new reporting obligation under §§ 12 (g) or 15 (d)), and (2) meets all of the 
aforementioned requirements except that registration statements have become effective in the current fiscal year 
(e.g., a Form S-8 made effective because of the filing of the company’s prior fiscal year Form 10-K). As a dili-
gence matter, before seeking or relying on prior no-action relief, it is imperative that the company confirm that no 
issuances or sales of securities have occurred pursuant to those registration statements during that same fiscal year 
(e.g., due to the settlement of securities related to an equity compensation plan). If issuances or sales of securities 
have occurred during the fiscal year in which the company is seeking relief, no relief is available.24

 Under a typical “going dark” scenario (with no trailing Form 10-K requirement), shortly before emerging from 
chapter 11, the company should terminate any effective registration statements (i.e., registration statements on 
Form S-3 or S-8). After which, assuming the company has fewer than 300 record-holders and has remained current 
in its SEC reporting obligations, the company may file a Form 15 to suspend its § 15 (d) reporting obligations and 
immediately stop SEC reporting.

 If a company anticipates that it can terminate its Exchange Act reporting obligations, it should ensure that its 
post-emergence loan agreements, indebtedness, stockholder agreements and other contracts do not include con-
tractual obligations to file reports with the SEC. While the company should expect to have ongoing reporting ob-
ligations to its lenders, the company should generally post these reports to a private lender and/or investor website 
rather than filing them with the SEC. The company also should consider including provisions in its organizational 
documents that prohibit transfers of equity that would result in the company being required to register with the 
SEC. 

Stopping OTC Trading for Pre-Petition Securities

 If the securities are being canceled at emergence, the company should notify FINRA at least 10 calendar days 
before the emergence date so that brokers cease over-the-counter (OTC) trading on the emergence date.25

Relisting with a National Securities Exchange and Registration with the SEC

 If a company chooses to emerge as an SEC reporting company, it may seek to relist its post-emergence securi-
ties with the national securities exchange. Typically, under the base case, if a successor registrant is being used at 
emergence, that new legal entity would file a Form 8-K pursuant to Rule 12g-326 and/or Rule 15d-527 to assume the 
successor’s registration status with the SEC. At that point, the company or its successor would need to satisfy the 
exchange’s listing procedures with the national securities exchange to have the securities relisted. The exchange may 
also require that a Form 8-A 12 (b) be filed.28 In certain situations, if Rule 12g-3 is unavailable, a Form 10 may be 

24 See n.13 to Staff Legal Bulletin No. 18.

25 FINRA Rule 6490.

26 17 C.F.R. § 240.12g-3.

27 17 C.F.R. § 240.15d-5.

28 Form 8-A, available at sec.gov/files/form8-a.pdf.
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necessary to complete the registration before the relisting.29 A Form 10 would require several weeks to prepare, as it 
requires financial statements and IPO-like disclosure.

 With planning, relisting could theoretically be done at the date of emergence. However, due to timing con-
siderations, typically a relisting is completed, at the earliest, on the date after the notice of effective date for a 
confirmed reorganization plan. Exchanges should be contacted at least four to six weeks (or earlier) before the 
planned emergence date to ensure that the exchange’s listing requirements are met, as many exchange-driven listing 
requirements depend on analyzing the number and make-up of post-emergence securityholders as well as any new 
directors.

Conclusion

 Upon emergence from chapter 11, a public reporting company has two choices: cease SEC reporting (i.e., “go 
dark”) and become a “private” company, or maintain reporting obligations and potentially relist its securities on 
a national exchange. Going dark requires a company to terminate its obligations under each of §§ 12 (b), 12 (g) 
and 15 (d) of the Exchange Act. Relisting, such as after a delisting due to the chapter 11 proceedings, may be 
accomplished through a number of avenues depending on the circumstances surrounding emergence, with some 
requiring significant lead time, since they are essentially a “re-IPO.” When making its decision, management and 
the equity-owners must weigh the liquidity, prestige and optics of being a listed public-reporting company against 
the lower costs, less scrutiny and more flexibility of being private.

29 Form 10, available at sec.gov/files/form10.pdf.
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As the world begins to emerge from the COVID-19 pandemic, businesses have been facing new headwinds 
from supply-chain disruptions, inflation and recessionary fears. These factors could result in an uptick in 
bankruptcy filings in 2023. Over the last several years, there has been a rise in the use of upfront retention 

programs in place of, or in combination with, traditional Key Employee Incentive Programs (KEIPs). More re-
cently, the U.S. Government Accountability Office (GAO) has openly called for Congress to step in to curtail this 
growing trend. These potential restrictions could make it even more difficult for distressed companies to retain top 
talent in one of the tightest labor markets in recent history. This article evaluates the current state of restructuring 
compensation using data from a comprehensive database of court-approved programs,1 and discusses growing 
trends and potential developments in light of increased scrutiny from regulators and stakeholders. 

KEIPs

 For more than 15 years, it was standard practice for companies in bankruptcy to implement a performance-based 
incentive plan, known as a KEIP, to ensure that it motivates, rewards and retains critical talent during a restructur-
ing. The popularity of KEIPs is a direct result of the passage of the Bankruptcy Abuse Prevention and Consumer 
Protection Act of 2005 (BAPCPA) and the limitations it placed on retention bonuses to insiders. Due to the strict 
rules under § 503 (c) (1) of the Bankruptcy Code (added by BAPCPA), retention bonuses to insiders were effectively 
eliminated. Accordingly, companies began adding performance metrics to these programs so that they would fall 
under the more liberal business-judgment standard (under which the incentive plan may be approved based on 
business judgment and an analysis of the facts and circumstances of the case). 

 However, these performance goals must be challenging and not considered “lay-ups” in order to escape the 
more restrictive treatment under § 503 (c) (1). Common performance metrics used by companies include: (1) finan-
cial metrics (EBITDA, cash flow, operating income, and liquidity); (2) sale of assets; (3) confirmation of a reor-
ganization plan/emergence from bankruptcy (usually by a specified time); and (4) cost reduction/expense control 
(see Exhibit 1).

 One of the greatest challenges when structuring a compensation program in a distressed situation is developing 
performance metrics that are both challenging and achievable. This is compounded by current uncertainty around 
inflation, labor-market and supply-chain shortages, and interest rates that make forecasting traditional financial and 
operational performance measures difficult. Metrics are typically designed so that executives have “line of sight” 
between organizational actions and performance measures, allowing the organization to create a plan of action to 

1 This database is provided by the authors’ firm.
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achieve stated goals. This becomes increasingly difficult when macroeconomic conditions make once-reasonable 
performance targets unachievable. The inherent difficulty in setting performance metrics in the current environment 
has led many companies to pursue alternative avenues to retain key talent without the restrictions of § 503 (c) (1), 
including the use of upfront retention payments.

Popularity of Upfront Retention Payments

 In recent years, upfront retention awards have become more popular and are seen as an effective way to retain 
key employees. These awards are paid in advance of the desired retention period (and prior to any bankruptcy 
filing, if applicable) and include a clawback provision in which the recipient must pay back the amounts if they do 
not provide services for the required time period and/or achieve certain performance metrics. Even though these 
programs are not subject to the court-approval process, they could still be challenged as a preferential or fraudulent 
transfer under the Bankruptcy Code and applicable state law. Successful challenges are extremely rare and very 
fact-specific. 

 Two drawbacks of these programs are potential liquidity issues and the enforceability of the clawback provi-
sion. Most distressed companies are already strapped for cash, and a large upfront cash outflow may be unfeasible. 
Furthermore, to the extent that an employee receives an upfront retention payment but does not stay employed 
through the retention period, it may be difficult or impractical for the company to claw back the payments. There-
fore, these upfront awards are typically reserved for a small group of senior management to lessen the potential 
administrative burden of clawing back payments from a large population.

Increased Scrutiny for Upfront Retention Payments

 Since these programs are implemented and paid prior to bankruptcy, they generally fall outside of the con-
straints on insider retention under the Bankruptcy Code, but they still have been the subject of scrutiny. Several 
companies have received backlash from the media after making large retention payments on the eve of a bank-
ruptcy filing. The optics are less than ideal when such payments are coupled with mass layoffs. The media has 
latched on to this concept, and “bonus” has become a dirty word during and leading up to bankruptcy.

 However, it is important to remember that an executive’s base salary typically only comprises 10-20 percent of 
their compensation package (versus the vast majority for nonexecutives), with the remainder being comprised of 
retention and incentive elements. Few high-caliber executives are willing to work for only 10-20 percent of their 
normal annual compensation, which is especially true when the decrease in compensation is coupled with the added 
workload, uncertainty and stress that come along with restructuring. Therefore, companies must carefully consid-
er the benefits of retaining key talent, even if the program will inevitably face scrutiny. While combating media 
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spin can be an impossible task, companies that want to mitigate negative exposure should consider the following 
suggestions. 

Don’t Delay Making Upfront Payments

 If possible, companies should try to avoid making payments on the eve of bankruptcy. The cases receiving the 
most criticism have been those in which payments were made shortly before a chapter 11 filing. Still, this is not 
always possible when a company’s financial situation quickly deteriorates, and this should not stop companies 
from taking appropriate action to retain key talent. 

Ensure that the Program Is Reasonable

 Just because the upfront retention program is not subject to court approval does not mean that the company 
should not undertake a robust program-design process. If the program is reasonable in design and amount and 
consistent with programs at similar companies, the company can defend its decision and process to stakeholders 
and the public. 

Address the Entire Organization

 When implementing an upfront retention program for senior management, do not forget to also address compen-
sation issues at lower levels of the organization. Although payments to rank-and-file employees are not subject to 
the same restrictions as insiders under the Bankruptcy Code, re-evaluating performance metrics, payout frequency 
and award values for this population is no less critical. Putting in place programs for the entire workforce can 
combat claims that the organization has focused all its attention on highly compensated executives. 

Response from the GAO

 Last year, the GAO took aim at upfront retention awards, recommending that Congress amend the Bankruptcy 
Code to bring prebankruptcy bonuses under court oversight and provide factors that the court should consider 
before approving them. The GAO’s review of court dockets for the approximately 7,300 companies that filed for 
chapter 11 in fiscal year 2020 revealed that none of the debtors requested court approval for executive retention 
bonuses during bankruptcy, while 42 debtors awarded prebankruptcy retention bonuses — totaling approximately 
$165 million — from five months to two days before filing.

 The GAO viewed upfront retention as an attempt to undermine § 503 (c)’s restrictions and decrease the ability 
of creditors, U.S. Trustees and the courts to prevent bonuses that are inconsistent with the section’s require-
ments. They noted some academics and practitioners that supported amending § 548 of the Bankruptcy Code 
to allow executive bonuses granted within a certain time frame to be recovered or avoided if the bonuses would 
not have been allowed under § 503 (c). Other commentators believed that legislative responses are unnecessary 
and could lead to unintended consequences. 

 While much of the criticism of upfront retention payments has focused on the direct costs of the program, 
little attention is given to the potential savings to the estate through the avoidance of administrative and legal 
expenses incurred through the court-approval process. Court approval often requires substantial legal and pro-
fessional fees; putting in place upfront retention programs is often far more cost-effective. 

 Currently, there are no proposals in Congress to amend § 503 (c) that are likely to pass. However, companies 
facing financial distress should still stay updated on the most recent judicial and legislative developments to avoid 
being caught off-guard. 
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Post-Emergence Incentive and Retention

 When emerging from bankruptcy, a company’s stock and any unvested equity awards are usually cancelled 
or become virtually worthless. Lack of meaningful equity ownership in the go-forward entity, coupled with an 
uncertain company future, leads to difficulties in retaining and motivating key executives following emergence. 
Emergence equity grants under a management incentive plan (MIP) can relieve some of these challenges. 

 In prior years, MIPs were commonly negotiated during the bankruptcy proceeding as part of the restructur-
ing-support agreement. Recently, there has been an increase in deferring these decisions until the new post-emer-
gence board is in place. Prominent practices around MIPs also vary significantly depending on whether the entity 
emerges as a public or private entity (see Exhibit 2).

 

Throughout the COVID-19 pandemic, due to heightened instability in certain sectors, there have been increasing-
ly complex capital structures being utilized post-restructuring. This can create unique issues when it comes to 
providing market levels of compensation through a MIP. In these situations, the common stock may have little to 
no value, so companies shift to more creative long-term incentive structures such as hybrid equity and cash awards 
or phantom awards that mirror the return on preferred stock. In recent years, the use of performance-based awards 
in combination with traditional restricted stock or restricted stock units has become increasingly popular. These 
alternative awards require significant work to ensure that they are properly structured and communicated to em-
ployees in an understandable way as to not lose their incentivizing effect.

 Companies should also revisit and revise employment agreements and severance/change in control protections 
after emerging from bankruptcy. General policies and plans that cover multiple employees have become more 
prevalent than individualized employment agreements. However, given the uncertainty for executives when a 
company is emerging from bankruptcy with a new ownership structure, it is not uncommon for new employment 
agreements to be entered into with executives.

Impact of the Type of Restructuring

 Whether it is an unplanned freefall, a tightly constructed pre-packaged filing or something in between, what is 
appropriate and practical from a compensation perspective will differ depending on the type of filing. Although every 
case is different, Exhibit 3 summarizes what is commonly seen based on where a company falls on the spectrum of 
bankruptcy filings.

 The trend toward utilizing pre-packaged filings and upfront retention awards has continued due to the lengthy 
process to get a KEIP approved in bankruptcy court. Absent a new retention or incentive program, a large compen-
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sation gap may exist, resulting in increased attrition at the worst possible time. The compensation path is impacted 
not only by the type of filing, but also based on whether an entire industry is in distress versus a single company 
struggling in an otherwise thriving industry. In the latter circumstances, healthy competitors can swiftly poach 
key talent and high-performers. In addition, the Great Resignation has impacted the talent market significantly, 
especially for those key employees with easily transferrable skills (e.g., financial, legal and human-resource profes-
sionals) who can more easily switch to a different company or industry. Therefore, it is important to always ensure 
that the appropriate compensation programs are in place to prevent unwanted departures within the management 
ranks.

Conclusion

 As we appear to have turned a corner in the COVID-19 pandemic, new economic and regulatory uncertainties 
have been emerging for distressed companies. Retaining and motivating key talent remains critical for companies 
entering or emerging from bankruptcy. Upfront retention payments have grown in popularity due to their flexibility 
and cost-effectiveness, but they have also garnered the attention of regulators and commentators who view them 
as an attempt to circumvent the Bankruptcy Code. While it is unclear what the long-term outcome might be, com-
panies facing a restructuring today should be aware of and consider all options when determining the best route to 
retain and incentivize key employees.
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Chapter  5

DOLLARS AND CENTS: 
CLAIMS ADMINISTRATION

“How did you go bankrupt?,” Bill asked.

“Two ways,” Mike said. “Gradually and then suddenly.”

“What brought it on?”

“Friends,” said Mike. “I had a lot of friends. 
False friends. Then I had creditors, too. 
Probably had more creditors than anybody in England.”

~ Ernest Hemingway

Establishing a proof of claim, and doing so properly, is a necessary condition for receiving a distribution in 
a debtor’s bankruptcy case and is thus a matter of high importance for all parties involved. On one hand, 
failing to file a claim in an appropriate and timely manner could lead to costly losses for creditors. On the 

other hand, managing and resolving these claims can place a massive administrative strain on debtors. The au-
thors in this chapter guide readers through timeline expectations for filing claims, explain legislative and practical 
complications related to class proofs of claim, describe the role of claims representatives, and illustrate methods 
for facilitating claim distribution upon confirmation.
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The trend in federal courts today favors allowing class proofs of claim. In fact, with the exception of the 
Tenth Circuit,1 all circuit courts that have addressed the issue have adopted the majority view.2 In practice, 
however, differing case law and the absence of statutory provisions or legislative history specifically al-

lowing class claims has created considerable confusion and uncertainty regarding their allowance. Furthermore, 
both the majority and minority viewpoints adopted by federal courts conflict with present rules under the Federal 
Rules of Bankruptcy Procedure, as well as the principles and goals of the Bankruptcy Code. The authors suggest a 
different approach that better resolves the class proofs-of-claim question: class proofs of claim should be allowed, 
but only with respect to classes already certified by a nonbankruptcy court under Rule 23 of the Federal Rules of 
Civil Procedure. In addition, we propose an amendment to the Bankruptcy Rules that requires class certification 
as a prerequisite to the allowance of class claims.

 The relevant sections of the Code and Rules that address proofs of claim are § 501 (a) and Bankruptcy 
Rule 3001 (b), respectively. Section 501 (a) provides that a “creditor ... may file a proof of claim,”3 and 
Rule 3001 (b) requires that a “proof of claim ... be executed by the creditor or the creditor’s authorized agent.”4 
In the ordinary case, the application of these rules is straightforward: Individual creditors file a claim on their 
own behalf or authorize their agent to file on their behalf. In the case of class claims, the Bankruptcy Rules are 
silent and therefore ambiguous. 

 For this reason, until 1987 bankruptcy courts had largely agreed that class proofs of claim were not permissible.5 
These courts reasoned that § 501 (a) and Rule 3001 (b) include the exclusive universe of those permitted to file a 

1 See, e.g., In re Standard Metals Corp., 817 F.2d 625 (10th Cir. 1987). Notably, on rehearing, the Tenth Circuit found that notice 
was improper and granted an extension of the bar date to file individual claims without considering the class claims issue. See, e.g., 
Sheftelman v. Standard Metals Corp., 839 F.2d 1383, 1386 (1987). The original decision was vacated only as to the notice issue. In re 
Standard Metals Corp., No. 852783 (10th Cir. March 28, 1988) (unpublished order). Thus, while the precedential value of the original 
decision is uncertain, federal courts have cited the decision as support for the minority viewpoint. See, e.g., In re Charter Co., 876 F.2d 
866, 869 (11th Cir. 1989) (citing Standard Metals, but noting that its precedential value is uncertain).

2 The Fourth, Sixth, Seventh, Ninth and Eleventh Circuits have found that class proofs of claim are permissible. See, e.g., Gentry v. Siegel, 
668 F.3d 83 (4th Cir. 2012); In re Birting Fisheries Inc., 92 F.3d 939 (9th Cir. 1996); In re Charter Co., 876 F.2d 866 (11th Cir. 1989); 
Reid v. White Motor Corp., 886 F.2d 1462 (6th Cir. 1989); Matter of Am. Rsrv. Corp., 840 F.2d 487 (7th Cir. 1988). The Bankruptcy 
Appellate Panel of the First Circuit agreed with the majority of circuit courts that class claims are permissible, but the First Circuit has 
not ruled on the issue. See Trebol Motors Distrib. Corp. v. Bonilla (In re Trebol Motors Distrib. Corp.), 39 C.B.C.2d 1521, 220 B.R. 500 
(B.A.P. 1st Cir. 1998).

3 11 U.S.C. § 501(a) (2020).

4 Fed. R. Bankr. P. 3001(b).

5 See Standard Metals, 817 F.2d at 632 (noting that “the overwhelming majority of those bankruptcy courts that have been asked to allow 
a class proof of claim ... have rejected uniformly class proofs of claim”) (citing cases); see also In re Johns-Manville Corp., 53 B.R. 346 
(Bankr. S.D.N.Y. 1985).
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claim,6 and that a putative class representative lacked the agency to file such class claims.7 Then, in In re American 
Reserve, the Seventh Circuit controversially held that class proofs of claim are permissible pursuant to Bankruptcy 
Rule 9014, which confers broad discretion on bankruptcy courts to apply Bankruptcy Rule 7023 and, by reference, 
Civil Rule 23 in contested matters.8 In addition, the Seventh Circuit held that a class representative’s authority to 
file a class claim is retroactively obtained if the court exercises its discretion to apply Rule 7023 and the require-
ments of class certification have been met.9 The American Reserve opinion was the first circuit court decision to 
diverge from the traditional view that class claims are not permissible. Today, the reasoning in American Reserve 
is the majority view, while only a minority of courts have held that class claims are not permissible.10

 While the majority and minority viewpoints have good arguments, a serious shortcoming of both approaches 
is that they conflict with the Bankruptcy Rules. On the one hand, the majority approach gives bankruptcy courts 
discretion to confer authority to a class representative in cases where such authority does not already exist in vi-
olation of Rule 3001 (b). In contrast, the minority approach establishes a blanket prohibition on all class claims, 
denying courts the discretion that Rule 9014 permits in contested matters. Moreover, absent a uniform approach 
to the application of class claims, uncertainty and confusion regarding their permissibility will continue to the 
detriment of debtors and creditors. The need for clarity is particularly acute in jurisdictions where the circuit court 
has not opined on the issue.11 

 For example, a recent decision in the Fifth Circuit, a jurisdiction where there is no binding precedent on the 
issue, demonstrates the lack of clarity that exists. In In re CJ Holdings, the U.S. District Court for the Southern 
District of Texas considered whether the creditors’ failure to timely file individual proofs of claim was the result 
of excusable neglect.12 While the issue before the court was not on the permissibility of class claims, its reasoning 
included statements relevant to the class claim debate. Specifically, in reversing the bankruptcy court’s decision, 
the district court held that the creditors’ failure to file timely individual claims due to their reliance on their timely 
filed class claims constitutes excusable neglect. The district court reasoned that the record showed valid reasons for 
the creditors’ confusion, explaining that while the Fifth Circuit has not ruled on the issue, the majority of circuits 
have held that class claims are allowed. Absent clear binding precedent, the district court’s discussion in dicta 
undoubtedly raises further uncertainty regarding the permissibility of class claims in the Fifth Circuit. 

 However, there is a third possible approach that provides a workable and beneficial solution consistent with 
the Bankruptcy Rules: establishing class certification as a prerequisite to the allowance of class claims.13 Unlike 

6 See Standard Metals, 817 F.2d at 631 (“The import of this language is that each individual claimant must file a proof of claim or express-
ly authorize an agent to act on his or her behalf.”).

7 Id. at 631 (“Rule 3001 (b) allows a creditor to decide to file a proof of claim and to instruct an agent to do so; it does not allow an ‘agent’ 
to decide to file a proof of claim and then inform a creditor after the fact.”).

8 Matter of Am. Rsrv. Corp., 840 F.2d 487, 488 (7th Cir. 1988) (“Bankruptcy Rule 9014, which applies to ‘a contested matter in a case ... 
not otherwise governed by these rules,’ states that ‘[t] he court may at any stage in a particular matter direct that one or more of the other 
rules in Part VII shall apply.’ Rule 9014 thus allows bankruptcy judges to apply Rule 7023 — and thereby [Civil Rule 23], the class 
action rule to ‘any stage’ in contested matters.”); see also Fed. R. Bankr. P. 9014 (c).

9 Am. Rsrv., 840 F.2d at 493 (“If the court certifies the class, however, the self-appointed agent has become ‘authorized,’ and the original 
filing is effective for the whole class (the principals).”).

10 See supra n.2; see also In re Motors Liquidation Co., 591 B.R. 501 (Bankr. S.D.N.Y. 2018) (finding that courts may exercise their discre-
tion in applying Rule 7023); In re Vanguard Nat. Res. LLC, No. 17-30560, 2017 WL 5573967 (Bankr. S.D. Tex. Nov. 20, 2017) (same); 
In re Pac. Sunwear of California Inc., No. 1610882 (LSS), 2016 WL 3564484 (Bankr. D. Del. June 22, 2016) (same).

11 See, e.g., In re FirstPlus Fin. Inc., 248 B.R. 60 (Bankr. N.D. Tex. 2000) (holding that class proofs of claim are not permissible); but see 
In re Craft, 321 B.R. 189 (Bankr. N.D. Tex. 2005) (holding that class proofs of claim are permissible).

12 In re CJ Holdings Co., No. H-203014 (S.D. Tex. June 29, 2021).

13 Notably, federal courts that follow the majority approach have adopted a three-factor test to help guide them in their analysis to use their 
discretion to apply Rule 7023. While this test includes pre-petition certification as a factor in favor of allowance, no one factor is disposi-
tive. See In re Musicland Holding Corp., 362 B.R. 644, 651 (Bankr. S.D.N.Y. 2007) (explaining that the factors include: “(1) whether the 
class was certified pre-petition...; (2) whether the members of the putative class received notice of the bar date...; and (3) whether class 
certification will adversely affect the administration of the case”).
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the majority approach, this approach ensures that a class representative has the agency that Rule 3001 (b) requires, 
because when a nonbankruptcy court enters an order certifying a class, it confers a class representative with the 
authority to adequately prosecute the class action.14 A class representative’s authority to file a class claim thus falls 
within its authority and responsibility to adequately protect the interests of the class.15 

 In the precertification stage, such authority does not exist,16 and unlike the minority approach, this approach 
does not eliminate the court’s discretion under Bankruptcy Rule 9014. Once a class claim satisfies the prerequisite 
class certification, courts may exercise their discretion pursuant to Rule 9014 to apply Rule 7023 to the class claim.

 The best way to implement this approach is through an amendment of the Bankruptcy Rules that requires class 
certification as a condition to allowing class claims. More than 30 years have passed since the Seventh and Tenth 
Circuits adopted the existing approaches to the class-claim debate, yet lower courts have failed to uniformly adopt 
a single approach or propose any new solutions. This suggests that it is unlikely, if not impossible, for federal courts 
to reach a consensus resolution on their own. It is even more unlikely that the U.S. Supreme Court will address 
the issue given the uncertain precedential value of the Tenth Circuit’s opinion and the Supreme Court’s limited 
capacity to hear cases. 

 In contrast, amending the Bankruptcy Rules is a possible and, if approved, concrete method for adopting this 
new approach. Each year, the Advisory Committee on Bankruptcy Rules considers proposed amendments to the 
Bankruptcy Rules that, once approved, are adopted by the Supreme Court.17 The Advisory Committee accepts 
proposed amendments from multiple sources, including bankruptcy judges and clerks, practicing attorneys, and 
other professionals and academics.18 On average, it is about three years from the time when a suggestion for 
change is first received by the Advisory Committee, to the time that a rule change becomes effective.19 

 Moreover, there are many benefits to amending the Bankruptcy Rules to implement this approach. First, 
the rule amendment promotes the Bankruptcy Code’s spirit and structure. The bankruptcy claims process is 
an integral part of the reorganization process that advances the Code’s goal of resolving claims expeditiously 
and principles of finality and fairness. The rule amendment will achieve greater uniformity in the application 
of the Rules to class claims, ensuring that the claims-resolution process is efficient and fair. 

 Second, the rule amendment will eliminate the confusion and uncertainty caused by inconsistency in the case 
law. As previously shown, lower courts in jurisdictions where there is no binding precedent continue to be divided 
on the issue, leaving both creditors and debtors uncertain of the position that a court will take. The rule amendment 
will finally provide parties with clear procedural guidance regarding the allowance of class claims. 

 Third, the rule amendment will better maintain the balance between the claims process and the class-certifi-
cation process. While these processes are similar in some ways, there is an important procedural difference: the 
class-certification process is an opt-out model, while the bankruptcy claims process is an opt-in model. The new 

14 Civil Rule 23(a)(4) provides that in order to certify a class, a court must find that “the representative parties will fairly and adequately 
protect the interests of the class.”

15 The minority viewpoint argues that certification does not provide a class representative with blanket consent to pursue any litigation on 
behalf of the class, including filing a bankruptcy class claim. See supra  n.7. This argument incorrectly assumes that the filing of a class 
claim does not fall within a class representative’s authority to adequately protect the interests of a class.

16 While not many cases discuss a putative class representative’s authority in the precertification stage, the Supreme Court has rejected a 
putative class representative’s stipulation, finding that “a plaintiff who files a proposed class action cannot legally bind members of a 
proposed class before the class is certified.” Standard Fire Ins. Co. v. Knowles, 568 U.S. 588, 133 S. Ct. 1345, 1346, 185 L. Ed. 2d 439 
(2013).

17 For an overview of the bankruptcy rulemaking process, see generally Alan N. Resnick, “The Bankruptcy Rulemaking Process,” 70 Am. 
Bankr. L.J. 431 (1996).

18 Id. at 252.

19 Id. at 266.
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rule’s certification requirement ensures that the opt-out procedure in class actions takes place separate from, and 
prior to, the bankruptcy claims process.

 Some may argue that class certification is too burdensome because putative class members rely on putative 
class counsel during the class-certification process, which can take years to complete. However, creating an 
artificial “below-certification” threshold suffers from the same problems as the majority rule, because such an 
approach (1) undercuts the class certification framework to allow a class that has not yet carried its burden to 
end-run the bankruptcy claims filing and allowance process; and (2) vests authority with a putative class rep-
resentative and putative class counsel who have no such authority and owe no duty to class members that they 
might one day represent. Moreover, this approach fails to resolve the uncertainty associated with the existing 
majority and minority positions, as any standard short of certification will be left open to judicial interpretation, 
which could vary widely among courts.
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Congratulations! The bankruptcy court just confirmed your client’s chapter 11 plan. Before you can exhale 
or even open the email notification on the confirmation order, everyone in the case — from counsel to the 
bondholders set to own the reorganized company, to counsel to the creditors’ committee and your own 

client’s management team — is asking one thing: When are distributions going out? Moreover, your client has 
already mentally moved on from the bankruptcy case and would prefer to disassociate themselves from this work-
stream. The company is focused on fresh-start accounting and getting back to operating the business free of court 
supervision as of the plan’s effective date. Before you can leave on a well-deserved vacation, you need to get the 
ball rolling on distributions. This article covers a few topics to consider as you plan.

Bank Accounts

 Compliance and reporting obligations make opening new bank accounts, even those needed to facilitate cash 
distributions at closing, about as enjoyable as a visit to the dentist. Partnering with a third-party account agent can 
simplify and speed up the account-opening process so that the company is prepared for the effective date. The agent 
should have multiple bank relationships and can suggest the banking partner with the appropriate capabilities. The 
account agent should be able to help work through any hurdles in the banking process and should be able to open a 
new account the same or next business day. Still, and especially where funds need to be included in an effective-date 
or closing-funds flow, account-opening timelines should be factored in well in advance of confirmation or transaction 
approval.

Tax Forms

 You have determined which claims to allow and calculated the payouts, even funded the distribution account. 
You are ready to send payments — until you realize that you are missing taxpayer/employer identification numbers 
for most of the payees. It is a best practice in vendor management to collect Internal Revenue Service Form W-9 or 
W-8 from such vendors to verify the payee’s identity, and this practice applies to the chapter 11 distribution process 
as well. In addition, other information is often required to ensure compliance with tax laws and other regulations. 
With careful planning, tax information can be obtained in advance, reducing a delay in issuing distributions while 
waiting for claimants to submit the required forms. 

 First, consider obtaining available vendor data from the client’s accounts payable department well before the 
plan effective date. This crucial step is often overlooked, and by the time distribution logistics are considered, 
access to accounts payable data and personnel may no longer be available (as is often the case in liquidation sce-
narios), forcing you to solicit a wider group of claimants than necessary, thus increasing expense. 

 For the subset of claimants that you must solicit because their tax identification information is not available, 
plan to reach out to them via multiple communication channels, and be sure to request information and collect 
responses in a manner that will enable you to associate the tax identification information with the underlying claim. 
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Despite your best efforts, Forms W-9 and W-8 often come back independent of information identifying the claim 
to which they should be associated, and are sometimes returned with an entirely different name, as the claimant 
may have been consolidated with a different entity for tax purposes. Selecting an account agent to design a process 
to efficiently collect this information and tie it to a claim can expedite distributions and minimize costs.

 Finally, plan for Form 1099 issuance well in advance of tax season. In a reorganization scenario, the client can 
incorporate distribution data into its existing Form 1099 process, saving time and money. In liquidation or other 
scenarios where the client might not have the capability to issue Form 1099s, work with your account agent to se-
lect a vendor before the end of the tax year, and note that Form 1099 issuance might require different data formats 
than those used for issuing distribution payments, along with longer lead times.

Payment Methods and Elections

 Checks may seem old fashioned, but they are not going away just yet and are still often the default payment 
method and path of least resistance, since payment information sufficient to send a check is contained in the proof 
of claim. However, checks come with costs beyond what a bank or check printer may charge. Checks could be out-
standing for 90, 120 or even 180 days, depending on bank policy and what the chapter 11 plan requires regarding 
undeliverable distributions. They can also be lost in the mail or mishandled, leading to requests for stop-pays and 
reissuances. In addition, they are not a good option for many foreign creditors, who cannot always cash checks (or 
do so without heavy fees).

 As with tax forms, focusing on payment logistics early in the process can pay dividends at distribution time. 
In both reorganization and going-concern sale scenarios, many payees will be doing business with the debtor both 
during and after the restructuring. Accounts payable data for such parties can be leveraged to pay vendors according 
to their existing preference, which could be check, wire or via an automated clearing house (ACH). Wire and ACH 
transactions can be submitted in bulk batches, getting funds to creditors quickly and efficiently. You can also use 
the tax form collection process to request payment method elections.

 Finally, other payment methods should be considered in matters where there is a large pool of individual claim-
ants, especially in the retail consumer context. For such parties, sending distribution payments in bulk via PayPal 
or Venmo might be preferable to other methods. For example, in Lily Robotics,1 which involved issuing refunds 
to participants in a crowdfunding campaign after the device they pre-ordered could not be manufactured, nearly 
11,000 of the more than 17,000 customer-distribution payments were issued via PayPal.2 Lily Robotics used a 
customer-specific claim form that required the claimant to elect a distribution method preference (PayPal was an 
option) and submit transaction information necessary to validate the claim. 

 Payment information can also be captured through modifications to Form 410, during tax form solicitation or, 
if tax form solicitation is not necessary, via a standalone process using custom web-based forms. For example, in 
Hertz,3 to facilitate distributions to a general unsecured claims pool with more than 20,000 claims, claimants had 
the option to submit their payment election and tax information via secure custom web forms. As a result, distri-
butions were made to claimants using the online form on an expedited time frame, and document-processing costs 
were reduced significantly as compared to a traditional paper or email solicitation.

 Other innovative distribution methods are waiting to be deployed in the chapter 11 context. Banks and payment 
processors have designed customer-facing portals where the payee can choose its preferred payment method, including 

1 In re Drone LC Inc. (f/k/a Lily Robotics Inc.), Case No. 17-10426 (Bankr. D. Del.) (case filed Feb. 27, 2017; customer claim form 
approved May 23, 2017 (D.N. 272); plan confirmed Sept. 29, 2017 (D.N. 540).

2 The crowdfunding platform at issue utilized by Lily Robotics to take pre-orders went out of business before the debtor filed for chap-
ter 11, presenting numerous issues refund-issuing issues.

3 In re The Hertz Corp., et al., Case No. 20-11218 (Bankr. D. Del.) (case filed May 22, 2020; plan confirmed June 10, 2021 (D.N. 5261).
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check, bank transfer, PayPal/Venmo, prepaid card or digital wallet. While ample pre-communication will be necessary 
to instill trust for utilizing such a distribution platform, empowering claimants with choices around distributions might 
lead to delivery efficiencies and reduction in unclaimed funds.

Non-Cash Distributions

 Some of the most important considerations distributed in a chapter 11 reorganization might not be cash. New 
loans, debt or equity securities often make up the lion’s share of value available for stakeholders under a confirmed 
plan. Restructuring professionals must pay special attention to securities regulations, other laws and the logistical 
hurdles associated with issuing and distributing new securities to ensure that distributions get to the proper stake-
holders as quickly and efficiently as possible. 

 Distributing shares of stock or new bonds may require a debtor emerging from bankruptcy to comply with 
securities laws and regulations, especially if the securities are to be liquid and freely tradable (notwithstanding the 
registration exemption offered by § 1145 of the Bankruptcy Code). In addition, the debtor and its professionals 
must quarterback the often-complicated process of running distributions through the Depository Trust Company 
and the layers of brokers serving as registered holders for stakeholders in the chapter 11 case (the often-unnamed 
“beneficial holders” in a brokerage relationship). Finally, the debtor should retain a stock transfer agent or inden-
ture trustee well in advance of issuing stock or bonds. Careful planning and expertise are critical to ensure that the 
debtor emerges from chapter 11 on the intended timeline.

FIRPTA

 Another issue to navigate is the Foreign Investment in Real Property Tax Act (FIRPTA), which may impose 
reporting and withholding requirements on a company emerging from bankruptcy if its new owners are comprised 
of foreign persons, which is becoming increasingly common, especially in large-scale chapter 11 cases. To ensure 
compliance with the FIRPTA, restructuring professionals must often solicit additional information from stakehold-
ers entitled to equity distributions under a chapter 11 plan, and coordination among professionals and stakeholders 
is key.

Conclusion

 Restructuring professionals have long touted the value of contingency planning as a prerequisite to the client’s 
smooth landing in chapter 11. The considerations discussed in this article demonstrate that proper, proactive plan-
ning and coordination regarding distributions will go a long way toward facilitating a smooth exit from chapter 11. 
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The intersection of bankruptcy and mass tort litigation has been the subject of much-spirited debate. One related 
issue that has not gotten as much attention — but could have significant implications for plaintiffs’ lawyers who 
are not familiar with bankruptcy, as well as inattentive putative class members — is whether a proposed class 

representative can (and should) file a proof of claim on behalf of the putative class in a bankruptcy case. A recent Fifth 
Circuit decision illustrates the harsh consequences of getting that process wrong.

 In bankruptcy, a creditor generally must file a proof of claim in order to establish its rights against a debtor.1 The time 
for filing a proof of claim in a chapter 11 case is governed by Bankruptcy Rule 3003 (c) (3), which provides that “[t] he 
court shall fix and for cause shown may extend the time within which proofs of claim or interest may be filed.”2 Courts 
also have the power to extend the deadline to file claims for “cause.”3

 A party seeking an extension of time in a chapter 11 case merely for “cause” must make the request before the ex-
piration of the period originally prescribed or as extended by order.4 After that time, the claim may only be allowed if 
the failure to file was due to “excusable neglect.”5 The U.S. Supreme Court in Pioneer Inv. Services Co. v. Brunswick 
Assocs. Ltd. P’ship6 sets forth the oft-cited four-factor test that courts must7 employ in evaluating whether there has 
been excusable neglect: (1) the danger of prejudice to the debtor; (2) the length of the delay and its potential impact on 
judicial proceedings; (3) the reason for the delay, including whether it was within the reasonable control of the movant; 
and (4) whether the movant acted in good faith.8 

 Some scholars have posited that in practice, certain of the factors may be more “important” and more contentious than 
others.9  The Fifth Circuit Court of Appeals in In re CJ Holding Co. recently considered whether some Pioneer factors 
weigh more heavily than others, and concluded that they are equally weighted.10 In the process, CJ Holding serves as a 
reminder of the discretionary power of the court — and the risk that a claimant takes by missing a deadline, even when 

1 Under Rule 3002(a) of the Federal Rules of Bankruptcy Procedure, absent an exception, a proof of claim must be filed before the claim 
can be allowed.

2 Fed. R. Bankr. P. 3003(c)(3).

3 Id.

4 Fed. R. Bankr. P. 9006(b)(1).

5 Id.

6 Pioneer Inv. Servs. Co. v. Brunswick Assocs. Ltd. P’ship, 507 U.S. 380 (1993).

7 See, e.g., Bateman v. U.S. Postal Serv., 231 F.3d 1220, 1224 (9th Cir. 2000).

8 Id. at 395. Notably, the Pioneer court also stated that the determination is an “equitable one,” taking into account “all relevant circum-
stances surrounding the parties’ admission.” Id. Further, the relevant circumstances “include” the four factors set forth herein. Id.

9 See Daniel R. Cooper, “Best Practices for Missing a Filing Deadline in Federal Court,” ABA Practice Points (July 11, 2018), available at 
americanbar.org/groups/litigation/committees/business-torts-unfair-competition/practice/2018/best-practices-for-missing-a-filing-dead-
line-in-federal-court (last visited May 25, 2022) (“In practice, the most important — and contentious — of these factors are the length of 
delay and the danger of prejudice to the non-movant.”).

10 In re CJ Holding Co., 27 F.4th 1105, 1114 (5th Cir. 2022).
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its putative class representative timely filed a proof of claim. The court ultimately ruled against the claimants and upheld 
the bankruptcy court’s denial of a motion for leave to file late proofs of claim, even though it found that there was little 
danger of prejudice to the debtor.

In re CJ Holding Co.

 In CJ Holding, 67 creditors in a class-action lawsuit alleging employment-related wage claims against the debtor 
failed to file timely proofs of claim. After a nearly three-year delay, the claimants filed a motion in the bankruptcy court 
seeking leave to file their respective proofs of claim. The U.S. Bankruptcy Court for the Southern District of Texas con-
ducted a hearing and denied the claimants’ motions, holding that the claimants did not demonstrate that their untimeliness 
was the result of excusable neglect. The claimants appealed, and the district court reversed.

 The bankruptcy court had set Nov. 8, 2016, as the deadline for creditors to file proofs of claim. The debtors served 
notice of the bar date on all creditors, including the putative class, and published notice in USA Today. The two class 
representatives and 29 members of the class filed proofs of claim. The debtor entered into a settlement agreement with 
Nabors Corporate Services Inc., which agreed to indemnify the debtors for certain unsecured claims, including the wage 
claims at issue.

 Meanwhile, the class representatives obtained stay relief to pursue their wage claims that were on appeal before the 
Ninth Circuit. However, the Ninth Circuit upheld an arbitration provision that effectively barred any class from being 
certified, which meant that the claimants needed to bring their own individual arbitration proceedings.

 Following the Ninth Circuit’s ruling, 96 claimants filed arbitration actions. Of these claimants, 29 had filed proofs 
of claim, and 67 had failed to file a claim before the bankruptcy court. The parties unsuccessfully attempted to mediate 
their issues. The 67 claimants that had not filed proofs of claim before the bar date sought leave to file late proofs of 
claim. The bankruptcy court denied the late claims motion, holding that the claimants had failed to meet their burden of 
showing excusable neglect under the Pioneer factors. 

 First, the bankruptcy court held that granting the claimants’ motion would prejudice the debtors, as there was no cer-
tainty that Nabors would honor its indemnity obligations, and doing so could open the floodgates for other claimants to 
seek leave to file late claims, which would impose additional costs on the debtors. Second, the court held that the delay 
between the bar date and the claimants’ motion was unreasonably long, was within the claimants’ reasonable control, 
and negatively impacted the judicial proceeding. Third, it held that the claimants failed to carry their burden of showing 
good faith. 

 The district court reversed, holding that all of the Pioneer factors weighed in favor of the claimants. On appeal, the 
Fifth Circuit panel began its discussion by citing provisions of the bar date order in that case. These appear to be typical 
provisions that set the deadline and describe the consequences of not filing a claim by the deadline. Then, the CJ Holding 
court analyzed the Pioneer factors.

The Four Pioneer Factors

Number 1: Danger of Prejudice to the Debtor

 When considering prejudice to the debtor, the CJ Holding court considered when the debtor learned of the claim: 
“When the debtor is on notice of a claim prior to the negotiation and confirmation of the plan of reorganization, allow-
ance of the late-filed claim is less prejudicial to the debtor than it would be if the debtor had been unaware of the claim 
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at that time.”11 The court record reflected that the debtors knew of the claim prior to plan confirmation, so the claim did 
not “disrupt the economic model on which the creditors ... [and the debtors] ... reached their agreement.”12 Further, the 
debtors had participated in the mediation with the claimants, which suggested that “they recognized the existence of 
those claims and the possibility that they might ultimately be allowed in the bankruptcy proceeding.”13

 The debtors argued that they would be prejudiced if 67 additional claims had been filed, which would have led to 
additional legal fees and costs. The CJ Holding court found no authority for the argument that “additional litigation costs 
and other legal fees incurred by the debtor due to the allowance of a late claim constitutes prejudice to the debtor.”14

 Therefore, the CJ Holding court found that this factor favored the claimants. Of the four Pioneer factors, this is the 
only one that the Fifth Circuit panel found to be in the claimants’ favor, and the claimants asserted that this factor must 
be given greater weight than the others. The court disagreed and noted that some lower courts in the Fifth Circuit are 
divided as to the most important factor.15 The court also observed that two other circuit courts have held that the “reason 
for delay” factor is the most important.16 Based on the cases analyzed, the court declined to give the prejudice factor any 
disproportionate weight, and specifically declined to say that any one Pioneer factor is more important than the others.17

Number 2: Length of the Delay and Its Potential Impact on Judicial Proceedings

 The fact that the claimants filed their motion for relief from the bar date two years and nine months after the bar date 
passed made it easy for the court to find that this factor favors the debtor. The court pointed out that “courts in this circuit 
have denied motions for leave to file late proofs of claim after far shorter delays than the one here.”18 

 Further, the claimants attempted to assert that any delay related to the additional arbitrations (which, having been 
denied class certification, the 67 claimants each would now have to bring on an individual basis) would be minimal. The 
debtors countered that it could take years to conclude the additional arbitrations and close out the wage litigation and the 
bankruptcy.19 

11 Id. at 1112.

12 Id. at 1113 (citation omitted).

13 Id.

14 Id.

15 Id. Compare In re C. Lynch Builders Inc., 2007 WL 2363029, at *6 (Bankr. W.D. Tex. Aug. 15, 2007) (holding that reason-for-delay fac-
tor is most important); and Taylor v. Realty Execs. Int’l Inc., 2008 WL 11333780, at *3 (W.D. Tex. Dec. 12, 2008), report and recommen-
dation adopted, 2009 WL 10669227 (W.D. Tex. Feb. 9, 2009) (same); with Clark v. Am.’s Favorite Chicken Co., 190 B.R. 260, 267 (E.D. 
La. 1995) (suggesting that prejudice to debtor is central).

16 Id. (citing In re Enron Corp., 419 F.3d 115, 122 (2d Cir. 2005); Graphic Commc’ns Int’l Union, Loc. 12-N v. Quebecor Printing 
Providence Inc., 270 F.3d 1, 5 (1st Cir. 2001); FirstHealth of Carolinas Inc. v. CareFirst of Md. Inc., 479 F.3d 825, 829 (Fed. Cir. 2007) 
(deferring to Trademark Trial and Appeal Board’s determination that reason-for-delay factor was of paramount importance)). The Enron 
Corp. case observed that “in the “typical” case, “three of the [Pioneer] factors” — the length of the delay, the danger of prejudice, and 
the movant’s good faith — “usually weigh in favor of the party seeking the extension.” Enron Corp., 419 F.3d at 123. The Graphic 
Commc’ns court was more blunt: “[F] our Pioneer factors do not carry equal weight; the excuse given for the late filing must have the 
greatest import. While prejudice, length of delay, and good faith might have more relevance in a closer case, the reason-for-delay factor 
will always be critical to the inquiry.” Graphic Commc’ns Int’l Union, Loc. 12-N, 270 F.3d at 5 (citation omitted).

17 Id. at 1114.

18 Id.

19 Id. The CJ Holding court also found the claimants’ argument to be procedurally improper, because they had not presented any evidence 
in support of this factor before the bankruptcy court.
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Number 3: Reason for the Delay

 The CJ Holding court observed that “courts are less likely to find excusable neglect when the reason for the delay 
was within the movant’s reasonable control.”20 It also found that claimants could not adequately explain why some pu-
tative class members (29) had filed individual claims by the bar date, and others (67) had not. The claimants took a risk 
that a class proof of claim would be allowed, and ultimately, that risk was not borne out. The CJ Holding court held that 
“[e] xcusable neglect is the failure to timely perform a duty due to circumstances that were beyond the reasonable control 
of the person whose duty it was to perform.”21 Here, the delay was not beyond the reasonable control of the claimants, 
who could have filed individual proofs of claim rather than relying on the putative class representatives’ claim.

Number 4: Whether the Movant Acted in Good Faith

 The CJ Holding court upheld the bankruptcy court’s finding that the claimants’ attorneys so severely failed to act 
diligently that it undermined any argument that they acted in good faith.22 While not holding that lack of diligence nec-
essarily constitutes bad faith, the Fifth Circuit panel observed that the lack of diligence can cast doubt on a good-faith 
claim.23 

 Here, the claimants and their attorneys failed to move the bankruptcy court to apply Rule 23 of the Federal Rules of 
Civil Procedure to their purported class proof of claim — a misstep that the CJ Holding court characterized as evincing 
“both a severe lack of diligence and a misunderstanding of bankruptcy procedural rules.” Although not tantamount to 
bad faith, the court found that the failure did not support a finding of good faith.24 

Takeaways

 The CJ Holding decision demonstrates the significant latitude that the bankruptcy court, as the trier of fact, may 
exercise in weighing the Pioneer factors. It also illustrates the danger of failing — for any reason — to file a proof of 
claim on a timely basis.

 Presumably, CJ Holding could have been far different had the putative class counsel moved, prior to the bar date, for 
permission to file a class proof of claim and for the bankruptcy court to apply Civil Rule 23 to the proof of claim. Then, 
the bankruptcy court would have either certified the class for the purpose of filing a proof of claim or denied certification 
of the class for that purpose. Either way, the claimants’ responsibility vis-à-vis the claims bar date would have been clear. 
If the bankruptcy court had applied Civil Rule 23 to the proof of claim at the time of the filing of the proof of claim, 
it is hard to imagine how the claimants’ reliance on the class proof of claim would not have been both reasonable and 
excusable. 

 Thus, CJ Holding warns putative class representatives that they should seek — in advance — leave to file a class 
proof of claim, and that failure to do so may constitute both “a severe lack of diligence and a misunderstanding of bank-
ruptcy procedural rules.”25 The decision also presents an interesting conundrum for members of a putative class: When a 
proposed class representative’s counsel files a class proof of claim but fails to ask the bankruptcy court to bless the filing 
of a class proof of claim, what should members of that putative class do? The consequences of relying on that alleged 
class proof of claim and failing to file an individual proof of claim could be the complete forfeiture of a claim.

20 Id. at 1116 (citation omitted).

21 Id. at 1117 (emphasis in original).

22 Id. at 1118.

23 Id.

24 Id. at 1119.

25 Id. at 1118.
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A future claims representative (FCR) is a person in a mass tort bankruptcy who is “appointed to represent 
and protect the interests of persons with future unknown claims.”1 Appointed by the bankruptcy court,2 an 
FCR is paid by the debtor’s estate, upon court approval.3 The FCR’s statutory role is “protecting the rights 

of persons that might subsequently assert demands,”4 and typical tasks may include familiarizing themselves with 
the debtor’s insurance, business affairs, assets and liabilities, relationships and “other due diligence items,” as well 
as handling negotiations regarding a potential reorganization plan.5 

 An FCR is considered a party-in-interest under 11 U.S.C. § 1109 (b) and has all of the powers and duties of a 
committee as set forth in 11 U.S.C. § 1103.6 This person can hire professionals with prior court approval,7 and can 
compel the production of information.8 An FCR can appeal court orders9 and object to plan confirmation.10 

 This article explores the evolution of the FCR, from its judicial creation to its codification and its further judicial 
expansion. This article also analyzes how courts have dealt with potential future claims in three pending cases, and 
provides a cautionary note on expanding the FCR role too broadly. 

First FCR in Bankruptcy: Creature of Judicial Construction 

 The first use of an FCR in a bankruptcy was the first mass tort bankruptcy, In re Johns-Manville Corp.11 In this 
case, the debtor wanted to discharge its past and future asbestos liability,12 but asbestos has a long latency period, 

1 See Wright v. Owens Corning, 679 F.3d 101, 108 n.7 (3d Cir. 2012).

2 11 U.S.C. § 524(g)(4)(B)(i).

3 See Order Appointing Roger Frankel, as Legal Representative for Future Opioid Personal Injury Claimants, Effective as of the Petition 
Date, In re Mallinckrodt PLC, Case No. 20-12522-JTD (Bankr. D. Del. June 11, 2021) (hereinafter the “Frankel Appointment Order”).

4 11 U.S.C. § 524(g)(4)(B)(i).

5 See Debtors’ Motion for Entry of an Order Appointing James L. Patton, Jr., as Legal Representative for Future Claimants, Nunc Pro Tunc 
to the Petition Date at Ex. C, Boy Scouts of Am., Case No. 20-10343-LSS (Bankr. D. Del. March 18, 2020).

6 See Order Appointing James L. Patton, Jr., as Legal Representative for Future Claimants, Nunc Pro Tunc to the Petition Date, In re Boy 
Scouts of Am., Case No. 20-10343-LSS (Bankr. D. Del. April 24, 2020) (hereinafter the “Patton Appointment Order”).

7 See In re Imerys Talc Am. Inc., Case No. 19-10289, 2020 WL 6927654, at *1, *4 (Bankr. D. Del. Nov. 20, 2020) (citing 11 U.S.C. 
§§ 105(a), 330, 331, 524 (g)).

8 See Fed. R. Bankr. P. 2004.

9 In re Bestwall LLC, Case No. 3:20-cv-105-RJC, 2022 WL 68763, at *1, *4 (W.D.N.C. Jan. 6, 2022).

10 See In re Flintkote Co., 486 B.R. 99, 111 (Bankr. D. Del. 2012) (“Parties-in-interest also have standing to object to confirmation of a 
plan.”).

11 68 B.R. 618 (Bankr. S.D.N.Y. 1986), aff’d sub nom., Kane v. Johns-Manville Corp., 843 F.2d 636 (2d Cir. 1988).

12 See In re Johns-Manville Corp., 36 B.R. 743, 745-46, 749 (Bankr. S.D.N.Y. 1984).
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with injuries sometimes taking decades to manifest.13 Thus, the court appointed a representative to advocate for 
the interests of people who had been exposed to the debtor’s asbestos but had not yet manifested symptoms.14 At 
the time, the Bankruptcy Code did not overtly permit FCRs, so the Johns-Manville court justified appointing an 
FCR by citing state court cases demonstrating the “inherent” power “in every court” to appoint “some kind of 
representative for parties-in-interest whose identities are yet unknown.”15

Enactment of FCRs in Asbestos Mass Tort Bankruptcies

 Congress amended the Bankruptcy Code in 1994 by enacting § 524 (g) to explicitly permit the format of 
the Johns-Manville bankruptcy for future asbestos cases, including the use of FCRs.16 Although the phrase 
“future claims representative” does not appear in § 524 (g) or elsewhere in the Code, it is well established that 
§ 524 (g) (4) (B) requires their use in asbestos bankruptcies utilizing channeling injunctions.17 The Code only 
explicitly permits FCRs in chapter 11 asbestos bankruptcies,18 and Congress was intentionally neutral regarding 
whether courts could use § 524 (g)’s tools in non-asbestos cases.19 

Bankruptcy Courts Expanded FCRs Beyond Asbestos Mass Tort Bankruptcies

 Just as a court created the first FCR before the Bankruptcy Code explicitly permitted it, bankruptcy courts 
expanded the use of FCRs beyond the asbestos context to which § 524 (g) explicitly applies. In 1988, years before 
§ 524 (g)’s enactment, a bankruptcy court appointed an FCR in a case involving personal injuries from intrauterine 
devices.20 Courts have been appointing FCRs in cases involving non-asbestos injuries with long latency periods 
ever since.21 When courts appoint FCRs in bankruptcies that are unrelated to asbestos, they generally cite 11 U.S.C. 
§§ 105 (a) and 1109 (b) as the statutory authorities.22 

FCRs Protect the Due-Process Rights of Future Claimants

 The Fifth Amendment’s safeguard that “[n] o person shall ... be deprived of life, liberty, or property without due 
process of law”23 extends to bankruptcy. One court reasoned that “[t] he bankruptcy power is subject to the Fifth 

13 Id. at 745.

14 Id. at 749, 759.

15 Id. at 758-59.

16 See 11 U.S.C. § 524(g)(4)(B)(i); In re Combustion Eng’g Inc., 391 F.3d 190, 235 n.47 (3d Cir. 2004).

17 See In re Energy Future Holdings Corp., 949 F.3d 806, 812 (3d Cir. 2020).

18 See Combustion Eng’g, 391 F.3d at 234 nn.45, 46 (quoting 11 U.S.C. §§ 524 (g) (1) (A), 524 (g) (2) (B) (i) (I), (ii) (I-III), 524 (g) (4) (B) (i)).

19 See 140 Cong. Rec. H10752, 10766 (daily ed. Oct. 4, 1994) (“The Committee expresses no opinion as to how much authority a bank-
ruptcy court may generally have under its traditional equitable powers to issue an enforceable injunction of this kind. The Committee has 
decided to provide explicit authority in the asbestos area because of the singular cumulative magnitude of the claims involved. How the 
new statutory mechanism works in the asbestos area may help the Committee judge whether the concept should be extended into other 
areas.”).

20 See In re A.H. Robins Co. Inc., 88 B.R. 742, 742-44 (E.D. Va. 1988).

21 See In re Eagle-Picher Indus. Inc., 203 B.R. 256, 261, 267 (S.D. Ohio 1996) (appointing FCR for future claims caused by asbestos and 
lead); In re Hoffinger Indus. Inc., 307 B.R. 112, 115 (E.D. Ark. 2004) (appointing FCR for future claims caused by swimming pools and 
pool accessories).

22 See, e.g., Patton Appointment Order 2-3 (citing 11 U.S.C. § 105(a) (“The court may issue any order, process, or judgment that is neces-
sary or appropriate to carry out the provisions of this title.”); 11 U.S.C. § 1109 (b) (“A party-in-interest ... may raise and may appear and 
be heard on any issue in a case under this chapter.”).

23 U.S. Const. amend. V.
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Amendment.”24 Meanwhile, the Bankruptcy Code is “founded in fundamental notions of procedural due process.”25 
Another court noted that “[d] ue process requires notice that is ‘reasonably calculated to reach all interested parties, 
reasonably conveys all the required information, and permits a reasonable time for a response.’”26 

 At its foundation, the purpose of an FCR is to protect future claimants’ due-process rights.27 The concern is that 
without pushback from an FCR, current creditors would consume all of the debtor’s available resources, leaving 
nothing for future creditors.28 Some courts have held that a restructuring with no FCR violated future claimants’ 
due-process rights such that the debtor never discharged its liability to them.29 

A Potent Tool on the Edge of Due Process 

 Three currently pending bankruptcies illustrate how the interests of future creditors were protected. In re Boy 
Scouts of America30 is an example of the appropriate use of an FCR in a non-asbestos case. Courts recognize that 
survivors of childhood sexual abuse sometimes repress their memories of the abuse.31 In the Boy Scouts case, 
cognizant of how childhood sexual abuse can impact memory, the court appointed an FCR with a narrow scope of 
representation: to only represent survivors who were sexually abused after the debtor filed for bankruptcy and did 
not file a proof-of-claim form by the bar date, and either were not 18 years old by the bar date or were not aware 
of the sexual abuse because they repressed their memory of it, if the concept of repressed memory is recognized 
by the highest court of the jurisdiction where the abuse occurred.32 The Boy Scouts court joined a line of sexual 
abuse cases appointing FCRs in a creative and properly limited fashion.33 

 In re Mallinckrodt34 is an example of a case where an FCR might not have been absolutely necessary because of 
the short latency period of opioid addiction, but the court appointed one anyway, upon the agreement of all major 
parties. Mallinckrodt manufactures opioids35 and wanted to discharge its past and future liability for harm its opi-

24 U.S. v. Security Indus. Bank, 459 U.S. 70, 74 (1982).

25 In re HNRC Dissolution Co., 3 F.4th 912, 927 (6th Cir. 2021) (quoting In re Savage Indus. Inc., 43 F.3d 714, 721 (1st Cir. 1994)).

26 See Jones v. Chemetron Corp., 72 F.3d 341, 346 (3d Cir. 1995) (quoting Greyhound Lines Inc. v. Rogers (In re Eagle Bus Mfg. Inc.), 62 
F.3d 730, 735 (5th Cir. 1995)).

27 See Jones v. Chemetron Corp., 212 F.3d 199, 209 (3d Cir. 2000) (“[D] ue-process considerations are often addressed by the appointment 
of a representative to receive notice for and represent the interest of a group of unknown creditors.”).

28 See In re Amatex Corp., 755 F.2d 1034, 1042-43 (3d Cir. 1985) (noting that creditors’ committee “comprised of asbestos claimants 
whose injuries had already manifested” opposed creation of FCR because “if future claimants are excluded from the reorganization plan, 
the current claimants will receive a larger portion of an obviously limited fund”).

29 See In re Grumman Olson Indus. Inc., 467 B.R. 694, 710 (Bankr. S.D.N.Y. 2012) (“[T] here was not a future claims representative in 
this case, or any provisions made for unrepresented future claimants. Thus, [future claimants] ... were not afforded either the notice and 
opportunity to participate in the proceedings or representation in the proceedings that due process would require in order for them to be 
bound by the Bankruptcy Court’s orders.”); Chemetron, 212 F.3d at 209 (“[I] f a potential claimant lacks sufficient notice of a bankruptcy 
proceeding, due process considerations dictate that his or her claim cannot be discharged by a confirmation order.”); In re Chance Indus. 
Inc., 367 B.R. 689, 708-10 (Bankr. D. Kan. 2006).

30 No. 20-10343-LSS (Bankr. D. Del.).

31 See Clark v. Edison, 881 F. Supp. 2d 192, 201–17 (D. Mass. 2012); Isley v. Capuchin Province, 877 F. Supp. 1055, 1055-67 (E.D. Mich. 
1995).

32 See Patton Appointment Order ¶ 4.

33 See, e.g., In re Roman Catholic Archbishop of Portland in Oregon, Case No. 04-37154-ELPLL, 2005 WL 148775, at *1 (Bankr. D. 
Ore. Jan. 10, 2005); Order Authorizing Appointment of Future Claimants’ Representative and Appointing Fred C. Caruso as Future 
Claimants’ Representative ¶ 2, In re USA Gymnastics, Case No. 18-09108-RLM-11 (Bankr. S.D. Ind. May 17, 2019) (hereinafter the 
“Caruso Appointment Order”).

34 Case No. 20-12522 (JTD) (Bankr. D. Del. 2020).

35 See Declaration of Stephen A. Welch, Chief Transformation Officer in Support of Chapter 11 Petitions and First Day Motions ¶¶ 12, 
71-72, Mallinckrodt, Case No. 20-12522 (JTD) (Bankr. D. Del. Oct. 12, 2020).
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oids caused.36 The company was successful in getting the court to appoint an FCR.37 Mallinckrodt likely moved to 
appoint an FCR to reduce the ability of future claimants to litigate against it for opioid liability.38 The whole point 
of an FCR is to protect the due-process rights of future claimants whose injuries have not yet manifested due to a 
long latency period.39 However, common opioid injuries have a short latency period, and it takes only a “couple 
of weeks” to get addicted to opioids.40 In addition, an overdose can occur “minutes to hours after the drug was 
used.”41

 The use of an FCR when not absolutely necessary may handicap the interests of the debtor’s current creditors 
and ultimately may harm the institution of the FRC itself, even in cases where it is absolutely necessary. This is 
particularly true in non-asbestos cases where there is no statutory precedent for FCRs. For example, the continued 
expansion of “nonconsensual third-party releases” in cases where they were not absolutely necessary has harmed 
the concept itself, even in cases where they were broadly supported and absolutely necessary, such as in the Pur-
due Pharma bankruptcy, where the district court reversed a broadly supported plan on the basis that it contained 
nonconsensual third-party releases.42 Since nonconsensual third-party releases and FCRs have the same legislative 
and judicial history, a pertinent lesson should be learned: The overuse of the FCR may ultimately be its downfall.

 Interestingly, the Purdue Pharma cases provided a unique and novel way of dealing with the problem of future 
claims with short latency periods. In In re Purdue Pharma LP,43 the court never appointed an FCR, as no party 
requested it. Instead, the court imposed a claims bar date,44 and to deal with future claims, the debtor set aside 
$5 million. After a given period of time, any unused portion of such amount will revert to the trust for current 
victims.45 

Conclusion

 Courts should continue appointing FCRs in cases primarily discharging liability for injuries with long latency 
periods or in cases where they are otherwise absolutely necessary. However, expanding the scope of the FCR by 
appointing them in every case with tort creditors may ultimately backfire and hurt future claimants, even in cases 
where an FCR is eminently appropriate.

36 Id. at ¶¶ 68, 83, 91, 93.

37 See Frankel Appointment Order.

38 See Grumman Olson, 467 B.R. at 710; Chemetron, 212 F.3d at 209; Chance, 367 B.R. at 708-10.

39 See Chemetron, 212 F.3d at 209; Amatex, 755 F.2d at 1042-43.

40 “The Science of Addiction: Can Opioids Be Taken Responsibly,” John Hopkins Medicine, available at hopkinsmedicine.org/opioids/sci-
ence-of-addiction.html (unless otherwise specified, all links in this article were last visited on Sept. 19, 2022).

41 “Overdose Education,” Boston University School of Medicine, Clinical Addiction Research & Education Unit, available at www.bumc.
bu.edu/care/research-studies/project-recover/overdose-education.

42 See Decision and Order on Appeal at 7, 141-42, In re Purdue Pharma LP, Case No. 21-cv-7532 (CM) (S.D.N.Y. Dec. 16, 2021) (vacat-
ing bankruptcy court’s confirmation order because plan contained nonconsensual third-party releases), appeal pending, Case No. 22-110 
(2d Cir. Feb. 18, 2022).

43 Case No. 19-23649 (SHL) (Bankr. S.D.N.Y. 2019).

44 See Order Establishing (I) Deadlines for Filing Proofs of Claim and Procedures Relating Thereto, (II) Approving the Proof of Claim 
Forms, and (III) Approving the Form and Manner of Notice Thereof 1-16, Purdue, Case No. 19-23649 (RDD) (Bankr. S.D.N.Y. Feb. 3, 
2020).

45 See Twelfth Amended Joint Chapter 11 Plan of Reorganization of Purdue Pharma LP and Its Affiliated Debtors § 5.7 (f), Purdue, Case 
No. 19-23649 (RDD) (Bankr. S.D.N.Y. Sept. 2, 2021); Findings of Fact, Conclusions of Law, and Order Confirming the Twelfth 
Amended Joint Chapter 11 Plan of Reorganization of Purdue Pharma LP and Its Affiliated Debtors § R.R. (c)- (d), Purdue, Case 
No. 19-23649 (RDD) (Bankr. S.D.N.Y. Sept. 17, 2021).
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Chapter  6

GETTING CONFIRMED: 
THIRD-PARTY RELEASES AND 

OTHER PLAN ISSUES

“You got a nice white dress and a party on your confirmation.” ~ Billy Joel

Confirmation of a reorganization plan under chapter 11 often signifies the light at the end of the tunnel that is 
bankruptcy. Reaching a court-approved compromise that satisfies everyone in the room, however, is often 
no small feat. In 2022, ABI authors paid particular attention to the questions In re Purdue Pharma LP raised 

about the future of a critical tool in the restructuring process: third-party releases. In the first half of this chapter, 
our authors analyze the points of contention in Purdue and explore potential solutions. They then discuss other 
matters related to plan confirmation — including creditors’ entitlement to pre-petition interest payments in the case 
of solvent debtors, marshaling waivers’ role in value allocation, and the extension of exculpation to pre-petition 
conduct. The last article in this chapter warns of and offers protection for secured creditors against “dirt-for-debt” 
plans, which surrender collateral to meet the “indubitable equivalent” standard and cram up creditors.
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A. The Solvent-Debtor Exception Is Given New Life

ABI Journal
January 2022

David J. Reier
Arent Fox LLP
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Andrew R. Levin1

Arent Fox LLP
Boston

Two recent decisions have reaffirmed the continued vitality of the solvent-debtor exception to the general 
rule against the payment of post-petition interest on unsecured claims in a chapter 11 case: In re Joseph R. 
Mullins2 and In re Ultra Petroleum Corp.3 In Mullins, the bankruptcy court held that where the debtor is 

balance-sheet solvent, the requirement that a reorganization plan be “fair and equitable” to an impaired class of 
dissenting-judgment creditors means that the plan must provide for the payment of post-petition and post-effec-
tive-date interest at the applicable state law statutory judgment rate of 12 percent through the date of payment. 
In Ultra Petroleum, the bankruptcy court held that for a class of unsecured noteholders to be deemed unimpaired 
within the meaning of § 1124 (1) of the Bankruptcy Code, the solvent debtor had to pay the noteholders both the 
full amount of post-petition interest at the contractual default rate, as well as the so-called “make-whole amounts” 
triggered when the debtor filed for bankruptcy.

 Both decisions, grounded in a century of U.S. bankruptcy jurisprudence, adopted a broad formulation of the 
solvent-debtor exception: When the debtor is solvent, in the absence of countervailing equitable considerations, 
unsecured creditors are entitled to their full nonbankruptcy rights to interest as a condition of the debtor retaining its 
property. This is so whether the creditors are treated as impaired or unimpaired, and without regard to § 502 (b) (2)’s 
express disallowance of post-petition interest, or Till’s4 standard for present-valuing a post-effective-date payment 
stream. From there, however, the two decisions diverge, each resting on a different theory of how the pre-Code 
solvent-debtor exception finds textual support in the Code.

Mullins and the Fair and Equitable Test of § 1129 (b)

 In Mullins, Joseph Mullins’s principal income-producing assets consisted of one-fifth interest in a number of 
real estate ventures. In a dispute arising out of a failed development at one of these ventures litigated in Massa-
chusetts state court, the other owners were awarded judgments against Mullins totaling $17 million, with interest 
accruing on the judgments at the Massachusetts statutory rate of 12 percent. After the judgments were affirmed on 
appeal, Mullins filed for chapter 11.

 Although the debtor admittedly had a net worth of at least $50 million, he claimed to be liquidation insolvent. 
He proposed a reorganization plan to pay general unsecured creditors 100 percent of their allowed claims over 
a period of four years with no post-petition (or pendency) interest, and post-effective-date interest at the prime 
rate of 3.25 percent. Because the unsecured creditors were impaired under the plan and did not accept the plan, 

1 The authors represented one of the two judgment creditors in the Mullins case.

2 -- B.R. --, No. 19-11574-CJP, 2021 WL 2948685 (Bankr. D. Mass. July 13, 2021).

3 624 B.R. 178 (Bankr. S.D. Tex. 2020).

4 Till v. SCS Credit Corp., 541 U.S. 465, 478-79 (2004) (endorsing a “formula” approach to determine present value of future stream of 
payments in cramdown bankruptcy plan by using prime rate as starting point and adjusting rate based on risk).
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confirmation required the debtor to demonstrate that the plan was “fair and equitable” within the meaning of 
§ 1129 (b).

 The issue presented to the bankruptcy court was whether, in light of the debtor’s solvency, the requirement that 
a plan be “fair and equitable” meant that the debtor had to pay post-petition interest, and if so, at what rate.5 To 
address this issue, the Mullins court took a deep a dive into the history of the solvency exception under pre-Code 
jurisprudence,6 examined the legislative history of § 1129 (b)’s use of the phrase “fair and equitable,”7 reviewed 
the solvency factors in the case before it,8 and concluded that for the debtor to satisfy the “fair and equitable” 
requirement of § 1129 (b), the plan had to propose paying the claims in full with pendency and post-effective-date 
interest at the state law statutory rate of 12 percent.

Pre-Code History of the Solvent-Debtor Exception

 One of the earliest articulations of the solvency exception under the Bankruptcy Act is Johnson v. Norris.9 In 
this case, the Fifth Circuit reversed a lower court decision denying creditors’ post-petition interest in a solvent 
case and awarding the surplus to the bankrupts. The basis of the lower court’s decision was §§ 63 and 65e of the 
Bankruptcy Act of 1898, which denied creditors post-petition interest.10 

 Citing the opinion of Justice Oliver Holmes in Sexton v. Dreyfus11 that the fundamental principles of the U.S. 
bankruptcy system are rooted in English law, and citing English bankruptcy jurisprudence dating back to the 18th 
century, the Johnson court held, “The bankrupts should pay their debts in full, principal and interest to the time of 
payment, whenever the assets of their estates are sufficient. The balance then remaining should be returned to the 
bankrupts.”12 

 Three years later, the U.S. Supreme Court cited Johnson favorably in awarding interest in a solvent-receivership 
case.13 Numerous courts followed suit, frequently characterizing the exception as a matter of fairness and equity.14 
In these pre-Code solvent-debtor cases, 

courts generally did not “weigh the equities” to determine whether to award post-petition interest or the 
amount to be awarded. Rather, the courts often focused on the question of solvency and, to the extent 
enforceable under applicable nonbankruptcy law, applied the interest rate under applicable pre-petition 
contracts.15 

5 The Mullins court ruled that there was no controlling precedent in the First Circuit. In particular, it found that favorable references to the 
solvency exception in the First Circuit’s oft-cited opinion Gencarelli v. UPS Capital Bus. Credit were not controlling precedent because 
the issue in Gencarelli was the enforceability of a prepayment penalty determined under § 506 (b) and not pendency interest excluded 
under § 502 (b). Id. at *11-12 (discussing Gencarelli v. UPS Capital Bus. Credit, 501 F.3d 1, 7 (1st Cir. 2007)).

6 Id. at *2-7.

7 Id. at *7-13.

8 Id. at *16.

9 190 F. 459 (5th Cir. 1911).

10 Id. at 461.

11 219 U.S. 339, 344 (1911).

12 Johnson, 190 F. at 466.

13 Am. Iron & Steel Mfg. Co. v. Seaboard Air Line Ry., 233 U.S. 261, 266-67 (1914) (concluding that “in the rare instances where the assets 
ultimate [ly] proved sufficient for the purpose, [the] creditors were entitled to interest accruing after adjudication”).

14 Mullins, 2021 WL 2948685 at *2-7 (surveying pre-Code law, including decisions from First, Second, Fourth, Fifth and Seventh Circuits).

15 Id. at *6.
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 Where the rate of interest was not governed by contract, courts looked to applicable nonbankruptcy statutory 
law.16 In an oft-cited decision by Hon. Richard Posner, the Seventh Circuit made it clear that bankruptcy judges 
have no equitable discretion to deny creditors their pre-petition rights in solvent-debtor cases.17 

Did the Code Abrogate the Pre-Code Solvent-Debtor Exception?

 The debtor in Mullins argued that the Bankruptcy Code abrogated the historic solvency exception. In particular, 
the debtor argued that § 502 (b) (2)’s exclusion of pendency interest from an allowed claim admits of no exception. 
The debtor also argued that Congress spelled out what is meant by “fair and equitable” in the detailed subsections of 
§ 1129 (b): If the plan provides for a stream of payments to an impaired class of unsecured creditors having a present 
value equal to the allowed amount of the claims, then, pursuant to § 1129 (b) (2) (B), the plan is fair and equitable with 
respect to that class. 

 Applying the Till methodology, the debtor argued that the only interest that the judgment creditors were enti-
tled to was post-effective-date interest at prime. Following a lengthy, in-depth discussion of the Code’s legislative 
history and the text of § 1129 (b), the Mullins court held that not only did the Code not abrogate the solvent-debtor 
exception, but that in using the language “fair and equitable,” Congress intended to incorporate the solvent-debtor 
exception in § 1129 (b).

 First, Congress’s choice of the phrase “fair and equitable” was deliberate, “stand [ing] proxy for almost a centu-
ry of judicial decision-making, and over half a century of legislative guidance.”18 Second, “the term ‘includes’ in 
the opening clause of § 1129 (b) (2) demonstrates that Congress did not intend the minimum requirements adopted 
from pre-Code practice and incorporated ... in subsections A (secured creditors), B (unsecured creditors) and C 
(interests) to limit the meaning of ‘fair and equitable.’”19

 Third, nothing in the “legislative history of § 1129 (b) (2) ... suggests that Congress intended to abrogate the 
established solvent-debtor exception.” Following the “normal rule” of statutory construction, where Congress 
does not make its intent specific, judicially created concepts are presumed to continue.20 Fourth, “other legislative 
history can be read to indicate that Congress understood the solvent-debtor exception survived enactment of the 
Code.”21 

 In 1994, Congress repealed § 1124 (3), which had provided that a class that is paid the allowed amount of its 
claims in cash on the effective date is unimpaired. The repeal was an express response to In re New Valley Corp.,22 
in which a solvent debtor proposed to pay a class of unsecured creditors the allowed amount of its claims in cash 
on the effective date. Since the class was “unimpaired,” they were “conclusively presumed” to have accepted their 
treatment under the plan pursuant to § 1126 (f). Hence, neither the class nor its members were entitled to the benefit 

16 See, e.g., United States v. Robinson (In re D.C. Sullivan & Co. Inc.), 929 F.2d 1, 6 (1st Cir. 1989) (in pre-Code solvent-debtor case, 
Internal Revenue Service was entitled to rate of interest provided by 26 U.S.C. §§ 6621 and 6622, not lower rate, which district court had 
determined to be “fair and equitable”).

17 Matter of Chi., Milw., St. Paul & Pac. R. Co., 791 F.2d 524, 528-29 (7th Cir. 1986).

18 Mullins, 2021 WL 2948685 at *8 (quoting 7 Collier on Bankruptcy ¶ 1129.03 [4] (Richard Levin & Henry J. Sommer eds., 16th ed.) (cit-
ing Bank of America Nat. Tr. and Sav. Ass’n v. 203 N. LaSalle St. P’ship, 526 U.S. 434, 444 (1999) (describing historical understanding 
of pre-Code requirement that reorganization plan be “fair and equitable” to dissenting class of impaired creditors in context of discussing 
“new value corollary” to absolute-priority rule))).

19 Id. at *9 (collecting cases).

20 Id.; Mullins at *9 (citing Midlantic Nat’l Bank v. N.J. Dep’t of Envtl. Prot., 474 U.S. 494, 501 (1986); Dewsnup v. Timm, 502 U.S. 410, 419 
n.4 (1992) (declining to interpret Code provision that would reflect “major changes in pre-Code practice ... that [are] not the subject of a least 
some discussion in the legislative history”).

21 Id. at *9.

22 168 B.R. 73 (Bankr. D.N.J. 1994).
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of the best-interests test under § 1129 (a) (7) or the “fair and equitable” protection of § 1129 (b). In other words, 
the solvent debtor could confirm its plan without paying any pendency interest in direct violation of the solvency 
exception. 

 In repealing § 1124 (3), Congress was explicit that its intent was “to preclude this unfair result” and to preserve 
the pre-Code solvency exception as part of § 1129 (b)’s requirement that a reorganization plan be “fair and equi-
table.”23 Section 502 (b) (2)’s exclusion of pendency interest from an “allowed claim” is not a per se bar against 
creditors’ entitlement to such interest.24

Applying the Solvency Exception

 Without deciding the degree of discretion a bankruptcy judge has in awarding pendency interest in solvent cas-
es, the bankruptcy judge in Mullins listed several factors weighing in favor of awarding interest at the applicable 
nonbankruptcy statutory judgment rate. Among them was a finding that based on the debtor’s own projections, 
he would emerge from chapter 11 with substantial cash and enough future cash to meet all of his plan payments, 
inclusive of pendency interest at 12 percent, while maintaining his current lifestyle and business interests and 
without the need to liquidate his assets.25 Accordingly, the judge ruled that the plan could meet the “fair and equi-
table” requirements of § 1129 (b) only if it provided for pendency and post-effective-date interest at the applicable 
nonbankruptcy rate of 12 percent. 

Ultra Petroleum Finds the Solvent-Debtor Exception in § 1124 (1)

 Ultra Petroleum presented the solvency exception in a different legal context, requiring a different analysis. Un-
like Mullins, the question was not whether the solvency exception was encompassed within the fair-and-equitable 
requirement of § 1129 (b). The issue was whether the solvency exception could be encompassed within § 1124 (1)’s 
requirement that to be unimpaired, a plan must “leave ... unaltered the legal, equitable, and contractual rights” of 
the claimholder.

 Ultra Petroleum Corp. is an oil and gas exploration and production company. It initially entered bankruptcy 
insolvent, but became solvent during the proceedings due to a rise in commodity prices. The bankruptcy court 
confirmed a reorganization plan that preserved the parties’ rights to contest the issue of the class 4 noteholders’ 
right to post-petition contract default interest and the notes’ make-whole provisions. A stipulation provided that 
the class 4 noteholders were to be treated as unimpaired. Therefore, the issue was whether the class 4 noteholders’ 
nonbankruptcy rights had to be enforced. Initially, the court ruled that the plan’s failure to provide for pendency 
interest at the contract rate or honor the make-whole provisions would alter class 4’s contract rights, rendering the 
class impaired.26

23 Mullins, 2021 WL 2948685 at *10 (quoting H.R. Rep. No. 103-835 at 47-48, as reprinted in 1994 U.S.C.C.A.N. 3340, 3356-57). See 
also Official Comm. of Unsecured Creditors v. Dow Corning Corp. (In re Dow Corning Corp.), 456 F.3d 668, 678 (6th Cir. 2006) 
(“Dow III”) (discussing legislative history surrounding repeal of § 1124 (3) and holding historic pre-Code solvency exception to be 
embodied within § 1129 (b)’s fair-and-equitable requirement).

24 As Mullins observes, “there is a significant distinction between whether post-petition interest can be part of an allowed claim and wheth-
er there are circumstances under which the debtor may be required to pay post-petition interest on an allowed claim.” Id. at *12 (citing 
Energy Future Holdings Corp., 540 B.R. 109, 113 (Bankr. D. Del. 2015). Indeed, the solvency exception was consistently applied under 
the Bankruptcy Act, notwithstanding § 502 (b) (2)’s predecessor provisions in the Bankruptcy Act.

25 Id. at *16.

26 In re Ultra Petroleum Corp., 575 B.R. 361 (Bankr. S.D. Tex. 2017).
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 However, on appeal, the Fifth Circuit reversed, holding that class 4 was not impaired simply because the plan 
failed to honor the noteholders’ nonbankruptcy rights. In so holding, the Fifth Circuit followed and extended the 
holding of In re PPI Enters. (U.S.) Inc.27 and its progeny. 

 PPI had held that a plan that provides a landlord with the allowed amount of its rejection-damages claim, 
capped pursuant to § 502 (b) (6), does not impair the landlord. The Fifth Circuit reasoned that § 1124 (1)’s require-
ment that the plan “leave unaltered the legal, equitable, and contractual rights” of the claimholder must be read 
broadly to include such rights as might be affected by the Bankruptcy Code itself.28 To the extent that the Code 
limits those rights, a plan that provides for full payment of the claim as so limited does not impair the creditor; 
rather, it is the Code itself that has impaired the creditor.

 Applying the same reasoning to § 502 (b)’s disallowance of unmatured interest, the Fifth Circuit reasoned that 
a plan that fails to provide for payment of pendency interest has similarly not per se altered the creditor’s rights.29 
The Fifth Circuit also dismissed the legislative history discussed herein surrounding New Valley and the repeal of 
§ 1124 (3). While Congress might have intended that paying the allowed claim on the effective date does not by 
itself render the class unimpaired, it does not follow that a failure to pay pendency interest necessarily renders the 
class impaired.30

 In remanding the case to the bankruptcy court, however, the Fifth Circuit made it clear that its holding did not 
mean that the solvency exception cannot still be applied. Although the creditor is not made impaired merely be-
cause its contract rights have been altered, it may nonetheless be equitably entitled to pendency interest (and the 
make-whole amount).31

 On remand, the Ultra Petroleum bankruptcy court considered the same pre-Code history, rules of statutory 
construction applicable to the Code and post-Code legislative history examined in Mullins, arriving at the same 
conclusion: In a solvent-debtor case, absent countervailing equitable considerations, creditors are entitled to be 
paid post-petition interest and other amounts on their allowed claims in accordance with their pre-petition nonbank-
ruptcy rights.32 But whereas Mullins found that the solvent-debtor exception encapsulated in § 1129 (b) requires 
that a reorganization plan be “fair and equitable” to a dissenting class of impaired creditors, the Ultra Petroleum 
court found it to be a general principle of equity required to prevent impairment. 

 This general principle of equity derives from both the solvent-debtor exception itself, as it existed pre-Code, and 
the principle that “equity dictates that unimpaired creditors be treated no less favorably than impaired creditors.”33 
In a solvent-debtor case, where historic principles of equity require that post-petition interest be paid, a plan that 
does not provide for contractual post-petition interest alters the creditor’s equitable rights within the meaning of 
§ 1124 (1).34

27 324 F.3d 197 (3d Cir. 2003).

28 In re Ultra Petroleum, 943 F.3d 758, 763 (5th Cir. 2019).

29 Id. at 764-65.

30 Id. at 764 (legislative history of repeal of § 1124 (3) “doesn’t say that every disallowance causes impairment”).

31 Id. at 765-766 (citing Dow III and Matter of Chicago).

32 Ultra Petroleum, 624 B.R. 195-204.

33 Id. at 203.

34 Id. at 203-04.
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Solving the PPI Paradox

 Ultra Petroleum was not the first court to hold that the term “equitable” in § 1124 (1) carries such import. A 
few years before, in Energy Future Holdings Corp.,35 the bankruptcy court described the conflict posed by the PPI 
line of cases with Congress’s express intent to preserve the solvent-debtor exception when it repealed § 1124 (3). 
Applying the reasoning of PPI to § 502 (b) (2)’s disallowance of unmatured interest would appear on its face to 
invite a solvent debtor to confirm a plan without paying post-petition interest on the theory that it is the Bankruptcy 
Code and not the plan that has altered the creditor’s contractual rights.36 

 The paradox is resolved by recognizing that in a solvent-debtor case, the claimholder has certain equitable 
rights that would be altered by the plan if the claimholder did not receive pendency interest. Thus, the resurrection 
of New Valley is avoided.37 However, it does mean that the term “equitable” in § 1124 (1) must be read to embody 
the same pre-Code solvency jurisprudence as found in the phrase “fair and equitable” in § 1129 (b). On a second 
appeal by the debtor, the issue is now squarely before the Fifth Circuit as to whether the solvency exception sur-
vived the Code’s enactment in just this fashion. 

Where Does This Leave the Ninth Circuit?

 The Ninth Circuit remains an outlier. In Cardelucci,38 the Ninth Circuit considered whether, in a solvent-debtor 
case, a class of unsecured creditors whose claims were reduced to judgment in a California state court was entitled 
to post-petition interest at the federal judgment rate of 3.5 percent or California’s state law judgment rate of 10 per-
cent. The sole question presented to and considered by the court was the meaning of “legal rate” in § 726 (a) (5), 
with the court ostensibly presuming that § 726 (a) (5) controls the question of post-petition interest in a chapter 11 
case.39 

 Because the Ninth Circuit held that “legal rate” means “federal judgment rate,” it limited the unsecured cred-
itors to the federal judgment rate. At least two California bankruptcy courts have since cited Cardelucci for the 
broader proposition that all unsecured creditors are entitled to in a solvent chapter 11 case is post-petition interest 
at the federal judgment rate.40

Conclusion

 Given the conflicting federal circuit and bankruptcy court decisions over the Bankruptcy Code’s use of the phrase 
“fair and equitable” in § 1129 (b), the scope of § 502 (b) (2)’s exclusion of unmatured interest from an allowed claim 
and the meaning of impairment under § 1124 (1), the ultimate fate of a century of pre-Code solvency jurisprudence 
will likely not be finally resolved short of a decision by the Supreme Court.

35 540 B.R. 109 (Bankr. D. Del. 2015).

36 Id. at 123.

37 Id.

38 In re Cardelucci, 285 F.3d 1231 (9th Cir. 2002).

39 Id. at 1234.

40 In re Cuker Interactive LLC, 622 B.R. 67, 70-71 (Bankr. S.D. Cal. 2020) (declining to apply solvent-debtor exception as recognized 
by numerous other courts on grounds that Cardelucci is binding precedent); In re PG&E Corp., 610 B.R. 308 (Bankr. N.D. Cal. 2019) 
(same). The issue is currently on appeal to the Ninth Circuit. Off. Comm. of Unsecured Creditors v. PG&E Corp., Case No. 20-04570, 
2021 WL 2007145 (N.D. Cal. May 20, 2021), appeal docketed, No. 21-16043 (9th Cir. June 17, 2021).
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In a 142-page opinion issued on Dec. 16, 2021, Hon. Colleen McMahon of the U.S. District Court for the 
Southern District of New York ruled in In re Purdue Pharma LP1 that nonconsensual releases of creditors’ 
direct claims against nondebtor entities are not permitted under the Bankruptcy Code. As a result of the ruling, 

the order confirming the reorganization plan in the bankruptcy cases of Purdue Pharmaceutical and its affiliated 
entities (collectively, “Purdue”) was vacated. Days after the issuance of the opinion, Purdue asked the bankruptcy 
court to maintain a two-year freeze on more than 2,600 opioid-related lawsuits against the nondebtors while it 
appeals the decision to the Second Circuit Court of Appeals. Ultimately, given the deep circuit split, this issue is 
likely destined for the U.S. Supreme Court.

Background

 Purdue’s bankruptcy was occasioned by the opioid health crisis that has plagued the U.S. for more than two 
decades. This health crisis can largely be traced to the over-prescribing of highly addictive pain-relief medica-
tions, including (specifically and principally) Purdue’s proprietary OxyContin. Between 1996 and 2019, Purdue 
had revenues of $34 billion, 91 percent of which emanated from OxyContin. By 2001, OxyContin was “the most 
prescribed brand-name narcotic mediation” in the U.S., and rates of opioid addition were skyrocketing.2 According 
to the Centers for Disease Control and Prevention, from 1999-2019, “nearly 247,000 people died in the United 
States from overdoses involving prescription opioids.”3 Judge McMahon devoted the first 70 pages of her opinion 
to detailing Purdue’s history and the significant role it played in the opioid crisis.

 Despite a 2007 plea agreement with the federal government in which Purdue admitted that it had, among other 
misdeeds, falsely marketed OxyContin as nonaddictive, Purdue’s profits after 2007 were driven almost exclusively 
by its aggressive marketing of OxyContin. As a result, by 2019 Purdue was facing thousands of lawsuits brought 
by government entities and individuals who had become addicted to OxyContin, and by the estates of individuals 
who had overdosed — either on OxyContin itself or on the street drugs, such as heroin and fentanyl, for which 
OxyContin served as a feeder. 

 Engulfed in what Judge McMahon described as “a veritable tsunami of litigation,”4 Purdue filed for chapter 11 
relief in September 2019. The intent of the filing was for a “Manville-style” bankruptcy that would resolve both 
existing and future claims against Purdue and certain nondebtor affiliates of the company (principally members 
of the Sackler family who had founded and managed Purdue throughout its history).5 Pending a resolution of the 
bankruptcy case, a court-ordered injunction halted litigation against the Sackler family and other nondebtors. 

1 In re Purdue Pharma LP, 2021 WL 5979108 (S.D.N.Y. Dec. 16, 2021).

2 Id. at *16-17.

3 Id. at *18.

4 Id. at *1.

5 Judge McMahon notes that, “In large part due to the success of their pharmaceutical business, the Sackler family have long been ranked on 
Forbes’ list of America’s Richest Families, becoming one of the top 20 wealthiest families in America in 2015, with a reported net worth of 
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 More than 614,000 creditors filed claims in Purdue’s bankruptcy case. The damages asserted in such claims 
exceeded $2 trillion, or roughly 10 percent of the world’s gross-domestic product.6 For two years, the key stake-
holders in the bankruptcy case negotiated with Purdue and the Sackler family through mediation and otherwise. 
Those negotiations ultimately resulted in a proposed reorganization plan that would, if implemented, afford bil-
lions of dollars for the resolution of claims, while funding opioid relief and education programs. Although the 
reorganization plan contained several beneficial features (including a gradual dissolution of Purdue, a document 
repository where Purdue materials would be made available for public review, and support for various opioid 
overdose reversal and addiction treatment medications), the most salient feature of the reorganization plan was a 
$4.325 billion contribution by the Sackler family. 

 The reorganization plan was approved by more than 95 percent of the 120,000 creditors who voted.7 It was con-
firmed “with obvious reluctance” by a highly respected bankruptcy judge in September 2021, who, after applying 
the traditional standard for approving settlements in bankruptcy, concluded that there existed no other reasonably 
conceivable means to achieve the result that would be accomplished by the reorganization plan.8 

 Eight states, the District of Columbia, the U.S. Trustee, the U.S. Attorney’s Office and several individual person-
al-injury claimants, among others, appealed the confirmation of the reorganization plan.9 The appellants asserted 
that the plan impermissibly provided for broad, nonconsensual third-party releases of claims against members of 
the Sackler family and their affiliates, none of whom had subjected themselves to the bankruptcy process. Such 
claims included direct claims predicated on fraud (which claims could not be discharged pursuant to § 523 (a) if 
the Sacklers themselves had sought bankruptcy relief), misrepresentation, and willful misconduct under various 
state consumer-protection statutes. In the face of such claims, the Sacklers allegedly had engaged in an aggressive 
scheme to fraudulently transfer their assets:

As the opioid crisis continued and worsened in the wake of Purdue’s 2007 Plea Agreement, the Sacklers ... 
were well aware that they were exposed to personal liability over OxyContin. Concerned about how their 
personal financial situation might be affected, the family began what one member described as an “aggres-
sive” program of withdrawing money from Purdue almost as soon as the ink was dry on the 2007 papers. 
The Sacklers upstream [ed] some $10.4 billion out of the company between 2008 and 2017, which, according 
to their own expert, substantially reduced Purdue’s “solvency cushion.” Over half of that money was either 
invested in offshore companies owned by the Sacklers or deposited into spendthrift trusts that could not be 
reached in bankruptcy and off-shore entities located in places like the Bailiwick of Jersey. 

When the family fortune was secure, the Sackler family members withdrew from Purdue’s Board and man-
agement. Bankruptcy discussions commenced the following year. As part of those pre-filing discussions, 
the Sacklers offered to contribute toward a settlement, but if — and only if — every member of the family 
could “achieve global peace” from all civil (not criminal) litigation, including litigation by Purdue to claw 
back the money that had been taken out of the corporation.10

 The appellants attacked the legality of the reorganization plan’s nonconsensual release of third-party direct 
claims against nondebtors and asserted that the plan constituted an abuse of the bankruptcy process. Conversely, 
Purdue and those who supported the reorganization plan argued that the settlements contemplated therein were 
permissible under the Bankruptcy Code and maximized the distribution to creditors given the expense, delay and 

$14 billion.” In re Purdue Pharma LP, 2021 WL 5979108 at *5 (S.D.N.Y. Dec. 16, 2021).

6 Id. at *47.

7 While 614,000 creditors filed claims, only 124,000 voted on the reorganization plan.

8 Id. at *34, 62. The bankruptcy court opinion confirming the reorganization plan can be found at In re Purdue Pharma LP, 2021 WL 
4240974 (Bankr. S.D.N.Y. Sept. 17, 2021).

9 The parties agreed to stay implementation of the reorganization plan, thereby avoiding equitable-mootness issues.

10 Id. at *4-5.



The BesT of ABI 2022: The YeAr In BusIness BAnkrupTcY

139

risk associated with litigating claims against the Sacklers. Recognizing the importance of the issue, Judge McMa-
hon stated: 

The great unsettled question in this case is whether the Bankruptcy Court — or any court — is statutorily 
authorized to grant such releases. This issue has split the federal Circuits for decades. While the Circuits that 
say no are united in their reasoning, the Circuits that say yes offer various justifications for their conclusions. 
And — crucially for this case — although the Second Circuit identified the question as open back in 2005, 
it has not yet had occasion to analyze the issue. Its only guidance to the lower courts, uttered in that 2005 
opinion, is this: because statutory authority is questionable and such releases can be abused, they should be 
granted sparingly and only in “unique” cases. 

This will no longer do. Either statutory authority exists or it does not.... Moreover, the lower courts desper-
ately need a clear answer. As one of my colleagues on the Bankruptcy Court recently noted, plans releasing 
non-debtors from third party claims are no rarity: “... Almost every proposed Chapter 11 Plan that I receive 
includes proposed releases.” When every case is unique, none is unique. Given the frequency with which 
this issue arises, the time has come for a comprehensive analysis of whether authority for such releases 
can be found in the Bankruptcy Code — that “comprehensive scheme” devised by Congress for resolving 
debtor-creditor relations. 

...

This opinion will not be the last word on the subject, nor should it be. This issue has hovered over bank-
ruptcy law for thirty-five years — ever since Congress added §§ 524 (g) and (h) to the Bankruptcy Code. It 
must be put to rest sometime; at least in this Circuit, it should be put to rest now.11

The Court’s Ruling12

 Judge McMahon held that the Bankruptcy Code does not authorize nonconsensual third-party releases of direct 
claims against nondebtors — “not in its express text (which is conceded); not in its silence (which is disputed); and 
not in any section or sections of the Bankruptcy Code that, read singly or together, purport to confer generalized 
or ‘residual’ powers on a court sitting in bankruptcy.”13 The court noted that “[t] here is a long-standing conflict 
among the Circuits that have ruled on the question, which gives rise to the anomaly that whether a bankruptcy court 
can bar third parties from asserting non-derivative claims against a nondebtor — a matter that surely ought to be 
uniform throughout the country — is entirely a function of where the debtor files for bankruptcy.”14 In reaching its 
conclusion, the court looked to see whether there was any authorization for nonconsensual third-party releases in 
(1) the statutory text; (2) the circuit case law, both in the Second Circuit and elsewhere; and (3) in any “residual 
authority” granted to bankruptcy courts. 

Statutory Authority

 Judge McMahon noted that the bankruptcy court had concluded that it was statutorily authorized to approve the 
releases of direct, third-party claims against nondebtors pursuant to §§ 105 (a), 524 (e), 1123 (a) (5) and 1129 (a) (1). 
She disagreed, holding that none of the aforementioned sections confer on bankruptcy courts the power to approve 
the release of direct third-party claims against nondebtors.

11 Id. at *6-8 (citing In re Aegean Marine Petroleum Network Inc., 599 B.R. 717, 726 (S.D.N.Y. 2019) (emphasis in original)).

12 The opinion also contains an important discussion regarding a bankruptcy court’s constitutional authority, post-Stern v. Marshall, to 
enter a final confirmation order granting third-party releases. Judge McMahon concludes that bankruptcy courts lack such authority.

13 Id. at *7.

14 Id. at *92.



AmericAn BAnkruptcy institute

140

 Judge McMahon found that “one and only one section of the Bankruptcy Code expressly authorizes a bankrupt-
cy court to enjoin third party claims against nondebtors without the consent of those third parties.”15 Section 524 (g) 
expressly provides for such an injunction in limited circumstances involving injuries arising from the manufacture 
and sale of asbestos. She explained the origins of § 524 (g), noting that it was passed after the Second Circuit Court 
of Appeals had affirmed the entry of an unprecedented injunction barring claims against certain nondebtor insurers 
in connection with the bankruptcy of the nation’s leading manufacturer of asbestos, the Johns-Manville Corp.16 
Despite the Second Circuit’s affirmance of the Manville injunction, she explained that “questions continued to 
be raised about its legality.”17 Congress passed § 524 (g) and (h) to remove any doubt that those injunctions were 
authorized in the limited context of asbestos cases.

 The court found that the text of § 524 (g) plainly indicates that Congress believed that it was creating an excep-
tion to what would otherwise be the applicable rule of law.18 Moreover, she found, the legislative history clarifies 
that the “special rule” being devised for asbestos cases was not intended to alter any authority bankruptcy courts 
may already have in other contexts. The court found particularly persuasive the following text from the legislative 
history:

The Committee has decided to provide explicit authority in the asbestos area because of the singular cumu-
lative magnitude of the claims involved. How the new statutory mechanism works in the asbestos area may 
help the Committee judge whether the concept should be extended into other areas.19 

 Based on this language, the court reasoned, Congress left to itself — not the courts — the task of determining 
whether to extend a rule permitting nondebtor releases to other areas. Noting that Congress “has been deafeningly 
silent on this subject” for more than 25 years, she concluded that Congress had elected not to expand the authority 
granted in § 524 (g) outside of the asbestos context.20

 Judge McMahon looked at the other Bankruptcy Code sections that are frequently cited as providing authori-
zation for nonconsensual third-party releases: Sections 1123 (b) (6) (providing that a plan may “include any other 
appropriate provision not inconsistent” with the applicable Code provisions); 1123 (a) (5) (providing that a reorgani-
zation plan must “provide adequate means for [its] implementation”); and 1129 (a) (1) (providing that a bankruptcy 
court “shall confirm a plan only if ... the plan complies with the applicable provisions of this title”). Each section, 
she found, like § 105 (a), “confers on the Bankruptcy Court only the power to enter orders that carry out other, 
substantive provisions of the Bankruptcy Code.”21 None of them, she concluded, creates any substantive right to 
approve the proposed releases. 

 The district court then rejected the argument that bankruptcy courts must be authorized to approve such releases 
because no provision of the Bankruptcy Code expressly prohibits them. Judge McMahon reasoned, “The notion 
that statutory authority can be inferred from Congressional silence is counterintuitive when, as with the Bank-
ruptcy Code, Congress put together a ‘comprehensive scheme’ designed to target ‘specific problems with specific 
solutions.’”22 Granting releases to nondebtors, she stated, “is so far outside the scope of the Bankruptcy Code and 
the purposes of bankruptcy that the ‘silence does not necessarily mean consent’ principle” must be rejected.23 In 

15 Id. at *96.

16 Id. at *97 (discussing MacArthur Co. v. Johns-Manville Corp. (In re Johns-Manville Corp.), 837 F.2d 89, 91 (2d Cir. 1988)).

17 Id. at *98

18 Id. at *97 (discussing the text of § 524 (g)).

19 Id. at *100 (internal citations omitted; emphasis added).

20 Id.

21 Id. at *120.

22 Id. at *127 (citing RadLAX Gateway Hotel LLC v. Amalgamated Bank, 566 U.S. 639, 645 (2012)).

23 Id.
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fact, she concluded, “the silence that speaks volumes is the 27 years of unbroken silence that have passed since 
Congress said, ‘We are limiting this to asbestos for now, and maybe, when we see how it works in that context, 
we will extend it later.’”24

The Split Among the Circuits

 Judge McMahon also analyzed the case law, noting that the Supreme Court has never specifically considered 
whether nonconsensual third-party releases can be approved in bankruptcy. Despite the Supreme Court’s silence, 
she found guidance for her analysis in several recent Court opinions. For example, she noted that the Supreme 
Court has held that the “traditional equitable power” of a bankruptcy court “can only be exercised within the 
confines of the Bankruptcy Code.”25 In addition, she noted that in two recent cases, the Supreme Court has held 
that “a bankruptcy court lacks the power to award relief that varies or exceeds the protections contained in the 
Bankruptcy Code — not even in ‘rare’ cases, and not even when those orders would help facilitate a particular 
reorganization.”26

 With these holdings in mind, Judge McMahon surveyed the circuits, starting in the Second Circuit. After re-
viewing a number of Second Circuit decisions,27 she concluded, “The only fair characterization of the law on the 
subject of statutory authority to release and enjoin the prosecution of third-party claims against nondebtors in a 
bankruptcy case is: unsettled, except in asbestos cases, where statutory authority is clear.”28 According to Judge 
McMahon, the only clear statement in terms of statutory authority in the Second Circuit is that § 105 (a), standing 
alone, does not confer authority to approve such releases.

 Next, Judge McMahon surveyed the law in other circuits. She noted that the Fifth, Ninth and Tenth Circuits 
entirely rejected the notion that a court can authorize nonconsensual third-party releases outside of the asbestos 
context.29 Similarly, the Third Circuit has held that the Bankruptcy Code “does not explicitly authorize the release 
and permanent injunction of claims against non-debtors, except” in the asbestos context.30 

 Conversely, the Fourth and Eleventh Circuits have concluded that § 105 (a), without more, authorizes such re-
leases.31 The Sixth and Seventh Circuits, she noted, have concluded that §§ 105 (a) and 1123 (b) (6), read together, 
codify something that they call “a bankruptcy court’s ‘residual authority,’ and hold that a bankruptcy court can 
impose nonconsensual releases of third-party claims against nondebtors in connection with a chapter 11 plan” in 
unique circumstances.32

24 Id. at *129-30.

25 Id. at *101 (discussing Norwest Bank Worthington v. Ahlers, 485 U.S. 197, 206 (1988)).

26 Id. at *101-03 (discussing Law v. Siegel, 571 U.S. 415 (2014) (holding that bankruptcy courts do not have “a general, equitable power”); 
Czyzewski v. Jevic Holdings Corp., 137 S. Ct. 973 (2017) (holding that protections explicitly afforded by Bankruptcy Code could not be 
overridden in “rare” case, even if doing so would carry out certain bankruptcy objectives)).

27 The opinion includes a discussion of the following relevant Second Circuit opinions: MacArthur Co. v. Johns-Manville Corp. (In re 
Johns-Manville Corp.), 837 F.2d 89, 91 (2d Cir. 1988); In re Drexel Burnham Lambert Grp. Inc., 960 F.2d 285 (2d Cir. 1992); New 
England Dairies Inc. v. Dairy Mart Convenience Stores Inc. (In re Dairy Mart Convenience Stores), 351 F.3d 86, 92 (2d Cir. 2003); 
Deutsche Bank A.G. v. Metromedia Fiber Network Inc. (In re Metromedia Fiber Network Inc.), 416 F.3d 136, 141 (2d Cir. 2005).

28 In re Purdue Pharma LP, 2021 WL 5979108 at *117 (S.D.N.Y. Dec. 16, 2021).

29 Id. at *117-18 (citing In re Pac. Lumber Co., 584 F.3d 229 (5th Cir. 2009); In re Lowenschuss, 67 F.3d 1394 (9th Cir. 1995); In re W. 
Real Estate Fund, 922 F.2d 592, 600 (10th Cir. 1990)).

30 Id. at *118 (discussing In re Cont’l Airlines, 203 F.3d 203, 211 (3d Cir. 2000)).

31 Id. at *119 (discussing Nat’l Heritage Found. Inc. v. Highbourne Found. Inc., 760 F.3d 344, 350 (4th Cir. 2014); In re Seaside Eng’g & 
Surveying, 780 F.3d 1070, 1076-79 (11th Cir. 2015)).

32 Id. at 119 (referring to, but not citing, In re Dow Corning, 280 F.3d 648, 658 (6th Cir. 2002); Matter of Specialty Equip. Cos. Inc., 3 F.3d 
1043, 1047 (7th Cir. 1993)).
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 Ultimately, she acknowledged, the circuits have reached conflicting results. She characterized this as “a most 
unfortunate circumstance when dealing with a supposedly uniform and comprehensive nationwide scheme to adjust 
debtor-creditor relations.”33 

Residual Authority

 Finally, the court addressed the argument that bankruptcy courts have “residual authority” to approve noncon-
sensual third-party releases. The bankruptcy court, she noted, had accepted the reorganization plan proponents’ 
argument that the Supreme Court had held, in In re Energy Resources Co.,34 that a bankruptcy court has “residual 
authority” to approve reorganization plans that include “necessary and appropriate” provisions, as long as those 
provisions are not inconsistent with the Bankruptcy Code. 

 Even if such power existed, she concluded, it “is of no help where, as here, it is being exercised in contraven-
tion” of specific Code provisions.35 Stating that she was convinced that the nonconsensual third-party releases 
contemplated in the reorganization plan were inconsistent with §§ 524 (g) and (h), 523 and 1141 (d), she held that 
no residual power could authorize the releases.

Conclusion

 Judge McMahon held that the releases contained in the reorganization plan were impermissible due to the 
absence of statutory authority for such releases. Based on the foregoing, she vacated Purdue’s confirmation order. 
Acknowledging the significance of her decision, Judge McMahon closed by stating:

It is indeed unfortunate that that this decision comes very late in a process that, from its earliest days in 2019, 
has proceeded on the assumption that [the releases] would be authorized — this despite the language of the 
Bankruptcy Code and the lack of any clear ruling to that effect. I am sure that the last few years would have 
proceeded in a very different way if the parties had thought otherwise. But that is why the time to resolve 
this question for once and for all is now — for this bankruptcy, and for the sake of future bankruptcies. It 
should not be left to debtors and their creditors to guess whether such releases are statutorily authorized; 
and it most certainly should not be the case that their availability, or lack of same, should be a function of 
where a bankruptcy filing is made. 

I also acknowledge that the invalidating of these releases will almost certainly lead to the undoing of a carefully 
crafted plan that would bring about many wonderful things, including especially the funding of desperately needed 
programs to counter opioid addiction. But just as “[a] court’s ability to provide finality to a third party is defined 
by its jurisdiction, not its good intentions,” so too its power to grant relief to a nondebtor from nonderivative 
third-party claims “can only be exercised within the confines of the Bankruptcy Code.”36 

 It is not an exaggeration to say that Judge McMahon’s opinion is one of the most consequential bankruptcy 
opinions of our time. The ability of a chapter 11 debtor to confirm a reorganization plan that provides for noncon-
sensual third-party releases is perhaps the primary reason for the filing of a number of large mass tort chapter 11 
filings in recent years, including the Boy Scouts’ chapter 11 case that is pending in the District of Delaware. Judge 
McMahon’s opinion persuasively holds that such releases are not permitted by the Bankruptcy Code. 

33 Id.

34 Id. at *133 (discussing In re Energy Res. Co., 495 U.S. 545 (1990)).

35 Id. at *132.

36 Id. at *136-37 (internal citations omitted).
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 Clearly, the last word on Purdue’s reorganization plan has not been written. Since Judge McMahon issued her 
opinion, the bankruptcy court has ordered the parties to participate in an expedited mediation process. In addition, 
she granted the plan proponents’ motion for an interlocutory appeal to the Second Circuit Court of Appeals. An 
appeal, Judge McMahon said, would materially advance resolution of the chapter 11 case in that a decision by the 
Second Circuit would either permit or rule out what she called “the key to the resolution of the Purdue bankrupt-
cy — whether the Sackler Family can buy ‘global peace’ without its members” filing for bankruptcy themselves. 
Absent a global settlement, it appears likely that these critically important issues will soon be addressed by the 
Second Circuit Court of Appeals and, thereafter, the Supreme Court.
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“Nicht das Kind mit dem Bade ausschütten!”

— Thomas Murner, Narrenbeschwörung1

The negotiation and confirmation of financial restructuring deals, even in cases of modest size, are very much 
like sausage-making. With apologies to our vegetarian colleagues, most people can agree they want a good 
bratwurst, but watching one being made is neither pretty nor recommended. Chapter 11 is judicially super-

vised negotiation at its core. Financial restructurings involve the creation of sometimes tenuous alliances, then trying 
to keep them together while recalcitrant constituencies snipe for tactical purposes as the case slogs its way through 
the arduous process that is chapter 11. 

 Not surprisingly, the odds are not with the troubled business trying to navigate the rocky shores of chapter 11.2 
The path from the filing (often under emergency circumstances) to the closing dinner and exchange of the Lucite deal 
cubes belies the sometimes tense and contentious events leading up to the confirmation of a plan that memorializes 
the numerous deals made to get there. That is, at least in the authors’ humble opinions, what also makes chapter 11 so 
exciting. In the immortal words of John “Hannibal” Smith, “I love it when a plan comes together!”3

 Which brings us to the topic of this article. Reminiscent of a scene from a Mary Shelley novel, villagers 
wielding torches and pitchforks lay siege to the castle of a miscreant and call for the death of “the monster.” The 
metaphorical death sought in this case is the definitive end (once and for all) of the use of third-party releases in 
restructuring cases. The “monster” in this analogy is played by the Sackler family, controlling interest-holders 
in Purdue Pharma, who undeniably made billions in profits from the opioid scourge.4 Purdue sought chapter 11 
protection based primarily on more than 3,000 personal-injury/product-liability lawsuits filed against it and its 

1 “Don’t throw the baby out with the bathwater!” Appeal to Fools (1512).

2 The “success rate,” always a somewhat murky concept when applied to a process as diverse as chapter 11 given the myriad poten-
tial outcomes being sought, is somewhere between 10-33 percent, depending on whose statistical analysis you use. Cf. “Chapter 11 
Bankruptcy,” Fin. Mgmt. (Sept. 7, 2020), available at efinancemanagement.com/financial-leverage/chapter-11-bankruptcy (estimating 
an “abysmally low” success rate of “around 10% or so”; unless otherwise specified, all links in this article were last visited on Jan. 24, 
2022), with Elizabeth Warren & Jay L. Westbrook, “The Success of Chapter 11: A Challenge to the Critics,” 107 Mich. L. Rev. 603 
(2009) (using statistical analysis gauging success in chapter 11 cases of between 17-33 percent). Part of the difficulty is caused by one’s 
definition of “success” in chapter 11. A sale of all assets within the first 30 days of the case, even with very little return to general unse-
cured creditors, with a plan confirmed distributing proceeds might be a “successful” chapter 11 in one sense, even if not economically.

3 George Peppard as J. “Hannibal” Smith in “The A Team” (1983-87). Of course, that same show gave us the line “I pity the fool!,” which 
might be applied to those about to embark on the financial-restructuring process. But we digress.

4 In re Purdue Pharma LP and subsidiaries and affiliates, Case No. 7:19-bk-23649 (Bankr. S.D.N.Y.) (“Purdue Pharma”), and In re 
Purdue Pharma LP, 2021 WL 5979108 (S.D.N.Y. Dec. 16, 2021) (“SDNY Opinion”).
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various subsidiaries and affiliates. To avoid this “veritable tsunami of litigation,”5 as part of its proposed chapter 11 
reorganization plan, Purdue sought to trade a release of civil liability against the Sackler family for a payment by 
the Sacklers (and their various entities) of about $4.3 billion into a trust fund to pay victims of the opioid scourge 
that has been ravaging the U.S.6 since the early 1990s. 

 The bankruptcy court confirmed the plan with its proposed release over the objection of nine attorneys general7 
(the “objecting states”) and about 2,700 individual plaintiffs in personal-injury lawsuits against Purdue Phar-
ma, which confirmation order was reversed by Hon. Colleen McMahon of the Southern District of New York 
on Dec. 16, 2021.8 The district court granted the motion seeking leave to appeal to the Second Circuit (over the 
objecting states’ objection).9 Meanwhile, Hon. Robert D. Drain of the U.S. Bankruptcy Court for the Southern 
District of New York first extended the temporary litigation stay for the Sacklers until Feb. 1, 2022, then through 
Feb. 17, 2022,10 and ordered the case to mediation. Upon Purdue’s request, the Second Circuit granted leave to file 
the appeal and also put the appeal on a very fast track, with oral arguments scheduled for April 25, 2022.11 Barring 
settlement (always a possibility),12 and regardless of the fast track the Second Circuit put this appeal on, it is a 
distinct possibility that whoever loses that appeal will seek review by the U.S. Supreme Court. 

 The SDNY Opinion, with its unequivocal rationale that there is no subject-matter jurisdictional authority un-
der any circumstances for nondebtor releases in bankruptcy cases, has been characterized as a “seismic shift” in 
the development of the law.13 To put this into context, the plan (with the releases for the Sackler families) had the 
support of approximately 120,000 opioid-related claim creditors (representing approximately 95 percent of that 
group), as well as 97 percent of nearly 4,800 local and state governments (including tribal authorities) in addition 
to 40 state attorneys general.14 The plan, however controversial, was undeniably a highly negotiated resolution of 

5 SDNY Opinion at 2.

6 The opioid scourge has been called a “uniquely American problem” because the abundance of private health insurance in the U.S. 
favors prescribing drugs for pain management over alternative, more expensive therapies. See Edward A. Shipton, Elspeth E. Shipton 
& Ashleigh J. Shipton, “A Review of the Opioid Epidemic: What Do We Do About It?,” Pain and Therapy, at 7 (1): 23-36 (June 2018), 
available at link.springer.com/article/10.1007/s40122-018-0096-7. Pills are less expensive and a quick fix for what ails you — until the 
“cure” creates other problems, of course.

7 Attorneys general for California, Connecticut, District of Columbia, Delaware, Maryland, New Hampshire, Oregon, Rhode Island and 
Washington objected to plan confirmation and ultimately appealed the confirmation order. The U.S. Trustee also objected and joined in 
the appeal.

8 See SDNY Opinion; see also Paul R. Hage, “‘The Great Unsettled Question’: Nonconsensual Third-Party Releases Deemed Impermissible 
in Purdue,” XLI ABI Journal 2, 12-13, 43-45, February 2022, available at abi.org/abi-journal (thorough overview of SDNY Opinion).

9 See Order Conditionally Granting Debtors’ and Allied Parties’ Motion for a Certificate of Appealability dated Jan. 7, 2022 (Docket 117) 
(“Appeal Certification Order”). The “condition” is that the appealing parties seek expedited consideration of the appeal (which seems 
superfluous, as an expeditious resolution of this issue seems to certainly be in the debtors’ best interest in these cases). California, Maryland 
and the District of Columbia filed oppositions to the request for leave to file the interlocutory appeal. See Vince Sullivan, “States Oppose 
Purdue’s 2nd Circ. Appeal Try in Ch. 11 Case,” Law360 (Jan. 7, 2022).

10 See Maria Chutchian, “Purdue Bankruptcy Judge Extends Temporary Litigation Shield for Sacklers,” Reuters (Dec. 28, 2021); “Purdue 
Pharma Judge Extends Sacklers’ U.S. Litigation Shield to Feb. 17,” Reuters (Feb. 1, 2022). It is likely that this shield will be extended 
again should serious progress be made on the mediation and settlement front.

11 See “Purdue’s Appeal on Ch. 11 Releases Fast-Tracked by 2nd Circ.,” Law360 (Jan. 28, 2022). Indeed, this has been put on the “rocket 
docket,” with opening briefs due Feb. 11, 2022, and responsive briefs due March 11, 2022.

12 Settlement discussions are, not surprisingly, ongoing. See Tom Hals & Mike Spector, “Sacklers Near Deal to Increase Opioid 
Settlement in Purdue Bankruptcy,” Reuters (Jan. 31, 2022), available at news.yahoo.com/sacklers-near-deal-increase-opi-
oid-231434637.html (“Sackler family members and states objecting to terms of Purdue’s bankruptcy reorganization are ‘close to an 
agreement in principle’ to contribute additional cash beyond the $4.325 billion they had pledged to settle opioid litigation, according 
to a mediator’s interim report filed on Monday.”).

13 See Vince Sullivan, “Seismic Purdue Ruling May Finally Get High Court’s Attention,” Law360 (Dec. 17, 2021).

14 See Paul Scott, “Purdue Pharma Settlement Plan Approved by 95% of Creditors, but CT Still Opposed,” Stamford Advocate (July 27, 
2021), available at stamfordadvocate.com/business/article/Purdue-Pharma-settlement-plan-approved-by-95-of-16343595.php. In addi-
tion to the foregoing, creditor support from non-opioid-related claimants in other classes ranged from 88-100 percent depending on the 
class.
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very thorny mass tort issues, which garnered overwhelming support among creditor constituencies. In most other 
chapter 11 cases, the accepting votes would have been a crowning success story. 

 But Purdue Pharma is not a typical chapter 11 case. The opioid scourge has rightfully been declared a U.S. “public 
health emergency.”15 In the U.S., it is estimated that between 1990 and 2020, there were more than 841,000 deaths 
by drug overdose, with prescription and illicit opioids accounting for more than 500,000 of those through 2019.16 In 
just the 12-month period ending April 2021, there was an average of 275 drug overdose deaths per day.17 Beyond the 
tragic deaths, there are the ripple effects on society, resulting from addiction such as torn families, increased crime, 
and strains on social and medical services that follow in the wake of opioid addiction. 

 The “pushers” behind the opioid crisis are not unkempt characters dealing heroin in dimly lit back alleys (far 
from it!). The current opioid scourge in the U.S. was facilitated in high-rise boardrooms by professionals in designer 
clothes with dazzling PowerPoint presentations on how to “turbocharge” the sales of brand-name opioids18 with a 
distribution network of highly paid consultants,19 pharmaceutical company sales representatives and doctor’s offices 
throughout the nation. Some of the most prevalent and addictive of the opioids were (and are) medications prescribed 
by doctors for pain management. Simply put, doctors had a “pill for what ails you.” Purdue Pharma’s actions were 
not “allegedly” improper; there were numerous criminal and civil settlements related to its conduct in continuing 
to aggressively market these drugs even in the face of internal evidence that highlighted the powerfully addictive 
nature of these pharmaceuticals.20

 Which brings us back to the Purdue Pharma plan and proposed Sackler family release. With the frenzy sur-
rounding the ultimate legality of third-party releases in the form of the Sackler family, they have become the 
unlikely poster children for an important and (used appropriately) essential tool in the restructuring tool box. The 
Sacklers are undeniably unsympathetic characters, and evidence shows that from 2008-17 (when it was apparent 
that there would be liability from damages resulting from the manufacture and sale of its opioid products), Purdue 
Pharma managed to “upstream” north of $10.4 billion of wealth (for the benefit of other Sackler-controlled entities, 
including offshore entities), much of it from the enormous profits from Purdue Pharma and its premier product, 
OxyContin.21 

 This differentiates Purdue Pharma from other product-liability-type cases involving companies (e.g., Johns-Man-
ville, A.H Robins, Dow Corning and Johnson & Johnson) that put out products that turned out to be very harmful, 
but the extent of the harm might not have been known at the time the product was put into the marketplace. Indeed, 
Purdue Pharma is in its own hybrid category. It is conceptually both a product-liability case and an abuse case (like 
the Catholic diocese, USA Gymnastics and Boy Scouts of America cases) rolled into one, where you have bad folks 
intentionally pushing a bad product to make money. The beneficiaries of the releases are not only insurance companies 
but also individuals who profited handsomely from the misdeeds — not a good category to be in, without a doubt. That 

15 See “2016 National Survey on Drug Use and Health,” Substance Abuse and Mental Health Servs. Admin. Ctr. for Behavioral Health 
Statistics and Quality (Sept. 7, 2017), available at samhsa.gov/data/sites/default/files/NSDUH-DetTabs-2016/NSDUH-DetTabs-2016.
pdf.

16 See “Understanding the Epidemic,” Ctrs. for Disease Control and Prevention (March 19, 2020), available at cdc.gov/opioids/basics/epi-
demic.html.

17 Refer to “Vital Statistics Rapid Release Provisional Drug Overdose Death Counts,” CDC, available at cdc.gov/nchs/nvss/vsrr/drug-over-
dose-data.htm (refer to the “Data Table for Figure 1a, 12 Month-Ending Provisional Counts of Drug Overdose Deaths”). 

18 Familiar names such as OxyContin, Percocet, Vicodin and Norco, all drugs related to opioids.

19 Such as, for example, consulting powerhouse McKinsey & Co. See Michael Forsythe & Walt Bogdanich, “McKinsey Settles for 
Nearly $600 Million over Role in Opioid Crisis,” New York Times (Feb. 3, 2021) (McKinsey settled with attorneys general in 47 states 
for its role in “turbocharging” opioid sales in those states).

20 See SDNY Opinion at p. 2 regarding prebankruptcy criminal plea agreements on various federal criminal charges.

21 See SDNY Opinion at 4; see also “Moral Bankruptcy Doesn’t Count in Sackler Family Protection Deal,” St. Louis Post-Dispatch 
(Dec. 22, 2021).
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notwithstanding, there is a real risk that the proverbial baby (in the form of useful third-party releases) is tossed aside 
with the bathwater in the battle for the unequivocal rejection of third-party releases in chapter 11 cases. 

 While in no way coming to the defense of the Sackler family for what they perpetrated upon the nation (all 
while reaping enormous profits from the resulting carnage), we undertake a spirited defense of the legality and 
propriety of the use of third-party releases in chapter 11 restructurings. Finally, the authors propose some straight-
forward legislative fixes to this issue based on amendments to existing Bankruptcy and Judicial Code provisions. 
Although the consensus is that the Purdue Pharma case presents egregious facts, including the fact that the Sack-
lers are responsible for creating the opioid epidemic, the “bad facts” do not justify the creation of bad law. Let the 
games begin!

Defining the Battlefield

“Precision of communication is important, more important than ever, in our area of hair trigger balances, 
when a false or misunderstood word may create as much disaster as a sudden thoughtless act.”

— James Thurber, Lanterns and Lances (1961)

 To avoid confusing different concepts because of imprecise language, it is important to define terms and con-
cepts, as they are often conflated in the heat of the debate. There should be at least four things that all parties in a 
chapter 11 should be able to agree on. 

 First, a “discharge” in the sense of 11 U.S.C. §§ 524 and 1141 (d) only applies to a debtor in bankruptcy. The 
Bankruptcy Code is clear in this respect.

 Second, the concept of nondebtor releases and exculpations, backed by plan injunctions, for actions related to the 
bankruptcy proceeding are acceptable in most courts (let’s call these “post-bankruptcy conduct releases”). These usually 
cover officers, directors, estate counsels, committee members and other professionals in the case, and always exclude 
from the scope of such a release fraud and other bad acts.22 The rationale for allowance of post-bankruptcy conduct 
releases is straightforward: Barring fraud by the participants in the proceeding, any material actions taken in relation 
to the proceeding itself (such as negotiations, asset sales, and all the other myriad activities that make up a bankruptcy 
proceeding) are done after notice and court approval. Hence, to allow parties to sue outside of the bankruptcy process, 
such as the directors of a now-reorganized debtor, for negotiating, proposing and obtaining confirmation of a plan would 
subject parties to all sorts of collateral attacks on actions the bankruptcy court already approved (again, excepting fraud 
by the participants). If a recalcitrant party has an issue with a course of action in a bankruptcy proceeding, they must 
avail themselves of the bankruptcy process (objections, appeals from orders and the like). It is a necessary “speak now 
or forever hold your peace” rationale. To permit otherwise would create chaos in the lack of finality. 

 Third, in asbestos-related mass tort liability circumstances, injunctions protecting nondebtors (usually insurance 
companies, but also applies to others) are permitted, assuming the legal requirements of 11 U.S.C. § 524 (g) (2) (B) 
are met. Congress added 11 U.S.C. § 524 (g) to the Bankruptcy Code as part of the Bankruptcy Amendments Act of 
1994 (S. 540) to provide explicit statutory authority for a bankruptcy court to order the channeling of asbestos-related 
claims against a debtor’s insurers (or, indeed, any other third party liable with a debtor), and to provide an injunction 
protecting those third parties from claims if the mechanism was part of a confirmed chapter 11 plan. This enabled 
debtors facing immense liability due to asbestos claims to have a means to obtain contributions from such third 
parties (who would in turn be protected by an injunction) and thereby deal with both their past and future liabilities 
to asbestos claimants. In effect, Congress codified the process and ultimate ruling in the Johns-Manville case filed 
in 1982. In that case, Johns-Manville confirmed its plan in 1986, which created a trust funded in part by more than 

22 See, e.g., Blixseth v. Credit Suisse, 961 F.3d 1074 (9th Cir. 2020). But see Memorandum Decision, Patterson v. Mahwah Bergen Retail 
Grp. Inc., Case No. 3:21cv167 (DJN), (E.D. Va. Jan. 13, 2022) (finding even post-bankruptcy conduct releases impermissible).
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$850 million from numerous insurance companies (all of whom were given a release backed up by an injunction) 
to deal with billions in asbestos-related personal-injury claims. Claims were “channeled” to the trust for allowance 
and ultimate payment. That plan release and injunction was ultimately upheld by the Second Circuit.23 

 Finally, if releases are given in a plan to which all creditors vote to accept, that release (presumably backed up by 
an injunction for enforcement) would be permissible, much like a creditor can agree to modification of its rights as 
part of plan treatment. We will call this the “Fully Consensual Release.” Similarly, a claimant with adequate notice of 
a proposed plan will be precluded from objecting to the approval of a plan containing the release if the objection is not 
timely raised.24 In smaller cases, that is frequently how such objections are dealt with. 

 There are both Supreme Court and circuit court decisions that hold that failure to object to a plan with release 
provisions, providing that there was adequate and proper notice of the provisions effectuating the release, may not 
be collaterally attacked on appeal by a creditor who did not object.25 Of course, the authors recognize that legal 
purists would take issue with the Fully Consensual Release insofar as there are other, nontraditional creditors 
(such as the EPA, SEC and the U.S. Trustee) that would have standing to object on legal grounds under 11 U.S.C. 
§ 1109. The basic premise of any such objection would be that if the ability of a bankruptcy court to approve any 
third-party release (other than the Johns-Manville provision releases for asbestos-related claims under § 524 (g)) 
is one of subject-matter jurisdiction, parties may not confer upon a court subject-matter jurisdiction that it does 
not have. Courts have an independent obligation to determine whether subject-matter jurisdiction exists, even in 
the absence of a challenge from any party.26

Conclusion

 The contentious releases (such as those being advocated for in Purdue Pharma and the subject of scores of chapter 11 
cases over the last nearly 40 years) are the nonconsensual releases for prebankruptcy conduct benefiting third parties. 
That is where the rubber truly meets the road in this debate, and that is the subject of Part II, which follows.

23 See MacArthur Co. v. Johns-Manville Corp., 837 F2d 89 (2d Cir. 1988). Hence, § 524 (g) (which applies only to asbestos-related claims) 
has often been called the “Johns-Manville provision.” This was a very innovative solution to a very difficult problem and will be dis-
cussed in more detail in Part II of this article.

24 Notwithstanding case law prohibiting these types of releases, pragmatic bankruptcy judges such as Hon. James Marlar of the U.S. 
Bankruptcy Court for the District of Arizona (ret.) had their own methods of dealing with one or two recalcitrant creditors who were 
objecting to releases that otherwise had widespread support. He would rule that the releases would “carve out” the objecting creditor (s) 
only, then confirm the plan. Judge Marlar recognized that the objections were often interposed for tactical reasons and not because the 
objector really intended to spend the resources to pursue the claims. By so ruling, the legal standing of the objector was removed (as they 
would not be injured economically). Of course, that would not have been a solution in Purdue Pharma (and other more complex cases) 
given the numerous state and other agencies objecting (the carving out of which claims would present an economic hurdle and willing-
ness, presumably, of the beneficiary of the release to do the deal).

25 See Travelers Indem. Co. v. Bailey, 557 U.S. 137, 145-46 (2009) (notwithstanding issue of jurisdiction to issue third-party releases, 
failure to object if given notice precludes appeal under res judicata principles); In re Le Centre on Fourth LLC, 17 F.4th 1326 (11th 
Cir. 2021). For more on In re Le Centre on Fourth LLC, see Robert M. Charles, Jr., “Eleventh Circuit Validates Plan Release of Claims 
Against Insurers,” XLI ABI Journal 2, 34-35, 46, February 2022, available at abi.org/abi-journal.

26 Ruhrgas AG v. Marathon Oil Co., 526 U.S. 574, 583 (1999); Arbaugh v. Y&H Corp., 546 U.S. 500, 514 (2006).
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“Desperate times offered a certain flexibility in the rules of absolution.”

— Dan Brown, Origin (2017)

In Part I, the authors discussed the Purdue Pharma case as it relates to the nonconsensual1 releases of the 
Sackler family for payment of approximately $4.3 billion in contributions to be earmarked for payment of 
opioid addiction and its aftermath.2 The order confirming the Purdue plan was reversed by the U.S. District 

Court for the Southern District of New York. The SDNY Opinion, with its unequivocal rationale that there is no 
subject-matter jurisdictional authority under any circumstances for nondebtor releases in bankruptcy cases, has 
been characterized as a “seismic shift” in the development of the law.3 Despite settlement,4 the pending “rocket 
docket” appeal to the Second Circuit5 will ensure a decision sometime this summer, with a possible appeal to the 
U.S. Supreme Court following in its wake. 

1 Or at least fully nonconsensual, as there was widespread creditor and state regulatory support for the Purdue plan and releases. See 
Thomas J. Salerno & Clarissa C. Brady, “In Defense of Third-Party Releases in Chapter 11 Cases: Part I: Let’s Define the Battlefield!,” 
XLI ABI Journal 3, 32-33, 47, March 2022, available at abi.org/abi-journal (unless otherwise specified, all links in this article were last 
visited on Feb. 23, 2022). Part I also appears in this publication.

2 Id. (“The bankruptcy court confirmed the plan with its proposed release over the objection of nine attorneys general (the ‘objecting 
states’) and about 2,700 individual plaintiffs in personal-injury lawsuits against Purdue Pharma, which confirmation order was reversed 
by Hon. Colleen McMahon of the Southern District of New York on Dec. 16, 2021.”). This is referred to herein as the “SDNY Opinion.” 
The reversal is on appeal to the Second Circuit Court of Appeals.

3 See Vince Sullivan, “Seismic Purdue Ruling May Finally Get High Court’s Attention,” Law360 (Dec. 17, 2021).

4 On March 10, 2022, the bankruptcy court approved a mediator-brokered settlement, which resulted in at least another $1 billion being 
contributed by the Sacklers, with the possibility of another half billion from future sales of Sackler-related assets (bringing the total to 
$6 billion). Vincent Sullivan, “Purdue Reaches Final Terms on New $5.5 Billion Ch. 11 Sackler Deal,” Law360 (March 10, 2022). Vince 
Sullivan, “Purdue Reaches Final Terms on New $5.5 Billion Ch. 11 Settlement,” Law360 (March 3, 2022). The non-monetary terms of the 
settlement are also noteworthy. They include public expressions of “regret” by the Sacklers, renaming Purdue Pharma as Knoa Pharma and 
switching to manufacture of medications to treat addictions by 2024, the disassociation and removal of the Sackler family name from build-
ings, programs facilities and scholarships (as long as any announcement does not “disparage” the Sacklers), and the lack of immunity of the 
Sacklers from future criminal prosecution. See Jan Hoffman, “Sacklers and Purdue Pharma Reach New Deal with States Over Opioids,” 
New York Times (March 3, 2022). This settlement is the equivalent of burning the Purdue Pharma house (with the Sackler name inside it) to 
the ground, then salting the earth on which it stood so nothing can grow there in the future. The bankruptcy court has extended the injunction 
protecting the Sacklers from lawsuits to March 23 to allow this new deal to get brought before the bankruptcy court.

5 The Second Circuit not only granted leave to file the appeal, but set briefing deadlines that will occur by March, with oral argument set 
for mid-April 2022. See Part I, supra n.1.
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 Even with the settlement that will involve an uncontested Second Circuit appeal, one is left to wonder what 
is to be done with the SDNY Opinion, which unequivocally holds there is no subject-matter jurisdiction to grant 
third-party releases. Will the Second Circuit reverse?6 Even this “grand bargain” is not without its critics.7 

 This article explores the specifics of the often-maligned (but frequently attempted, with varying degrees of 
success) and the most controversial of the third-party releases: where a plan attempts (as it did in Purdue and scores 
of other plans) to give a release, backed up by an injunction, for prebankruptcy acts by a nondebtor third party for 
not only presently existing claims, but also future claims to the extent they are directly tied to the prebankruptcy 
conduct.8 This will be called the “prebankruptcy conduct release.” 

 There are at least three things that we hope can be agreed on. First, there can never be, nor should there ever 
be, any attempt to release anyone (the debtor or third party) from potential criminal liability.9 Second, there should 
never be releases for future acts. Finally, there must be adequate and clear notice of any proposed prebankruptcy 
conduct releases to those affected by such releases. 

 The concept of prebankruptcy conduct releases was the brainchild of innovative professionals in an effort to 
create and preserve going-concern values in real time in a mass tort context. Mass tort liability cases create their 
own challenges — from identifying and providing notice to potential victims/claimants, to trying to ensure that 
some process whereby assets (such as insurance policies and other third-party funding sources) are preserved for 
ratable distribution to what is often a huge and disparate class of creditors, all of whom are deserving of timely 
compensation for their injuries. 

 The first major use of this concept was Johns-Manville in 1986. Since then, it has been used in scores of large 
mass tort liability cases, from product liability (as in Dow Corning in 1995, A.H. Robins in 1988 and Johnson & 
Johnson (J&J) in 2021), to personal injury from abuse cases (essentially every Catholic diocese case filed and 
USA Gymnastics), and including the pending Boy Scouts of America case (for which Purdue, albeit in a different 
jurisdiction, will have a potentially devastating impact).10 

 The case law on this issue gets messy. As the SDNY Opinion recognized, “This issue has hovered over bank-
ruptcy law for 35 years — ever since Congress added Section 524 (g) and (h) to the Bankruptcy Code. It must be 
put to rest sometime; at least in this Circuit, it should be put to rest now ... the lower courts desperately need a 
clear answer.”11 The circuits are split in both the ultimate allowance of, and rationale for and against allowance of, 
prebankruptcy conduct releases for third parties. The cases can be divided into three broad categories:12

6 The objecting states have agreed not to file their opposition briefs in the pending Second Circuit appeal, leaving essentially only the 
Purde briefs before the Second Circuit. Presumably, it is hoped that the Second Circuit will consider this one of the “narrow circum-
stances” in which third-party releases are permissible, consistent with its prior precedent. See n.14.

7 See, e.g., Sullivan, supra n.4 (Florida, which voted to accept the initial plan, has concerns that earmarking of increased Sackler contri-
bution should go to all states pursuant to existing sharing agreements, not just to settling objectors as contemplated); Melody Schreiber, 
“OxyContin Victims Fight for Their Share in Purdue Bankruptcy Case,” The Guardian (Feb. 27, 2022) (with victims’ advocates com-
plaining that portion of deal that is attributable to actual victims equates to about $5,000 per victim, with rest allocated to states for reha-
bilitative and other purposes).

8 Prebankruptcy conduct often involves claims that may manifest post-bankruptcy based on conduct that occurred prebankruptcy. 
Environmental-contamination and product-liability mass tort claims may not fully manifest at the time of a bankruptcy filing, as some 
are not even aware they have been injured because physical symptoms do not appear until a later date after the filing or there is still an 
open statute of limitations for filing claims.

9 Even the landmark pending Sackler settlement did not try to cross that bridge. See n.4, supra.

10 See “Boy Scouts Bankruptcy Plan Hinges on Releases Deemed Illegal in Purdue Case,” Rochelle’s Daily Wire (Dec.  22, 2021), avail-
able at abi.org/newsroom/daily-wire.

11 SDNY Opinion at *4 (discussing lack of uniformity for third-party releases and need for clarity).

12 These are categorized for ease of reference, but the authors acknowledge that reasonable minds could create more nuanced categories. 
Moreover, even within a circuit, there may be differing categories. See, e.g., n.16, infra. The SDNY Opinion did a masterful job of 
assembling the cases on this complex issue. 



The BesT of ABI 2022: The YeAr In BusIness BAnkrupTcY

151

1. Not Legally Permissible: The Fifth, Ninth and Tenth Circuits have concluded that the bankruptcy court may 
not authorize prebankruptcy conduct releases for third parties (which they conflate with “discharges”) outside 
of the asbestos context under § 524 (g).13 

2. Permissible with Restrictions: The Second,14 Sixth and Seventh Circuits have concluded that §§ 105 (a) and 
1123 (b) (6) provide bankruptcy judges with some “residual authority” to allow for third-party releases under 
certain circumstances (separating the concepts of discharge and third-party releases).15 

3. Legally Permissible: The Third, Fourth and Eleventh Circuits have concluded that either § 105 (a) authoriz-
es prebankruptcy conduct releases for third parties or that there are factors to evaluate in deciding when it is 
appropriate to impose such a release.16 In at least Delaware, nonconsensual third-party prebankruptcy conduct 
releases specifically concerning opioid claimants have been upheld as recently as Feb. 3, 2022.17 

Economic Analysis: Show Me the Money!

“It has been more profitable for us to bind together in the wrong direction than to be alone in the right di-
rection.”

— Nassim N. Taleb, The Black Swan (2010)

 While lawyers often argue incessantly over legal principles, the timely economic returns to constituents should 
be paramount in chapter 11 cases.18 Those opposed to prebankruptcy conduct releases in bankruptcy cases to facil-
itate the collection of money as part of plan confirmation have often posited that despite optimistic projections, the 
actual claimants themselves rarely see any meaningful recovery. The money is absorbed by administrative costs 
and related expenses, but in the final analysis, the economic return to the claimants is where the focus should be.

 A prebankruptcy conduct release, when applied to actors that have done bad acts, is the bankruptcy equivalent of 
prosecutors cutting an immunity deal for one bad actor to catch another (ostensibly worse) bad actor. It is not condoning 
what the immunized actor did, but rather is a real-world recognition that sometimes you let one bad actor off to achieve 
an imperfect, but greater, purpose. In the bankruptcy world, a timely economic return with certainty of sources of funds 
to pay claims to creditors is the greater purpose to be achieved. “Punishing” a bad actor often delays or can reduce that 

13 See, e.g., Blixseth v. Credit Suisse, 961 F.3d 1074, 1082 (9th Cir. 2020), cert. denied, 141 S. Ct. 1394, 209 L. Ed. 2d 132 (2021); Bank of 
New York Tr. Co. NA v. Off. Unsecured Creditors’ Comm. (In re Pac. Lumber Co.), 584 F.3d 229, 252 (5th Cir. 2009); In re W. Real Estate 
Fund, 922 F.2d 592, 600 (10th Cir. 1990).

14 The Second Circuit may redefine what it finds appropriate or not should the SDNY Opinion go through the appellate process. The 
Second Circuit had previously held that nonconsensual third-party releases against nondebtors could be approved in narrow circumstanc-
es. Deutsche Bank AG v. Metromedia Fiber Network Inc. (In re Metromedia Fiber Network Inc.), 416 F. 3d 136, 141 (2d Cir. 2005).

15 See, e.g., In re Airadigm Commc’ns Inc., 519 F. 3d 640, 657 (7th Cir. 2008); In re Dow Corning Corp., 280 F.3d 648, 663 (6th Cir. 
2002).

16 See, e.g., In re Seaside Eng’g & Surveying Inc., 780 F.3d 1070, 1078–81 (11th Cir. 2015); Behrmann v. Nat’l Heritage Found. Inc., 663 
F.3d 704, 712 (4th Cir. 2011); Gillman v. Cont’l Airlines (In re Cont’l Airlines), 203 F.3d 203, 212-13 (3d Cir. 2000).

17 See In re Mallinckrodt PLC, Case No. 20-12522-JTD (Bankr. D. Del. Feb. 3, 2022) (Docket No. 6347) (approved releases for third 
parties with opt-out rights in plan, but also approved nonconsensual third-party prebankruptcy conduct releases as to opioid claimants 
based on necessity). See also “In re Mallinckrodt PLC: Delaware Bankruptcy Court Approves Non-Consensual Third-Party Releases 
in Contrast to Purdue and Ascena,” V&E Restructuring & Reorganization Update (Feb. 14, 2022). Another Delaware bankruptcy judge 
denied confirmation of a plan with third-party prebankruptcy conduct releases on the basis that there was no showing that the releases 
were necessary or there was any contribution by the third parties getting the releases. See Rick Archer, “Judge Rejects 3rd-Party Releases 
in Cannabis Co. Ch. 11 Plan,” Law360 (Feb. 15, 2022). The authors speculate that while the third parties were disappointed in not get-
ting their releases, they were just too mellow to care all that much.

18 A common criticism of chapter 11 is that it is too lengthy and expensive. While perhaps true, in complex dynamics such as those brought 
by mass tort issues, it is also perhaps an imperfect but necessary evil.
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ultimate economic recovery.19 The concept of prebankruptcy conduct releases is not all that dissimilar from settlements of 
class actions in other contexts (with the concept of opt-out rights dealt with herein). In this context, what is the recovery 
to claimants in class action cases? 

 A U.S. Chamber of Commerce study concluded that in the class-action settlements examined, the average class 
member’s recovery was between 0.000006-12 percent of the claims, or an average of a mere $32.35 per claimant.20 
By contrast, the lawyers for the class recovered nearly $424,500 in fees.21 The U.S. Chamber study further conclud-
ed that the vast majority of cases produced no benefit to most members of the putative class, and approximately 
35 percent of the class actions were dismissed voluntarily by the plaintiffs after the plaintiff reached a private (i.e., 
non-class) settlement with the defendant.22

 It may be instructive to compare that return with the recovery to one well-known example of prebankruptcy 
conduct release cases: Johns-Manville.23 In the 33 years since its creation, the Manville trust has processed about 
1 million claims seeking in excess of $5 billion in total claims.24 The trust contains assets currently in excess of 
$2 billion and is currently still paying claimants approximately 5.1 percent of requested claim amounts to maintain 
liquidity.25 By comparison to a traditional class-action settlement, this is one tangible example where a prebankrupt-
cy conduct release for the benefit of third parties has returned a larger percentage to claimants than any traditional 
class-action settlement. To put it another way, it certainly is not worse than the recoveries to class action settlement 
claimants and has the added benefit that the entire claims-distribution process is transparent. 

What’s Wrong with the “God Clause”?

“E pur si muove.”

— Galileo Galilei (1633)26

 Opponents of prebankruptcy conduct releases are quick to point out that there is no express statutory authori-
zation in the Bankruptcy Code for these releases (asbestos claims excepted), and that bankruptcy courts are left to 
rely on the equitable powers granted to bankruptcy courts under the amorphous provisions of § 105. In the words of 
one commentator, “Section 105 (a) [is] sometimes referred to as the ‘God clause,’ which allows judges to exercise 
their equitable powers to issue any orders necessary or appropriate to carry out a bankruptcy plan.”27 Of course, 
there are also no express Code prohibitions or jurisdictional statutes, either. 

19 In releases of insurance companies, even if the insurance company is not contributing 100 percent of policy limits, the timeliness of the 
economic return from the contribution, plus the recognition that there might be diminution in the policy from costs of defense of the bad 
actors, would still be a greater good.

20 See Corporate Counsel, “Do Class Actions Benefit Class Members?,” U.S. Chamber Report (Dec. 13, 2013). See also “FTC Study: Class 
Action Settlement Notices Have Room to Improve,” Ballard Spahr Legal Alert (Oct. 2, 2019).

21 Id. at 2.

22 Id. at 3-4.

23 At the time the Johns-Manville plan (with its prebankruptcy conduct releases) was confirmed, § 524 (g) was not in the Bankruptcy Code.

24 See Matt Mauney, “Johns-Manville,” Asbestos.com/Mesothelioma Center (Aug. 23, 2021), available at asbestos.com/companies/
johns-manville.

25 See “Manville: MV Trust Pro Rata Increase,” Claims Resolution Mgmt. Corp. (Feb. 18, 2021), available at www.claimsres.
com/2021/02/18/manville-mv-trust-pro-rata-increase (pro rata trust distributions are adjusted periodically).

26 “Albeit it does move.” Galileo purportedly muttered this phrase after Inquisition torturers forced him to recant his theory that the earth 
orbits the sun — deemed heresy by the church.

27 Sullivan, supra n.3, at 2.



The BesT of ABI 2022: The YeAr In BusIness BAnkrupTcY

153

 The only express prohibition posited by some is the prohibition found in § 524 (e), which conflates a discharge 
with a release and injunction. They are distinct legal issues and not tied together. The prebankruptcy conduct release 
is not a “discharge” of a third party (which is expressly prohibited), nor does the prebankruptcy conduct release flow 
from the debtor’s discharge. It may have the same ultimate preclusive legal effect, but it is an injunction prohibiting 
actions against the third party based on that party’s own liability. 

 The complexities of financial restructurings are such that having some leeway in implementing creative solu-
tions should be encouraged, not discouraged. In the words of one bankruptcy judge, chapter 11 is unique in that it 
deals with what can be, not exclusively on what happened in the past (like traditional litigation).28 Keeping flexi-
bility for bankruptcy courts allows those courts to deal with real-time and real-world exigencies, which is critically 
important to the ultimate success of the chapter 11 process. 

Why Are Some Prebankruptcy Conduct Releases Less Objectionable than 
Others?

“All animals are equal, but some animals are more equal than others.”

— George Orwell, Animal Farm (1945)

 Are those third parties who may have liability for asbestos-related injuries along with the debtor (and legally 
able to obtain a prebankruptcy-conduct release) somehow more deserving of relief than those related to mass tort 
damages that are not asbestos-related? Was § 524 (g) just the result of a powerful asbestos-related insurance indus-
try lobbying effort? Is there anything unique about mass tort situations in asbestos cases as compared with other 
product-liability or mass tort cases? It is unclear but also undeniable that the Code, as it currently exists, creates 
two distinct groups of third-party beneficiaries when it comes to the availability of prebankruptcy-conduct releases. 

 It must be presumed that Congress believed in 1994 that there was societal and economic benefit in amend-
ing § 524 (g) to provide for a specific and detailed mechanism to get prebankruptcy-conduct releases in the 
asbestos context to nondebtor third parties in exchange for contribution to funding trusts for payment of these 
claims.29 Presumably, such an amendment to the law was based on anticipated quicker, ratable payments to a 
deserving group of victims and incentivized third parties to “fund” trusts to administer such funds (the “carrot” 
being the prebankruptcy-conduct release). It is hard to argue against this change in the law. 

 Real-time case in point: J&J is currently facing about 38,000 personal-injury lawsuits, with new “ovarian 
cancer and mesothelioma lawsuits being filed at the rate of one per hour all day, every day in 2020.”30 In another 
opioid-producer’s case, defense costs were estimated at as much as $1 million per week.31 The tort-adjudication 

28 Hon. Redfield T. Baum of the U.S. Bankruptcy Court for the District of Arizona (Phoenix).

29 Congress amended the Code to add § 524 (g) in 1994 to “provide a restructuring model for asbestos-related bankruptcies.” Susan Power 
Johnston & Katherine Porter, “Extension of Section 524 (g) of the Bankruptcy Code to Nondebtor Parents, Affiliates, and Transaction 
Parties,” Bus. Lawyer, Vol. 59, No. 2, pp. 510-11 (February 2004), available at jstor.org/stable/40688207. Section 524 (g) provides for a 
specific and detailed procedure for the issuance of an injunction pursuant to a reorganization plan to cover, among other things, a third 
party (such as an insurance company or any other party who is alleged to be “directly or indirectly liable” with the debtor on asbestos-re-
lated claims).

30 J&J’s subsidiary recently defeated a motion to dismiss its chapter 11 filing on bad faith grounds, with the bankruptcy court finding that 
chapter 11 is uniquely positioned to create a forum for the ratable distribution of assets for victims. See Vince Sullivan, “J&J Talc Unit’s 
Ch. 11 Case Allowed to Go Forward,” Law360 (Feb. 25, 2022)

31 In opioid-producer Mallinckrodt PLC’s chapter 11 case in Delaware, the litigation costs were estimated at $1 million per week. See 
“Horizontal ‘Gifting’ Approved in Mallinkrodt’s Confirmed Chapter 11 Plan,” Rochelle’s Daily Wire (Feb. 9, 2022), available at abi.org/
newsroom/daily-wire.
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system in the U.S. has been characterized as “lottery-like” by J&J.32 While J&J was characterizing this system 
from the perspective of astronomical jury verdicts in favor of plaintiffs (and against the company) taking years 
to come to judgment,33 the flip side is also true: Those claimants that get judgments first stand a better chance of 
getting paid, but also ultimately reduce the “pot” available for later victims. Avoiding a rush to the courthouse may 
in practical effect benefit not just the company, but also the later victims (some of whom may not even know they 
have injury). The bottom line is that chapter 11 should be about equitable and ratable return and not just about 
payment to the first ones that get judgments. 

 The authors respectfully submit that the debate and litigation should center not on the legal issue about whether 
the third-party prebankruptcy conduct release is legally permissible, but rather the economic issue of how much it 
should cost the third party. That is what is critical to those with “skin in the game”: certainty, timing and sources of 
payment, and efficiency of the process. This is certainly where J&J is attempting to steer the debate in its pending 
proceedings.34 It is also clearly the focus of the ongoing Purdue settlement discussions. 

 The focus of the naysayers has been on the perceived benefit to the third parties of the prebankruptcy conduct 
release, when the real focus should be on the potential benefits to the victims of the mass tort.35 Presumably, this is 
where Congress’s focus was when it enacted § 524 (g) in 1994. The allowance of pre-bankruptcy-conduct third-par-
ty releases resulting from Johns-Manville (which pioneered the concept before the Code expressly allowed it) was 
viewed as visionary enough that Congress formally adopted it for asbestos cases. The same concept is now being 
characterized as abusive.

 It is time for Congress to address this disparity decisively. To that end, the authors humbly suggest four poten-
tial amendments to the Bankruptcy Code (title 11) and Judicial Code (title 28) that would create certainty in this 
uncertain jurisprudential morass. Stay tuned for Part III.

32 Id. (discussing how J&J was “already subject to 38,000 talc suits, with more accumulating every hour,” and numbers clearly evidenced 
that company “could not bear the costs — let alone the lottery-like verdicts — of adjudicating the pending and expected claims”).

33 See Vince Sullivan, “Talc Claimants Argue Bad Faith in J&J Ch. 11 Trial,” Law360 (Feb. 14, 2022) (49 talc claims had been tried at time 
J&J set up its new “Texas Two-Step” company to ring-fence liabilities, which cases took eight years to adjudicate with one jury verdict 
of $4.7 billion, reduced to $2 billion on appeal, in favor of 22 plaintiffs).

34 See Jonathan Randles, “J&J Could Increase $2 Billion Talc Settlement Offer, Lawyer Says,” WSJ Pro (Feb. 16, 2022) (quoting from tes-
timony in dismissal proceedings wherein J&J’s bankrupt subsidiary stated that $2 billion being contemplated for settlement of claims is 
only “a start,” subject to further negotiations).

35 The historic uses of chapter 11 to attempt to ring-fence liabilities (using a divisive merger or otherwise), and obtain discharges for debt-
ors and third-party prebankruptcy conduct releases, have been the “abuses” of bankruptcy laws decried by numerous critics discussed 
herein. While making for expedient sound bites, it is also (in the authors’ opinions) somewhat myopic. One can argue about changing the 
law, but at a minimum the full economic repercussions should be analyzed. If you increase taxes to companies and they move operations 
offshore, these same critics will complain about the loss of U.S. jobs. In economics, as in physics, every action has a reaction. It can be 
good, or not so good.
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“We need to encourage habits of flexibility, of continuous learning, 
and of acceptance of change as normal....”

— Peter F. Drucker, Innovation and Entrepreneurship: Practice and Principles (1985)

This series has reported the conundrum of third-party releases in chapter 11 cases.1 In the first two install-
ments, we defined the battlefield2 and briefly explored the legal, policy and economic parameters of pre-
bankruptcy conduct releases (“prebankruptcy conduct releases”) to benefit nondebtor third parties.3 We now 

suggest four potential legislative fixes to this prebankruptcy conduct release for third parties. 

Remove the “Asbestos” Limitation from 11 U.S.C. § 524 (g) (2) (B) (1)

 Section 524 (g) is an extensive and detailed blueprint for how to legally give prebankruptcy-conduct releases 
for nondebtor third parties for asbestos-related claims.4 Why not simply take 14 words out of § 524 (g) and keep 
all the other bells and whistles in it? Hence, the section as reworded would provide as follows:

(B) The requirements of this subparagraph are that —

(i) the injunction is to be implemented in connection with a trust that, pursuant to the plan of 
reorganization —

(I) is to assume the liabilities of a debtor which at the time of entry of the order for relief has been 
named as a defendant in personal injury, wrongful death, or property-damage actions seeking 
recovery for damages [striking: allegedly caused by the presence of, or exposure to, asbestos or 
asbestos-containing products] [.]

 If the Code were to be amended as proposed, it would provide the blueprint (with all the attendant protections 
and legal requirements) for prebankruptcy conduct releases for essentially any mass-tort type of claim group, not 

1 See Thomas J. Salerno & Clarissa C. Brady, “In Defense of Third-Party Releases in Chapter 11 Cases: Part I: Let’s Define the 
Battlefield!,” XLI ABI Journal 3, 32-33, 47, March 2022; Salerno & Brady, “In Defense of Third-Party Releases in Chapter 11 Cases: 
Part II: Show Me the Money, and What’s Wrong with the ‘God Clause’?,” XLI ABI Journal 4, 30-31, 58-59, April 2022. Both articles 
are available at abi.org/abi-journal, and are, respectively, sections C and D of this publication.

2 See Part I, supra n.1.

3 See Part II, supra n.1.

4 Id.
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just asbestos-related claims. If it meets the due-process and societal-benefit hurdles for asbestos victims, why 
wouldn’t it work for any mass-tort-type of situation?5

 In addition, Congress should clean up another mess it created: Section 524 (g) should be redesignated as a new 
§ 1123 (c) (dealing with permissive plan provisions). Including these third-party injunction provisions in § 524 
only facilitated the conflating of the concepts of a prebankruptcy conduct release as a “discharge” of a nondebtor.6 
In legal reality, § 524 (g)’s extensive provisions are not about “discharge” for nondebtors, but rather are a blueprint 
for an injunction benefiting third parties in the resolution of asbestos-liability claims in a chapter 11 plan context. 
It belongs conceptually and logically in § 1123. 

Impose a Mandatory Opt-Out Option

 Alternatively, an amended § 1123 could be further revised to expressly provide for mandatory provisions allow-
ing creditors to opt out of the prebankruptcy-conduct release provisions in any plan. If reference to nonbankruptcy 
class action experience is any indication, there are empirical studies that show that opt-outs are statistically rare. 
In one study, for 2014-18, there were about 9 percent opt-outs in nearly 400 cases studied.7

 Moreover, a plan that would have a mandatory opt-out could have a self-effectuating “poison pill” provision 
along with it. For example, unless XX percent in amounts of filed claims did not opt out, the contribution related 
to the prebankruptcy-conduct release would not be made, and all parties would reserve their rights. This would 
allow for plan confirmation to move forward, even if the class that would be most impacted by the prebankrupt-
cy-conduct release opted out or the opt-outs were so large that they adversely affected the economics of the deal.8 

 It also presents the voting claimants with a real economic decision: Tie recovery to the third-party prebankrupt-
cy-conduct release today, or wait another two to three years while the lawsuits play out and insurance policies are 
depleted by the costs of defense. The choice should belong to those with “skin in the game” in all events. Finally, 
such a provision puts the focus on where it really should be in these cases — negotiations and “horse trading” 
between those seeking the third-party release and those for whose benefit the contribution will be disbursed.9 

Amend § 157 to Make Any Third-Party Prebankruptcy-Conduct Release a 
Matter for District Court Final Adjudication

 The issue of legal propriety of third-party prebankruptcy-conduct releases is distilled (by the time it reaches 
appellate courts) to a distinct legal issue. Is there subject-matter jurisdiction for a bankruptcy court to grant these? 
With bankruptcy matters technically filed in district court (albeit automatically referred to the bankruptcy court), 
the constitutional quandary of subject-matter jurisdiction was solved. Bankruptcy matters are clearly matters of 
federal question jurisdiction under 28 U.S.C. § 1331, so district courts have subject-matter jurisdiction. Based on the 

5 In practice, non-asbestos mass tort cases are already doing this. See, e.g., Michael Mooney, “Courts Are Trying to Vet Boy Scout Sex 
Abuse Claims,” Axios (Jan. 12, 2021) (“Last week, the preliminary tallies of a vote by alleged victims on whether to accept the most 
recent $2.7 billion settlement came just short of the 75 percent threshold the judge suggested to move forward.”).

6 This anomaly in placement in the Code was specifically remarked upon by both the Sixth and Seventh Circuit decisions. See Part II, 
supra n.1.

7 See “Opt-Out Cases in Securities Class Action Settlements,” Cornerstone Research: 2014-2018 Update.

8 This mandatory opt-out is in some respects the flip side of the 75 percent consent requirement found in § 524 (g) (2) (B) (iii) (IV) (bb) in 
asbestos cases.

9 The authors acknowledge that critics of this proposal will say that but for the appeal by the objecting states and those dissenters from 
the victim class, the Sacklers would have been able to get away with the initial $4.3 billion proposed contribution, and the additional 
contribution totaling up to $6 billion was only because of the serious legal impediment of the appeal. Perhaps so, but ultimately it was a 
negotiated resolution, which is the very core of chapter 11.
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referral by the district court, it is the bankruptcy court (as the “unit” of the district court) that exercises the jurisdic-
tion subject to a detailed district court review regime discussed herein. Within the bankruptcy proceeding, title 28 
further distinguishes between “core” (those matters expressly arising under the Bankruptcy Code) and “non-core” 
(those matters “related to” but not expressly arising under the matters in a bankruptcy proceeding).10 Both core and 
non-core matters are automatically referred by the district court to the bankruptcy court for adjudication. 

 Even as an Article I court of limited jurisdiction, with respect to “core” matters (e.g., stay relief), the bankruptcy 
court issues final and dispositive rulings with respect to those matters. Those are squarely in the bankruptcy court’s 
grant of jurisdiction. 

 Conversely, as for “non-core” matters to which parties have not consented to jurisdiction, the bankruptcy court 
must propose findings of fact and conclusions of law for de novo review by the district court.11 The district court 
(upon a party’s request) reviews the proposed findings of fact and conclusions of law de novo, adopts or rejects (or 
some combination thereof) those proposed findings and enters final judgment. The de novo review means that no 
deference is afforded the bankruptcy court’s factual findings, unlike in a traditional appeal (in which deference is 
afforded in an appeal in a core proceeding). An Article III judge has looked at the factual determinations and law 
with “fresh” Article III eyes. Constitutional problem solved. So, how about amending 28 U.S.C. § 157 by adding a 
new subsection that provides that the specific sections of any plan that contain a third-party prebankruptcy-conduct 
release being deemed “non-core,” but related, matters, and as such a party will have the right to seek a de novo 
review of that specific provision to the district court? 

 The evidentiary record will be made at the bankruptcy court level and, with respect to the approval of that 
specific provision, the bankruptcy court will submit a proposed “report and recommendation” to the district court 
for de novo review. This standard will ensure that an Article III court with federal-question jurisdiction (the dis-
trict court) makes the determination as to the appropriateness of the issuance of the injunction that enforces the 
prebankruptcy-conduct release. 

 This process will not take any more time than the current appeal process where there is objection to the approv-
al of the prebankruptcy-conduct release, and ultimately the process would be expedited, since this process will 
do away with the major legal issue in the cases to date: the question of subject-matter jurisdiction to approve the 
releases. 

 While it is theoretically possible an objecting party will seek a new or additional evidentiary hearing before 
the district court as part of the de novo review process, it is simply unlikely that such a request would be granted 
absent extraordinary circumstances. A district court judge dealing with a full docket asked to review specialized 
matters of considerable complexity will be unlikely to reopen evidence absent very compelling circumstances. 
Moreover, given that the relief is essentially equitable in nature, jury trial rights are not implicated.12

 Such a proposal, if adopted, could take away a powerful weapon in the plan proponent’s arsenal: equitable 
mootness of plan confirmation order appeals. Absent a stay pending appeal, commencing plan distributions (and 
certainly substantially consummating plans) may equitably moot the appeal. While a possibility, in cases like 
Purdue Pharma there was little to no chance such a tactic would have worked (especially against any federal 
objecting governmental entities, to whom bonding requirements for stays are not applicable).13 

10 28 U.S.C. § 157(b).

11 28 U.S.C. § 157(c).

12 As the issuance of an injunction is inherently a matter in equity, jury trial rights are not afforded parties as a matter of right. See, e.g., City 
of Monterey v. Del Monte Dunes at Monterey Ltd., 526 U.S. 687, 719 (1999).

13 See, e.g., Fed. R. Bankr. P. 8007(d) (regarding no requirement for federal governmental agencies to post bond for stay pending appeal).
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Impose a Fulsome Financial Disclosure for All Recipients of Prebankruptcy 
Conduct Releases

 Finally, and the least preferred from the authors’ perspective, would be to statutorily impose on those third par-
ties seeking a release to essentially submit to rigorous financial scrutiny with mandatory disclosures of financial 
information. This requirement would be akin to a best-interests-of-creditors test for the third-party beneficiary of 
the prebankruptcy conduct release, and would require a showing that such beneficiaries are providing more than 
claimants would get if the third party getting the release were itself in liquidation.14 This is the least-preferred 
alternative, since it is the one most fraught with ancillary litigation possibilities and inherent delays. This would 
create a whole other set of litigation dynamics! 

 In any event, it is certainly better than an outright prohibition on such releases. In reality, it is somewhat similar 
to what bankruptcy courts are being asked to do when evaluating such releases currently (albeit with perhaps less 
precision). Equally unattractive would be to have the issue continue to percolate in the judicial system like the 
ongoing uncertainties revolving around the so called “new cash” exception (or corollary) to the absolute-priority 
rule. Like the “doctrine of necessity” for critical-vendor motions,15 there is no statutory support in the Bankruptcy 
Code at all for this judicially created rule under § 1129 (b) (2) (B) (ii) (indeed, it is violative of the Code’s express 
provisions) and is the product of dicta in a pre-Code case from the 1930s.16 

 The Supreme Court has had two opportunities to rule on this very issue, but it managed to simply punt on it 
both times,17 so it is still commonly used in chapter 11 cases. There is no statutory basis for this; rather, the Court 
determined that there was an “equivocality” in the Code provision to suggest that it might have survived the Code’s 
enactment.18 It seems that a reluctant Supreme Court looking to duck this issue could find sufficient wiggle room 
in the Code among §§ 105 (a), 1123 (a) (5) (requiring that a plan must provide for “adequate means of implementa-
tion”) and 1123 (b) (6) (stating that a plan may provide other provisions not expressly inconsistent with the Code). 
Leaving this impactful decision to the Court’s vagaries solves little ultimately. 

Last Word: Was the Sackler Deal Simply Not Rich Enough?

“Pigs get fat, hogs get slaughtered.”

— “Rubbery Figures” (Australian TV Show from the 1980s)

 Hon. Charles G. Case’s characterization of the overarching purpose of chapter 11 speaks volumes: “The intent 
of the Bankruptcy Code is to encourage consensual resolution of claims through the plan negotiation process.... 
The Bankruptcy Court is a court of equity with a primary focus upon facilitating the reorganization process.”19 
The “deal” that was memorialized in the Purdue Pharma plan garnered overwhelming creditor support. The 

14 Admittedly, one might counter by asking, why not have the beneficiary simply file their own bankruptcy? The specter of additional admin-
istrative expenses and delay in such a situation would militate against this.

15 See Part II, supra n.1.

16 See Case v. Los Angeles Lumber, 308 U.S. 106 (1939); cf., In re Ambanc La Mesa Ltd. P’ship, 115 F.3d 650 (9th Cir. 1997) (recogniz-
ing continued viability of new cash exception), with In re Coltex Loop Central 3 Partners LP, 138 F.3d 39 (2d Cir. 1998); In re Bryson 
Props. XVIII, 961 F.2d 496 (4th Cir. 1992) (holding that new-cash exception did not survive Bankruptcy Code’s enactment).

17 See Bank of Am. v. 203 N. LaSalle P’ship, 526 U.S. 434 (1999); Norwest Bank Worthington v. Ahlers, 45 U.S. 197 (1988).

18 203 N. LaSalle at 435 (“The drafting history is equivocal, but does nothing to disparage the possibility apparent in the statutory text, that 
§ 1129 (b) (2) (B) (ii) may carry such a corollary. Although there is no literal reference to ‘new value’ in the phrase ‘on account of such 
junior claim,’ the phrase could arguably carry such an implication in modifying the prohibition against receipt by junior claimants of any 
interest under a plan while a senior class of unconsenting creditors goes less than fully paid.”).

19 In re Rhead, 179 B.R. 169, 176 (Bankr. D. Ariz. 1995) (Case, B.J.) (citations omitted). This is in no way intended to suggest that Judge Case 
(now retired) would agree with the use of his words in this specific context.
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subsequent deal that resulted in the objecting states’ withdrawal of their objections sweetened the pot and added 
another $1.5 billion to the contribution being proposed. The process — as lengthy, expensive and contentious as it 
was — would undeniably fit within the Bankruptcy Code’s intent. Hon. Robert D. Drain confirmed the plan (and 
approved the subsequent settlement), finding, inter alia, that they were acting in good faith. 

 It is interesting that the creative professionals that conceived of and implemented the Johns-Manville plan (us-
ing a Code that had no express provisions for such a process) are hailed as pioneering visionaries in the asbestos 
mass tort world, yet attempts to use the same basic protocol for non-asbestos injuries are decried as perverting and 
abusing the Code and process. 

 Given the beneficiaries of the Purdue Pharma releases and the political heat the issue has caused, the positions 
of the various objecting states were certainly foreseeable. As the Sackler family releases as originally proposed 
would result in essentially a retention of about 60 percent of the wealth upstreamed from Purdue Pharma, was 
the issue exacerbated by the dynamic that the deal was simply not rich enough (despite the widespread and over-
whelming creditor support)? As Hon. Colleen McMahon candidly observed, “Judge Drain was certainly right 
about one thing: where the Objecting States are concerned, it really is all about the money, specifically how much 
money the Sacklers are prepared to pay to ‘buy peace.’”20

 Jurisdictional and philosophical objections aside, the true issue was undeniably that the Sacklers were simply not 
paying enough for the releases. It was an economic impasse wrapped in a legal flag. In the end, it was about how 
much more the objecting states needed earmarked for them and their efforts in dealing with the aftermath related to 
opioid addiction.21 

 In the sausage-making that is chapter 11 plan negotiations, the real litmus test should be time and expenses (legal 
fees and costs) saved, and measuring those against the potential chapter 7 of the person/entity seeking the release. 
This is easier said than done, but spending enormous resources on the battles surrounding the legality of prebank-
ruptcy conduct releases can also lead to a Pyrrhic victory for the winner of that fight. 

 In all events, the Purdue Pharma deal was an imperfect solution to a very messy problem. The ball should be in the 
legislative court to definitively resolve this issue. Let’s get this mess fixed. Indeed, one amendment to § 524 (g) and/or 
to 28 U.S.C. § 157 could accomplish that. Let’s finish this already!

20 Appeal Certification Order at 2, n.1.

21 See Hailey Konnath, “NY, NJ Towns Fight $277M ‘Hush Money’ in Purdue Deal,” Law360 (March 7, 2022); Paul Schott, “CT Attorney 
General Denies ‘Ignoring’ Opioid Victims’ Families in Purdue Pharma Appeal,” CT Insider (Jan. 12, 2021).
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Bankruptcy court orders approving debtor-in-possession (DIP) financings in large corporate cases often include 
waivers of the equitable doctrine of marshaling. These waivers provide DIP lenders with discretion over the 
collateral from which they may first recover in the event of an exercise of remedies. Despite their prevalence, 

however, the rationale behind marshaling waivers, and the consequences of their inclusion in DIP orders, remain obscure. 
This article sheds light on the potential impact of marshaling waivers on the allocation of value under chapter 11 plans 
and discusses how marshaling waivers, in tandem with surcharge waivers, can help secured creditors maximize their 
recoveries under a chapter 11 plan. 

The Doctrine of Marshaling and Marshaling Waivers

 The equitable doctrine of marshaling “asserts that a senior-lien creditor with a right to proceed against more than one 
asset of a debtor must, in fairness, attempt to satisfy his claim (s) from assets that are not encumbered with junior liens.”2 
It “rests upon the principle that a creditor having two funds to satisfy his debt may not, by his application of them to his 
demand, defeat another creditor, who may resort to only one of the funds.”3 For example, a debtor’s senior-lien creditor 
has exclusive collateral (i.e., assets over which only it has a lien) and collateral that it shares with a junior-lien creditor. 
The doctrine of marshaling would require the senior-lien creditor to seek to satisfy its debt from the exclusive collateral 
first before looking to the shared collateral, thereby preserving the shared collateral for the junior-lien creditor.

 Some courts have described the doctrine of marshaling as fitting in neatly with the broader fundamental bankruptcy 
policy of maximizing distributions to an estate’s creditors. By proceeding first against collateral unavailable to junior-lien 
creditors, “there are more funds available for distribution to other creditors of the common debtor, thus satisfying these 
claims to the maximum extent possible.”4 While this policy-based rationale holds true from the perspective of junior 
secured creditors, it does not from the perspective of unsecured creditors. Rather, the doctrine of marshaling ensures 
that collateral is distributed in a manner that maximizes the recovery of secured creditors, potentially to the detriment of 
unsecured creditors.

1 This article represents the views of the authors, and the statements made herein are not those of their firm or its clients. The authors are 
grateful to Max J. Linder for his invaluable contributions.

2 In re San Jacinto Glass Indus. Inc., 93 B.R. 934, 937 (Bankr. S.D. Tex. 1988).

3 Meyer v. United States, 375 U.S. 233, 236 (1963).

4 San Jacinto Glass, 93 B.R. at 937.
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Surcharge Waivers

 The marshaling waiver is best understood in conjunction with another provision that parties typically include in 
DIP orders: the surcharge waiver. In general, bankruptcy courts recognize that an estate’s unencumbered assets should 
bear the cost of administering a chapter 11 case,5 but surcharge is an exception to this general rule. Section 506 (c) of the 
Bankruptcy Code allows a debtor to charge “the reasonable, necessary costs and expenses of preserving, or disposing 
of,” a secured creditor’s collateral to the collateral itself. 

 When the doctrine applies, the secured creditor whose collateral is being surcharged must contribute to the cost of 
administration, thus preserving unencumbered assets for the benefit of unsecured creditor recoveries. However, secured 
creditors often require that DIP orders include surcharge waivers, barring debtors from looking to collateral to fund their 
bankruptcy cases.

Who Benefits from Marshaling and Surcharge Waivers?

 Marshaling waivers serve the interests of DIP lenders by eliminating a constraint on their exercise of remedies. If 
the debtor defaults, lenders can proceed against the collateral of their choosing — even collateral that, pre-petition, was 
encumbered by junior liens.

 What about the effect of the marshaling waiver on other creditors? In general, marshaling serves the interests of 
junior-lien creditors to the detriment of unsecured creditors. Consider, as is common, a DIP facility that has a senior lien 
on the assets securing the debtor’s pre-petition funded debt and a lien on certain previously unencumbered assets. If the 
DIP lenders seek to recover first from collateral that was unencumbered pre-petition, they maximize the collateral that 
remains available for junior-lien creditors. This result harms unsecured creditors, who will have less unencumbered value 
available to satisfy their claims. 

 Accordingly, marshaling waivers would appear to benefit unsecured creditors. Marshaling waivers leave open the 
possibility that DIP lenders will resort first to shared collateral, eroding the secured position of junior-lien creditors. De-
spite this, creditors’ committees routinely object to marshaling waivers. The reason, in part, appears to be that creditors’ 
committees believe that they can rely on the marshaling doctrine to compel a distribution of assets that favors unsecured 
creditors, but that is not the case. Marshaling is an equitable doctrine available only for the benefit of junior-lien creditors; 
unsecured creditors cannot invoke the doctrine, and courts have rejected attempts at “reverse” marshaling.6

 Creditors’ committees’ challenges to marshaling waivers overlook another benefit that these waivers can provide 
unsecured creditors. When there is DIP financing in place, marshaling waivers provide unsecured creditors with a tool — 
albeit an indirect one — to force pre-petition secured creditors to bear the costs of administration: seeking repayment 
of the DIP from the proceeds of pre-petition collateral. In this way, marshaling waivers go hand-in-hand with surcharge 
under § 506 (c), as each can have the effect of preserving unencumbered assets for the benefit of unsecured creditors. 
After all, DIP orders rarely prohibit repayment of the DIP from pre-petition collateral. Rather, marshaling waivers allow 
for this precise outcome. Thus, when a creditors’ committee objects to a marshaling waiver, it challenges precisely the 
provision that might otherwise allow a debtor to charge estate costs to its pre-petition secured creditors.

5 See In re Hous. Reg’l Sports Network LP, 886 F.3d 523, 533 (5th Cir. 2018) (“The general rule in bankruptcy is that administrative 
expenses cannot be satisfied out of collateral property, but must be borne out of the unencumbered assets of the estate.”).

6 See In re Ctr. Wholesale Inc., 788 F.2d 541, 544 (9th Cir. 1986) (“We have found no authority for the proposition that a trustee or [DIP] 
may require a senior lienor to satisfy its claim out of a junior lienor’s collateral.”); In re America’s Hobby Ctr. Inc., 223 B.R. 275, 287 
(Bankr. S.D.N.Y. 1998) (“The bank properly observes that an unsecured creditor may not utilize the doctrine of marshaling.”). However, 
courts have allowed trustees (and creditors’ committees standing in the shoes of trustees), as hypothetical lien creditors under § 544 (a), 
to marshal assets, even when those trustees represent the interests only of unsecured creditors. See In re High Strength Steel Inc., 269 
B.R. 560, 574 (Bankr. D. Del. 2001); America’s Hobby Ctr., 223 B.R. at 287.
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 However, objections from creditors’ committees to marshaling waivers serve an important purpose. By objecting to 
these waivers, creditors’ committees plant stakes in the ground regarding whether secured or unsecured creditors will 
bear the costs of a bankruptcy proceeding — an issue that will become ripe at plan confirmation.

Marshaling and Surcharge Issues at Confirmation

 In practice, DIP lenders rarely exercise remedies. They are typically repaid as the value of their collateral is realized 
throughout a chapter 11 case: through a sale of their collateral or pursuant to a consummated chapter 11 plan. Yet the 
principles of marshaling often influence value allocation under chapter 11 plans, and creditors’ committees have argued 
that courts should deny confirmation of such plans in favor of a reverse-marshaling value allocation that benefits unse-
cured creditors.

 Plan confirmation is the point in time where value allocation and value realization meet in chapter 11 and must be 
addressed by plan proponents. In large chapter 11 cases, it is common for debtors, their DIP lenders and their pre-petition 
secured creditors to seek confirmation of a plan that effectively marshals assets to the benefit of pre-petition secured 
creditors. Pre-petition unencumbered assets are allocated to repay the DIP lenders and other costs of administering the 
bankruptcy case, and the pre-petition encumbered assets are allocated to repay pre-petition secured creditors, thereby 
minimizing junior secured creditors’ deficiency claims and maximizing their recoveries under the plan. DIP lenders 
have little incentive to push for any other value allocation. Given the cost and difficulty of “cramming up” pre-petition 
secured creditors, DIP lenders and pre-petition secured creditors find themselves in natural alignment on the issue of 
value allocation under chapter 11 plans.

 In the face of a chapter 11 plan that allocates little, if any, value to unsecured claimants, creditors’ committees may 
argue that value should effectively be reverse-marshaled to maximize the recovery of unsecured creditors — that the 
value of shared collateral should first be allocated to repayment of the DIP claims, leaving the value of pre-petition unen-
cumbered assets for unsecured creditors. This allocation minimizes the recovery of pre-petition junior secured creditors: 
Their secured claims would be entitled to the value of the shared collateral, as reduced by the cost of repaying the DIP 
claims, and their deficiency claims would then share any value left over ratably with unsecured creditors.

 However, the law here favors secured creditors. The Bankruptcy Code ensures that unsecured creditors have priority 
over equity interests and subordinated claims under the absolute priority rule and receive under the plan no less than the 
amount they would have received if the debtors were liquidated under chapter 7 under the “best interests of creditors” 
test. The first hurdle is easily met. Holders of equity interests and subordinated claims fare no better than unsecured 
creditors when collateral is marshaled in favor of junior secured creditors. 

 Creditors’ committees and unsecured creditors have argued that the second hurdle is the higher one. DIP lenders, 
the argument goes, would not choose of their own volition to marshal collateral in a liquidation. Instead, they would 
rationally resort to the collateral proceeds first available to them, which may result in the realization of shared collateral 
before the realization of pre-petition unencumbered assets. This argument relies on speculation and wrongfully discounts 
the discretion afforded a debtor in developing and presenting its liquidation analysis.7 Moreover, this argument is sus-
ceptible to challenge from the DIP lenders, who can ally with pre-petition secured creditors and affirm to the court that 
they would marshal collateral in the event of an exercise of remedies.

 Further, attempts by creditors’ committees and other unsecured creditors to marshal assets in their favor are arguably 
veiled efforts to surcharge collateral under § 506 (c). The Bankruptcy Code does not entitle unsecured creditors to the 
value of pre-petition unencumbered assets. As previously discussed, the general rule is that pre-petition unencumbered 
assets must bear the costs and expenses of administering the chapter 11 case. The only statutory exception to this rule 
is found in § 506 (c), which provides debtors with a right to surcharge the reasonable, necessary costs and expenses of 

7 See In re Charter Commc’ns, 419 B.R. 221, 263 (Bankr. S.D.N.Y. 2009) (overruling challenge to debtor’s liquidation analysis and rea-
soning that liquidation analysis “appears to have relied on reasonable assumptions”).
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preserving or disposing of a creditor’s collateral. Any argument that DIP lenders should look first to shared collateral for 
repayment may be construed as surcharge by any other name and would need to satisfy the appropriate standard under 
§ 506 (c). A surcharge waiver effectively takes this argument off the table as an impermissible collateral attack on the 
DIP order.

 Creditors’ committees may also argue that the plan over-values secured claims by assuming that collateral would 
be marshaled, a violation of the corollary to the absolute-priority rule.8 Put another way, the creditors’ committee may 
argue that, in determining the secured status of a pre-petition secured claim under § 506 (a), courts should assume that 
DIP lenders will elect not to marshal collateral. Although the Code leaves this point unaddressed, at least one court has 
refused to confirm a plan that treated a junior secured creditor as if its claim were unsecured by assuming the senior 
secured creditor would reverse-marshal shared collateral to the junior creditor’s detriment.9

Case Study: Chesapeake Energy

 These marshaling and related issues came to a head in Chesapeake Energy Corp.10 In this case, the central question 
at the confirmation hearing on the debtors’ reorganization plan was the proper allocation of value among creditors. The 
case illustrates how secured creditors can use marshaling and surcharge waivers to improve their recoveries in bank-
ruptcy. It also provides an example of best-in-class drafting of a marshaling waiver that does not unintentionally harm 
the strategic position of secured creditors.

 In Chesapeake, the marshaling waiver included in the court’s final order approving the debtors’ DIP financing made 
it clear that while the DIP lenders could choose to marshal, they could not be forced to marshal. The final order provided 
that “the DIP Agent may use commercially reasonable efforts to first apply proceeds of the DIP Collateral that is not 
Existing Collateral to satisfy the DIP Obligations before applying proceeds of DIP Collateral that is Existing Collateral 
to satisfy the DIP Obligations.”11 This nuance proved vital at the confirmation hearing. 

 In its objection to confirmation, the creditors’ committee argued that the plan failed the best-interests test because 
the debtors’ liquidation analysis assumed that DIP lenders would look first to unencumbered assets to satisfy their 
claims. The committee argued that this assumption was unreasonable and that a liquidation analysis that altered this 
assumption would show unsecured creditors recovering less under the plan than they would in a liquidation. However, 
the plan proponents successfully argued that the Chesapeake DIP order expressly preserved the DIP lenders’ discretion 
to marshal assets, validating the assumptions in the debtors’ liquidation analysis. Of particular value was the response 
of the DIP facility agent, who affirmed to the court that the DIP lenders could satisfy their obligations from the proceeds 
of pre-petition unencumbered collateral in the event of an exercise of remedies.12

 Thus, the key takeaway from Chesapeake is that early in the case, secured creditors can protect against reverse-mar-
shaling arguments from unsecured creditors by including a surcharge waiver and a flexible marshaling waiver in a DIP 
or cash-collateral order. Those concepts can enhance the strategic position of secured parties when allocating value under 
a reorganization plan while respecting the confines of the best-interests-of-creditors test.

8 The corollary to the absolute-priority rule provides that a creditor cannot be paid more than in full on account of its claims. See In re 
Exide Techs., 303 B.R. 48, 61 (Bankr. D. Del. 2003).

9 See In re Jenkins, 99 B.R. 949, 951-52 (Bankr. W.D. Mo. 1988).

10 In re Chesapeake Energy Corp., 622 B.R. 274 (Bankr. S.D. Tex. 2020).

11 In re Chesapeake Energy Corp., D.I. 597 at 68 (emphasis added).

12 See In re Chesapeake Energy Corp., D.I. 1976 at 7-8 (explaining that marshaling waiver did not require DIP lenders to satisfy their 
claims from shared collateral before existing collateral).
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Exculpation is a standard — but often overlooked — component of chapter 11 plans. Exculpation claus-
es typically appear alongside a plan’s more talked-about release provisions, such as debtor releases and 
third-party releases, but they offer a distinct form of protection. Whereas releases protect debtors or third 

parties from liability for certain pre-petition conduct, exculpation clauses protect estate fiduciaries, including the 
debtor, the official committee of unsecured creditors and their advisors, from liability for conduct related to the 
reorganization process.1 

 The rationale for exculpation is straightforward: If you contribute to or participate in the debtor’s reorga-
nization efforts, you should not face liability for your good-faith efforts. This protection fosters a fair, trans-
parent restructuring process by reducing barriers to entry and incentivizes stakeholders to play a part in the 
development of a confirmable plan. Without exculpation, key creditors and competent professionals may shy 
away from the bankruptcy process, which would undermine chapter 11’s main purpose: achieving a successful 
restructuring. 

Narrow Exculpation Is the Norm

 The standard exculpation provision in many chapter 11 cases today features two limitations.2 First, exculpation 
only covers estate fiduciaries and their employees or agents.3 As the Third Circuit Court of Appeals has explained, 
because an official committee has a fiduciary duty to the estate, it has immunity under 11 U.S.C. § 1103 (c) “for 
actions within the scope of [its] duties” and are liable for its own “willful misconduct or ultra vires acts.”4 The 
group of fiduciaries extends to “estate professionals, the [c] ommittees and their members, and the [d] ebtors’ di-
rectors and officers.”5 

 Second, the exculpation clause is temporally limited, extending only to the estate fiduciaries’ post-petition 
conduct in connection with the chapter 11 case.6 The temporal guardrail functions as a bracket. Exculpated par-

1 Exculpation clauses generally include a carve-out for gross negligence, fraud and willful conduct.

2 Exculpation has its roots in two distinct Bankruptcy Code provisions — 11 U.S.C. §§ 1103 (c) (applying to official committees) and 
1125 (e) (protecting parties involved in the plan-confirmation process) — which courts often use to justify these restrictions. See In re 
PWS Holding Corp., 228 F.3d 224, 246 (3d Cir. 2000) (approving exculpation under § 1103); see also In re Davis Offshore LP, 644 F.3d 
259, 266 (5th Cir. 2011) (analyzing exculpation under § 1125).

3 See, e.g., In re Indianapolis Downs LLC, 486 B.R. 286, 306 (Bankr. D. Del. 2013) (approving exculpation that was “limited so as to 
apply only to estate fiduciaries”).

4 In re PWS Holding Corp., 228 F.3d 224, 246 (3d Cir. 2000).

5 In re Wash. Mutual Inc., 442 B.R. 314, 351 (Bankr. D. Del. 2011) (disapproving exculpation that extended to all released parties and 
related persons under plan).

6 See, e.g., In re Neogenix Oncology Inc., 508 B.R. 345, 362 (Bankr. D. Md. 2014) (approving exculpation that is “narrow in scope,” such 
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ties receive protection for their actions beginning on the petition date and continuing through the plan’s effective 
date.7 This limitation dovetails with the exculpated parties’ status as estate fiduciaries, with the rationale being 
that the party can only be protected for conduct that occurs while the bankruptcy estate exists. As explained in In 
re Mallinckrodt PLC, 

[t] he exculpation of estate fiduciaries is afforded by Section 1103 (c) of the [Bankruptcy] Code, which re-
lates to the powers and duties of committees appointed pursuant to Section 1102, which occurs only once 
the bankruptcy estate has been created by the filing of a bankruptcy petition. It therefore only extends to 
conduct that occurs between the Petition Date and the effective date.8 

 As a result, bankruptcy courts regularly strike or narrow exculpation provisions included in chapter 11 plans 
that go beyond estate fiduciaries and their good-faith conduct occurring between the petition date and plan effective 
date.9 Generally speaking, these two limitations make sense because most, if not all, of the negotiation and plan 
formation occurs between the debtors and unsecured creditors’ committee after the petition date. However, in many 
larger cases, the debtors have a complex capital structure that necessitates including the secured lender and ad hoc 
creditor groups in the restructuring process well before any bankruptcy case has been filed. This often results in a 
pre-packaged chapter 11 case or a chapter 11 plan that involves significant support from key constituencies who 
have executed a restructuring support agreement (RSA) with pre-negotiated plan terms. In these situations, courts 
should approve exculpation for non-estate fiduciaries, which includes protection for their good-faith, pre-petition 
conduct that is related to the plan-formation and approval process.

The Case for Pre-Petition Exculpation for Non-Estate Fiduciaries

 Some courts have already been flexible in granting exculpation to non-fiduciary parties for their pre-petition 
conduct.10 In such cases, bankruptcy courts have recognized that broader exculpation is appropriate where the 
protected conduct relates to the chapter 11 case and contributes to a confirmable plan.11 

 For example, in Aegean Marine Petroleum Network Inc., the debtors proposed a plan that included exculpation for 
certain non-estate fiduciaries, including pre-petition secured lenders, pre-petition unsecured notes indenture trustees, 
and debtor-in-possession (DIP) lenders and agents, based on their participation in the RSA and certain restructuring 
transactions.12 The U.S. Trustee objected, arguing that exculpation should be limited to the debtors, committee mem-
bers and their respective advisors, and should not extend to the pre-petition lenders, who were not estate fiduciaries.13 
The bankruptcy court overruled the objection and approved the expanded exculpation protection. The bankruptcy 
court reasoned: 

that it is “limited to post-petition actions and does not include any pre-petition claims”).

7 See In re Midway Gold US Inc., 575 B.R. 475, 511-12 (Bankr. D. Colo. 2017) (disapproving exculpation that extended to “conduct and 
omissions arising after the confirmation date and after the Chapter 11 Cases have concluded, including, but not limited to, administration 
and implementation of the Plan itself”)

8 See In re Mallinckrodt PLC, Case No. 20-12522 (JTD), __ B.R. __, 2022 WL 404323, at *27 (Bankr. D. Del. Feb. 8, 2022).

9 See id. (striking language from exculpation provision that extended to pre-petition actions).

10 See, e.g., In re Health Diagnostic Lab’y Inc., 551 B.R. 218, 231-34 (Bankr. E.D. Va. 2016) (approving exculpation provision “cap-
tur [ing] pre-petition conduct to the limited extent that such conduct is related to the filing of the Debtors’ bankruptcy cases”); In re Cici’s 
Holdings Inc., Case No. 21-30146 (SGJ), 2021 WL 819330, at *10 (Bankr. N.D. Tex. March 3, 2021) (approving exculpation for con-
duct related to, in pertinent part, pre-petition credit agreement, RSA and “related pre-petition transactions”).

11 See In re PG&E Corp., Case No. 19-30088-DM, 2020 WL 9211213, at *3 (Bankr. N.D. Cal. Oct. 22, 2020) (“[I] t is appropriate ... to 
extend exculpation to parties who participated, negotiated, and even ‘pursued’ the Noteholder RSA and countless other documents.”).

12 In re Aegean Marine Petroleum Network Inc., 599 B.R. 717, 721 (Bankr. S.D.N.Y. 2019).

13 Id.



AmericAn BAnkruptcy institute

166

[A] proper exculpation provision is a protection not only of court-supervised fiduciaries, but also of court-su-
pervised and court-approved transactions. If this Court has approved a transaction as being in the best interests 
of the estate and has authorized the transaction to proceed, then the parties to those transactions should not be 
subject to claims that effectively seek to undermine or second-guess this Court’s determinations.14

Likewise, in In re Station Casinos Inc., the U.S. Bankruptcy Court for the District of Nevada approved a similar 
exculpation provision:

It would be inequitable, and would not comport with the plain intent of Section 1125 (e) if, after confirmation 
of the Plan and implementation of the Restructuring Transactions, the Exculpated Parties — the Persons 
and Entities on the Debtor and creditor sides that actively participated in the process of reaching a consen-
sual chapter 11 plan — could then be sued for their good-faith pre-petition and post-petition restructuring 
efforts.15

 The broad exculpation provision was an “additional incentive for the various major parties to the Chap-
ter 11 Cases to commit to and support the Plan,” which was ultimately confirmed without objection.16 As 
these cases demonstrate, the proper circumstances for expanded exculpation typically arise in pre-nego-
tiated or pre-packaged bankruptcy cases. In such cases, debtors and their creditors engage in pre-petition 
restructuring negotiations that may address a variety of issues, including the timing and venue of a bank-
ruptcy filing, the terms and amount of DIP financing, the classification and treatment of claims, and the sale 
of any of the debtor’s claims or assets, and the source and nature of funding for the reorganized debtors.17 

 These are precisely the type of negotiations that traditionally happen after a bankruptcy filing in the formation 
of a confirmable plan and for which estate fiduciaries can expect to be exculpated under §§ 1103 and 1125. It 
follows naturally that exculpation should then be extended to parties that participate in good faith in pre-petition 
negotiations that lead to a confirmed reorganization plan.

 Murray Metallurgical Coal Holdings LLC is an apt example.18 In this case, on the day before the petition date, 
the debtors finalized and executed an RSA with pre-petition term lenders holding approximately $169 million of the 
debtors’ $270 million in outstanding debt obligations, certain additional creditors and customers, and certain affiliates 
of the debtors.19 The signing of the RSA was the culmination of negotiations by the various parties that extended back 
many months and ultimately paved the way for an effective reorganization.20 

 The RSA contemplated a multi-step restructuring that included various asset sales and the transfer of reclama-
tion obligations.21 It also contemplated certain post-petition financing arrangements to fund the reorganization of 

14 Id.

15 In re Station Casinos Inc., Case No. BK-09-52477, 2010 Bankr. LEXIS 5380, at *98 (Bankr. D. Nev. Aug. 27, 2010).

16 Id. at *59.

17 See generally Restructuring Support Agreement, Disclosure Statement for Joint Pre-Packaged Chapter 11 Plan of Reorganization of 
Guitar Center Inc., et al., Ex. B, In re Guitar Center Inc., Case No. 20-34656-KRH (Bankr. E.D. Va. Nov. 22, 2020), ECF No. 15 at 170-
347 (covering such topics as bankruptcy filing, first-day pleadings, DIP financing, treatment of claims and interests, payment of profes-
sional fees, exit financing, transfer of claims, releases and exculpation, assumption of executory contracts, and post-emergence corporate 
governance).

18 In re Murray Metallurgical Coal Holdings LLC, Case No. 20-10390, 623 B.R. 444 (Bankr. S.D. Ohio 2021).

19 Id. at 455.

20 Id. at 504 (“[P] re-petition negotiations between multiple stakeholders led to the execution of the RSA, the agreement that enabled the 
Debtors to obtain the DIP Financing required to fund their post-petition operations. The RSA also formed the basis of the marketing pro-
cess approved by the Court and the eventual filing of the Plan.”).

21 Id.
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the debtors and their emergence from chapter 11.22 In part based on the RSA, the debtors were able to file their 
proposed reorganization plan and disclosure statement less than two months after the petition date.23

 The plan included an exculpation clause that covered the debtors, the unsecured creditors’ committee and its 
members, the DIP lenders and the RSA parties, as well as each exculpated party’s employees, directors, agents, pro-
fessionals and affiliates.24 The exculpation clause protected these parties from liability for any conduct, in pertinent 
part, “based on the negotiation, execution, and implementation of any transactions approved by the Bankruptcy 
Court in the Chapter 11 Cases, including the RSA.”25 The U.S. Trustee objected to the exculpation clause on the 
grounds that it was overly broad based on the parties covered and the temporal scope.26 The debtors contended that 
the exculpation provision was an integral component of the plan that was supported by virtually all creditors.27 

 The bankruptcy court acknowledged that the pre-petition negotiations leading to the RSA ultimately enabled 
the debtors to obtain DIP financing, fund their post-petition operations and develop the proposed plan.28 Siding 
with the debtors, the bankruptcy court held: 

[E]xculpation need not be limited to post-petition conduct. A properly crafted exculpation provision (like 
the Plan’s Exculpation Clause) may properly encompass all acts or omissions of the Exculpated Parties — 
whether occurring pre-petition or post-petition — that relate to or otherwise involve the negotiation of and 
entry into transactions approved by the Court.... To hold otherwise would penalize, rather than encourage, 
good-faith efforts to negotiate and resolve restructuring issues consensually in advance of a chapter 11 
filing.29

Conclusion

 Exculpation should extend to pre-petition conduct in appropriate circumstances. Pre-negotiated and pre-pack-
aged cases involve important pre-petition negotiations that help the debtor fare better once in and upon exiting 
chapter 11. In such cases, exculpation for RSA parties and their pre-petition conduct incentivizes a fair, transparent, 
and efficient chapter 11 process.

22 See id. at 456.

23 See id. at 462.

24 Id. at 468, n.17.

25 Id. at 467.

26 Id. at 500.

27 Id. at 502.

28 Id. at 504.

29 Id.
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Under § 1129 (b) (2) (A) (iii) of the Bankruptcy Code, if a secured creditor receives the “indubitable equivalent” 
of its claim, then a plan is “fair and equitable” to such creditor. While much ink has been spilled on the risk of 
“cram up” plans under § 1129 (b) (2) (A) (i)’s deferred cash-payment mechanic, less has been devoted to under-

standing how courts have permitted secured creditors to be crammed up by a full or partial surrender of collateral under 
the Code’s indubitable-equivalent standard — colloquially, a “dirt-for-debt” plan. 

 In the limited number of cases addressing dirt-for-debt plans, litigation has centered, unsurprisingly, on the limits of 
the indubitable-equivalent standard.2 Courts have routinely found that if a debtor surrenders all of a secured creditor’s 
collateral, then such creditor received the indubitable equivalent of its secured claim and § 1129 (b) (2) (A )(iii) has been 
satisfied.3 In some cases, debtors have pushed the indubitable-equivalent standard further and attempted to satisfy secured 
creditors by surrendering only a portion of the collateral securing such creditors’ claims by arguing that the value of such 
partial collateral exceeds the amount of such claims. While courts have confirmed these “partial dirt-for-debt” plans, 
they are more cautious in doing so, and they engage in a fact-intensive analysis to understand the value of the collateral 
surrendered and the certainty that a secured creditor will be able to realize such value. 

 Most partial dirt-for-debt disputes have involved real property developments and land parcels. Given that oil and gas 
restructurings have played an outsized role in the chapter 11 landscape for the better part of the past decade, it is perhaps 
surprising that debtors have not more frequently sought to cram up secured creditors with a partial collateral tender of oil 
and gas assets, which in most jurisdictions constitute real property interests of a value perhaps no more or less volatile 
than other types of real estate. 

 In the recent In re Tenrgys LLC cases,4 the debtors attempted to do just that: proposing to provide their secured lender 
with only some of the oil and gas rights securing its loan. While the Tenrgys debtors ultimately pivoted to an alternative 
and consensual plan that did not include a dirt-for-debt component, this article examines Tenrgys’s proposed partial dirt-
for-debt plan5 as an example of how debtors in future oil and gas bankruptcies might seek to impose partial dirt-for-debt 
plan treatments on secured lenders, as well as strategies for secured creditors to mitigate the risk of such treatment. 

1 This article represents the views of its authors, and the statements made herein are not those of their firm or its clients.

2 Peter Janovsky, “‘Dirt for Debt’ in Bankruptcy Plans of Reorganization,” N.Y. L.J. (Oct. 10, 2019).

3 See, e.g., In re Arnold & Baker Farms, 85 F.3d 1415, 1423 (9th Cir. 1996) (“[A] creditor necessarily receives the indubitable equivalent 
of its secured claim when it receives the collateral securing that claim, regardless of how the court values the collateral.”).

4 No. 21-01515 (JAW) (Bankr. S.D. Miss.).

5 See First Amended and Restated Joint Plan of Reorganization Under Chapter 11 of the Bankruptcy Code (ECF No. 273), No. 21-01515 
(Bankr. S.D. Miss. 2021).
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Indubitable-Equivalent Standard in Partial Dirt-for-Debt Cases

 Traditionally, “indubitable equivalent” means “that the treatment afforded the secured creditor must be adequate to 
both compensate the secured creditor for the value of its secured claim and also ensure the integrity of the creditor’s col-
lateral position.”6 In practice, courts have further interpreted “indubitable equivalent” to permit debtors to “surrender ... 
the creditor’s collateral to the creditor in full or partial satisfaction of the claim, which is known as a ‘dirt-for-debt’ or 
‘eat dirt’ plan.”7 Commentators reviewing dirt-for-debt case law have noted that while some debtors have successfully 
confirmed partial dirt-for-debt cases, such plans are “more difficult for the court to confirm.”8 

 In partial dirt-for-debt scenarios, courts must be assured that the value of the surrendered collateral sufficiently ex-
ceeds the value of the creditor’s claim,9 and that partial surrender does not increase the creditor’s risk exposure or unduly 
jeopardize the creditor’s invested principal.10 Accordingly, courts focus on determining the risk-adjusted value of the 
collateral proposed to be surrendered in order to ensure that “the secured creditor will realize the indubitable equivalent 
of its claim.”11 The burden is on plan proponents to prove that the surrendered collateral will “provide ... the creditor the 
indubitable equivalent” of its claim,12 which a dueling expert is permitted to rebut. Therefore, partial dirt-for-debt plans 
can easily result in full-blown valuation fights.

 There are no bright-line rules or tests for when partial dirt-for-debt plans are permitted, as they are instead analyzed 
on a case-by-case basis. For example, several courts have confirmed partial dirt-for-debt plans when the surrendered 
collateral is valued conservatively (with transaction costs accounted for) and there is sufficient equity cushion in the 
collateral to hedge against valuation uncertainties.13 Conversely, courts have refused to confirm partial dirt-for-debt 
plans when there are substantial, unresolved uncertainties within a proposed valuation or disparities between competing 
valuations.14 

 Consequently, while partial dirt-for-debt plans are possible, they are highly fact- and expert-intensive. When they 
are successfully used, it is typically where a debtor surrenders collateral with an ample equity cushion and proffers val-
uation evidence supported by conservative assumptions, such that the court may conclude that the debtor is not unduly 

6 7 Collier on Bankruptcy ¶ 1129.04 (internal citations omitted).

7 See J.M. Nies, “Partial Surrender of Collateral (‘Dirt-for-Debt’) as Providing Secured Creditor with ‘Indubitable Equivalent,’ Under 11 
U.S.C.A. § 1129 (b) (2) (A) (iii), of Secured Claim or Portion Thereof,” 41 A.L.R. Fed. 3d 1.

8 See id.

9 See, e.g., In re CRB Partners LLC, 2013 WL 796566 (Bankr. W.D. Tex. 2013) (denying confirmation of partial dirt-for-debt plan that 
provides equity cushion of less than $3 over value of property to be surrendered).

10 See In re Arnold & Baker Farms, 85 F.3d at 1422 (“[T] o the extent [that] a debtor seeks to alter the collateral securing a creditor’s loan, 
providing the ‘indubitable equivalent’ requires that the substitute collateral not increase the creditor’s risk exposure.”) (internal citations 
omitted); In re CRB LLC, 2013 WL at *6 (noting that partial dirt-for-debt plan needs to “[e] nsure the safety of or prevent jeopardy to the 
[loan’s] principal”); see also In re Atlanta S. Bus. Park Ltd., 173 B.R. 444 (Bankr. N.D. Ga. 1994) (confirming plan that conservatively 
valued assets to account for, among other things, cost of sale process and attendant risk of value-realization).

11 See Nies, supra n.7 (emphasis added).

12 See id. (also discussing relevant burdens of proof).

13 See, e.g., In re Simons, 113 B.R. 942, 947 (Bankr. W.D. Tex. 1990) (noting that “valuation is not an exact science, and the chance for 
errors always exists”); In re Investors Lending Grp. LLC, 489 B.R. 307, 315 (Bankr. S.D. Ga. 2013); In re Bannerman Holdings LLC, 53 
Bankr. Ct. Dec. (CRR) 251 (Bankr. E.D.N.C. 2010); In re Bath Bridgewater S. LLC, 2013 WL 968154, at *22 (Bankr. E.D.N.C. 2013) 
(stating that “any valuation to determine satisfaction of the indubitable equivalent test must be conservative”).

14 See, e.g., In re Legacy at Jordan Lake LLC, 448 B.R. 719, 729 (Bankr. E.D.N.C. 2011) (holding that indubitable-equivalent standard is 
not satisfied when there was no “expert evidence of the value of the property to be surrendered, testimony as to the impact of Capital 
and the Debtor competing as sellers in the Project, and the lack of funding for the construction of amenities”); In re Walat Farms Inc., 
70 B.R. 330, 335 (Bankr. E.D. Mich. 1987) (finding that court could “profess no greater certainty as to the value of such land than [cred-
itor]. Therefore, if [creditor] is not satisfied by an increase in the number of acres offered, we will be unwilling to force it to take it in 
return for a release of its lien on the remainder of the land.”); In re Arnold & Baker Farms, 85 F.3d at 1422 (noting that “[t] he large dis-
parity in parties’ valuation of the same property illustrates the obvious uncertainty in attempting to forecast the price at which real prop-
erty will sell”).
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increasing a creditor’s bargained-for risk exposure or jeopardizing the creditor’s invested principal without appropriate 
compensation. 

The Tenrgys Dirt-for-Debt Plan

 The recent Tenrgys cases appear to be one of the first instances that a debtor has sought to consummate a partial 
dirt-for-debt plan utilizing oil and gas interests as consideration. Tenrgys LLC (collectively, with certain of its affiliates, 
“Tenrgys”) is an oil and natural gas operator with operating fields in Mississippi and Louisiana, as well as certain drilling 
concessions in Colombia (the “Colombian rights”), which are owned by Tenrgys’s wholly owned nondebtor affiliate, 
Telpico LLC. Tenrgys’s pre-petition capital structure included a reserve-based lending (RBL) facility of approximately 
$71 million outstanding and an unsecured term loan of approximately $122 million outstanding, each held by a single 
lender. 

 The RBL was secured by substantially all of Tenrgys’s assets, including the Telpico equity. Shortly after filing, Ten-
rgys proposed a plan that purported to treat the RBL as satisfied in full through the surrender of, at the RBL lender’s 
option, the Colombian rights or the Telpico equity, but none of Tenrgys’s domestic assets. 

 In support of the plan, Tenrgys filed two expert valuation reports, one for Tenrgys’s domestic assets (valued at ap-
proximately $117 million to $163 million) and the other for Tenrgys’s international assets (effectively, the value of the 
Colombian rights, valued at approximately $97 million to $121 million), each on a risk-adjusted basis. Based on these 
valuations, the RBL lender’s $71 million secured claim was substantially oversecured. In light of the aforementioned 
case law, Tenrgys’s partial dirt-for-debt plan was presumably permissible — as long as the valuations held up — since 
the surrender of the Colombian rights would provide the RBL lenders with a risk-adjusted equity cushion of at least 
$26 million. 

 However, valuation and equity cushion do not end the inquiry in determining whether a dirt-for-debt plan passes mus-
ter. Rather, the proposed plan must demonstrate that such purported value will actually be realized by the secured cred-
itor. The RBL lenders argued, inter alia, that that requirement could not be satisfied for the following reasons: (1) The 
Colombian rights were subject to expiration if Telpico did not begin exploration activities by a date certain; (2) the RBL 
lender lacked relevant expertise; (3) no oil had yet been drilled from the Colombian rights; and (4) the assignment of 
the Colombian rights to the RBL lender could put the concessions at risk.15 Further, the lenders’ risk profile under the 
RBL was originally balanced between the “proven producing oil and gas interests in Mississippi and Louisiana” and the 
speculative Colombian rights.16 

 Tenrgys’s proposed plan was materially changing that risk profile by only surrendering the Colombian rights (al-
though the increased risk exposure was arguably mitigated by a sizable equity cushion). In other words, even though the 
value of the assets proposed to be surrendered to the RBL lender would, if realized, provide the indubitable equivalent 
of the RBL lender’s secured claim, the RBL lender argued that the path to value-realization was far from certain. 

 Ultimately, a global settlement was reached among all interested parties, and an alternative plan for Tenrgys was 
approved. Nonetheless, Tenrgys’s proposed dirt-for-debt plan and the arguments around it remain instructive for secured 
lenders who may find themselves being crammed up with only a portion of their collateral. 

15 See Objection to Disclosure Statement, at 4, 7-10 [ECF No. 263], No. 21-01515 (Bankr. S.D. Miss. 2021).

16 See id. at 2.
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Fighting a Dirt-for-Debt Plan as a Secured Lender

 Secured oil and gas lenders in distressed situations should be prepared to defend against a partial dirt-for-debt plan. 
At a minimum, such lenders should be ready and willing to fight on valuation, and work to ensure that they have the 
most robust and reputable valuation for all of their collateral. As previously noted, when a fight over a dirt-for-debt 
plan devolves, it devolves into a valuation fight. Therefore, the party with the better valuation will likely have greater 
sway when litigating whether the proposed plan consideration satisfies the indubitable-equivalent standard. Even if the 
proposed plan is inherently permissible, and the secured creditor can be crammed up with only some of its collateral, a 
strong valuation fight may mean that the lender receives more of the collateral in question. 

 Part of that fight will be a focus on the secured lender’s negotiated risk profile. When a debtor proposes to provide a 
creditor with only some of the collateral securing its loan, a creditor’s risk profile should not be materially changing — at 
least not without sufficient compensation. In many of the cases where partial dirt-for-debt plans have been confirmed, 
the collateral surrender was approved by the court because the creditor was receiving the same type of collateral, just 
less of it. Contrast this with the Tenrgys case, where the RBL lender’s risk profile was purportedly changing dramat-
ically — from being secured primarily by proven domestic reserves to receiving only unproven international drilling 
concessions. If a debtor is attempting to modify the secured creditor’s “asset mix,” they should, at a minimum, have to 
show a substantial equity cushion to compensate the lender for the additional risk to principal. 

 Finally, as evidenced by the Tenrgys case, a secured lender’s arguments against a dirt-for-debt plan may be substan-
tially enhanced where there is doubt about a lender’s ability to actually realize the collateral’s value. Successful partial 
dirt-for-debt plans have generally involved assets that could be easily sold, rather than operated.17 With Tenrgys, the RBL 
lender asserted many unknown variables that called into question whether significant value could be realized from the 
Colombian rights. Similarly, some ways in which even domestic oil and gas assets might not be easy to realize when in 
the hands of their secured lenders could include (1) lenders not being in the business of operating certain sets of mineral 
interests; (2) potential expiration of oil-and-gas leases; (3) risks associated with governmental regulation (e.g., Bureau of 
Ocean Energy Management compliance or unfavorable state government postures toward drilling, such as in California); 
and (4) whether wells have been proven, drilled or are actively producing (though in many cases, debtor valuations will 
take this last factor into account ex ante). Still, even where value can be realized, secured lenders should advocate for 
increased equity cushions and additional collateral in exchange for the associated transaction costs or additional work 
they will have to do to realize the value of the proffered collateral. 

Conclusion

 Section 1129 (b) (2) (A) (iii) provides debtors with significant flexibility in fashioning a plan over the will of their 
secured creditors. The Tenrgys cases, alongside extant case law, provide some important lessons. 

 First, partial dirt-for-debt plans are possible only if a secured creditor is oversecured. Second, such plans provide 
debtors with at least the hypothetical ability to cherry-pick the collateral they want to keep versus give away in satis-
faction of their debts. Third, a debtor’s valuation may be subject to attack not only on the value of applicable collateral 
in the debtor’s hands, but also for a failure to risk-adjust for realization of that value in the creditor’s hands. Finally, the 
Tenrgys cases suggest that partial dirt-for-debt plans could be used against oil and gas lenders in the future. Secured 
creditors should be aware of this risk, as well as how to best prepare to litigate against debtors trying to cram them up 
using only some of their collateral.

17 See, e.g., In re Nat’l Truck Funding LLC, 588 B.R. 175 (Bankr. S.D. Miss. 2018) (selling semi-trucks); In re Investors Lending Grp. 
LLC, 487 B.R. 307 (selling rental properties).
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Chapter  7

THINK GLOBALLY: 
CHAPTER 15 AND OTHER 
INTERNATIONAL ISSUES

“Nowadays one country cannot go it alone. This is a global village.” ~ Sheikh Hasina

With increasing global interconnectedness comes sensitivity to the state of foreign economies and a grow-
ing number of cross-border issues. There is perhaps no better demonstration of this relationship than the 
lingering dampening effect of COVID-19 on the global economy. This chapter examines issues related 

to the bankruptcy court’s jurisdictional reach and the mechanics of chapter 15. It also addresses other international 
matters, such as recent developments in the foreign restructuring landscape, particularly of Spain and Canada, and 
a possible rise in instances of sovereign debt crises across the globe.
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As with its neighbor to the south, Canada faced an influx of retail insolvencies during the midst of the COVID-19 
pandemic. For example, in 2020, Canadian-based clothing retailers such as the Aldo Group and Groupe Dyna-
mite filed applications under the Canadian Companies’ Creditors Arrangement Act (CCAA), Canada’s equiva-

lent to a chapter 11 case, and commenced chapter 15 proceedings in the U.S.2 In 2021, the real estate segment of Sarku 
Japan, a Japanese quick-service restaurant chain, commenced a CCAA case and a chapter 15 proceeding, even though 
none of the debtors’ 226 restaurants are located in Canada.3 

 A CCAA cross-border restructuring presents unique challenges for landlords in both the plenary CCAA case and 
the ancillary chapter 15 case. When a retailer chooses to restructure under the CCAA rather than chapter 11, a glaring 
problem for landlords is the lack of many of the unique rights and protections afforded to landlords, and in particular 
shopping center landlords, under § 365 of the Bankruptcy Code. However, the CCAA is not without protections for 
landlords. 

 No reported decision exists where a landlord has sought to invoke § 365 in a chapter 15 case to compensate for the 
comparative lack of rights in the plenary CCAA case. Section 365 does not apply in a chapter 15 case, and when a foreign 
representative seeks to apply certain provisions of § 365 in the restructuring, the purpose is to impair landlords’ rights. 
However, landlords do not need to accept the status quo. 

 As illustrated in this article, landlords can optimize the rights available to them in a U.S./Canadian cross-border 
restructuring by leveraging the rights and protections present in both jurisdictions. Moreover, the Qimonda decision of 
the Fourth Circuit concerning the impact of § 365 (n) in a chapter 15 case demonstrates how a landlord can bootstrap the 
landlord protections of § 365 into a chapter 15 case.4

The Intersection of Chapter 15 and § 365: The Status Quo

 Section 365 appears nowhere in chapter 15 of the Bankruptcy Code, but § 1520 enumerates certain relief that be-
comes automatic upon recognition of a foreign main proceeding.5 Moreover, § 1521 (a) provides courts with the discre-
tion to grant the foreign representative “appropriate relief,” whether in a foreign main or foreign non-main proceeding, 

1 The authors represented numerous landlords in the U.S./Canadian cross-border restructurings of the Aldo Group, Groupe Dynamite and the 
Yatsen Group of Companies (Sarku Japan).

2 In re The Aldo Grp. Inc., et al., No. 20-11062 (JKO) (Bankr. D. Del.); In re Groupe Dynamite Inc., et al., No. 20-12085 (CSS) (Bankr. D. 
Del.).

3 In re Yatsen Group of Cos. Inc., et al., No. 21-10073 (BLS) (Bankr. D. Del.).

4 Jaffé v. Samsung Elecs. Co. Ltd., 737 F.3d 14, 26 (4th Cir. 2013).

5 11 U.S.C. § 1520(a).
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“where necessary to effectuate the purpose of this chapter and to protect the assets of the debtor or the interests of the 
creditors.”6 Under § 1521 (a) (7), a court may grant “any additional relief that may be available to the trustee” that is not 
specifically enumerated in § 1521 (a) (1) - (6), other than the trustee’s avoidance powers.7 

 Foreign representatives often use the catch-all provision of § 1521 (a) (7) to seek, without objection, the applicability 
of § 365 (e) to the foreign proceeding. Pursuant to § 365 (e) (1), clauses in unexpired leases that provide for a default 
upon a party’s commencement of a bankruptcy action (i.e., ipso facto clauses) are unenforceable. In the only published 
decision addressing the application of § 365 (e) to a chapter 15 case, the court, in dicta, criticized the selective application 
of § 365 (e) to the exclusion of the rest of § 365.8 Section 365 (e) is of limited utility to foreign debtors generally because 
landlords are generally prohibited from terminating a lease without obtaining relief from the automatic stay,9 and espe-
cially to CCAA debtors because ipso facto clauses are generally unenforceable under the CCAA.10 

 Thus, foreign representatives freely cherry-pick a portion of § 365 that protects the foreign debtor at the expense of 
landlords. As explained herein, the creditor protections in chapter 15 provide a gateway for landlords to obtain § 365 
rights and protections.

Landlord Rights and Protections Under § 365 

 Section 365 contains various protections for landlords. One of the most fundamental protections is that the debtor 
is required to assume or reject a nonresidential real property lease within the earlier of 210 days following the petition 
date, unless extended for 90 days for cause, and the confirmation of the plan.11 As a condition to assumption, the debtor 
must cure any default under the lease.12 In addition, upon assumption, the debtor must provide adequate assurance of 
its future performance,13 or if the debtor assigns the lease, provide adequate assurance of the proposed assignee’s future 
performance.14 Moreover, upon the assignment of a lease, a landlord may require a deposit or other security under the 
lease the same as would have been required by the landlord upon the initial leasing to a similar tenant.15 

 Shopping center landlords enjoy “extraordinary protections” under the Bankruptcy Code.16 Where the leased premises 
are in a shopping center, the debtor must meet the heightened definition of “adequate assurance.”17 Generally speaking, 
this standard requires adequate assurance that the (1) source of rent due under the lease, and in the case of an assignment, 
the financial and operating performance of the proposed assignee, is similar to that of the debtor at the time the lease 

6 11 U.S.C. § 1521(a).

7 11 U.S.C. § 1521(a)(7).

8 In re Bluberi Gaming Techs. Inc., 554 B.R. 841, 845 (Bankr. N.D. Ill. 2016).

9 See In re Mirant Corp., 440 F.3d 238, 252-53 (5th Cir. 2006).

10 CCAA, R.S.C. 1985, c. C-36, § 34.

11 11 U.S.C. § 365(d)(4). The Coronavirus Aid, Relief and Economic Security Act (CARES Act), Pub. L. 116-136, increased the initial 
time period within which to assume or assign a commercial lease from 120 days to 210 days. This change will sunset on Dec. 27, 2022, 
but will continue to apply to subchapter V small business chapter 11 cases commenced before that date. See Ben Feder, “Commercial 
Landlords Take Note — COVID Relief Bill Contains Important Bankruptcy Code Amendments,” Kelley Drye & Warren LLP (Jan. 12, 
2021), available at bankruptcylawinsights.com/2021/01/commercial-landlords-take-note-covid-relief-bill-contains-important-bankrupt-
cy-code-amendments (unless otherwise specified, all links in this article were last visited on Dec. 23, 2021).

12 11 U.S.C. § 365(b).

13 11 U.S.C. § 365(b)(C).

14 11 U.S.C. § 365(f)(2)(B).

15 11 U.S.C. § 365(l).

16 In re Rickel Home Ctrs. Inc., 209 F.3d 291, 298 (3d Cir. 2000).

17 Id. at 299 (citation omitted).
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was executed; (2) percentage rent will not substantially decline; (3) the assignment of such lease is subject to all of its 
provisions; and (4) the assignment will not disrupt any tenant mix or balance.18

The Monitor in CCAA Cases

 An American bankruptcy lawyer cannot effectively navigate a CCAA cross-border case without understanding the 
monitor’s unique role, as it is usually the foreign representative in the chapter 15 case. The monitor is a restructuring 
advisory firm or large accounting firm appointed by the court to supervise the debtor, periodically report to the court 
and stakeholders on the debtor’s business, and assist with the restructuring.19 The monitor’s specific statutory duties 
primarily include filing reports throughout a case on the company’s business and financial affairs, providing an opinion 
on important issues such as a proposed sale of the debtors’ assets, plan of arrangement and assignment of leases, and 
investigating and seeking to avoid certain pre-filing transfers.20 In practice, a monitor’s rights and responsibilities are 
much broader and difficult to define, as they are often expanded by court order and custom.21 

 What is clear is that the monitor is an important player in a CCAA case and exercises broad powers.22 For example, 
as an independent officer of the court, judges defer to a monitor’s advice and viewpoint on the restructuring.23 As the 
court’s “eyes and ears,” the monitor is not considered an adversary and generally avoids taking positions in a litigation.24 
The monitor is also viewed as an advisor to the debtor company and a representative of the creditors.25 

 Although court-appointed, the monitor is selected and paid by the debtor. This creates an unavoidable tension between 
the monitor’s independence and the monitor’s ties to debtor’s counsel, who may hold the keys to future engagements. 
This dynamic must be managed in CCAA cases and, when appropriate, leveraged to advance the landlord’s interests. 

Landlords in CCAA Cases

 The landlord protections of § 365 are almost entirely absent in the CCAA. Under Canadian law, a debtor does not 
affirmatively assume a lease.26 A debtor may “disclaim” a lease, which is the functional equivalent of a rejection.27 The 
monitor must approve the disclaimer.28 If a debtor never disclaims a lease, it continues in effect.29 The debtor is not 
required to cure any default as a condition to retaining a lease, nor establish adequate assurance of the debtor’s future 

18 11 U.S.C. § 363(b)(3).

19 See “Chapter 11 and CCAA: A Cross-Border Comparison,” Blake, Cassels & Graydon LLP (February 2020), pp. 1-16, available at 
blakes.com/getmedia/58907e69-1854-49ed-a768-9ff9499831a4/Chap-ter-11-CCAA-Comparison_Oct-2021.pdf.aspx.

20 See Denis Ferland & Christian Lachance, “The Role of the Monitor and Its Impact on U.S. Restructurings,” December 2014, pp. 38-41, 
available at dwpv.com/-/media/Files/PDF_EN/2014-2007/2014-12-01-Article-The-Role-of-the-Monitor-and-its-impact-on-US-
Restructurings.ashx.

21 See id.

22 Id. at 38.

23 Id. at 40.

24 Id. at 39.

25 Id.

26 See Linc Rogers & Aryo Shalviri, “Retail Insolvencies in Canada Series, #1: Landlord Perspectives,” Blake, Cassels & Graydon LLP 
(July 2017), pp. 1-5, available at blakes.com/getmedia/6E537852-D203-47A9-BED0-DEB7E8CA9B99/Retail_Insolvency_Series__
Landlord_Perspectives.aspx.

27 S e e  B r i a n  D .  H u b e n ,  “ N o r t h  v s .  S o u t h :  H o w  C e r t a i n  C a n a d i a n  a n d  A m e r i c a n  I n s o l v e n c y  L a w s 
Affect  Shopping Center  Landlords,”  Int’ l  Council  of  Shopping Ctrs .  Inc.  (Summer 2008),  available at  
katten.com/files/21077_Huben%20-%20Shopping%20Center%20Legal%20-%20North%20v%20South.pdf.

28 See Rogers & Shalviri, supra n.26, p. 2.

29 Id. at 2.
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performance. Any pre-petition claim arising under a retained lease is treated as a general unsecured claim under the 
debtor’s plan of arrangement, meaning the landlord’s claim does not have to be paid in full. 

 However, the CCAA favors landlords in several ways. Like in the U.S., a CCAA debtor may assign a lease with an 
anti-assignment clause, but as a condition to the assignment, the debtor must cure monetary defaults.30 In addition, the 
court will consider the proposed assignee’s ability to perform the obligations under the lease.31

 Moreover, in a precedent-setting decision in the Groupe Dynamite case, the court rejected the debtors’ request to 
defer paying rent for leases in Ontario and Manitoba during the pendency of COVID-19 restrictions in those provinces.32 
On the other hand, during the pandemic, U.S. bankruptcy judges have been generally receptive to motions to defer a 
debtor’s obligation to timely pay rent under § 365 (d) (3)33 and under various state law theories.34

 The CCAA also does not include a limitation on damages arising from a disclaimer of a commercial lease (referred to 
as a “restructuring” claim in Canada) similar to the cap found in § 502 (b) (6) of the Bankruptcy Code on lease-rejection 
damages.35 CCAA debtors and monitors routinely seek to impose a cap on restructuring claims. Monitors usually demand 
a cap equal to 12 to 16 months of rent, arguing that a landlord should mitigate most of its damages within that time frame. 
This view does not comport with the reduced demand for brick-and-mortar stores caused by the retail industry’s shift to 
online sales, nor the costs of attracting new tenants and repurposing the premises. Landlord-specific facts can be used 
to oppose a monitor’s de facto cap on restructuring claims. 

 Lastly, there is no cramdown or similar concept in Canada. To approve a plan of arrangement, at least two-thirds in 
value of voting claims and a majority in number of voting creditors in a class must vote in favor of a plan.36 Unlike in 
chapter 11 cases, it is typical for CCAA debtors to lobby landlords with significant restructuring claims to support the 
plan. This provides landlords with added leverage when, for example, negotiating a resolution of a disputed restructuring 
claim which the monitor seeks to reduce or when negotiating a lease amendment with the debtor. 

Changing the Status Quo for Landlords in Chapter 15 Cases

 Landlords can seek § 365 protections in a cross-border restructuring pursuant to § 1522 (a), which provides, in 
pertinent part, that the “court may grant relief under section ... 1521, or may modify or terminate relief [granted under 
section 1521], only if the interests of the creditors ... are sufficiently protected.”37 Section 1522 provides bankruptcy 
courts “broad latitude to mold relief to meet specific circumstances, including appropriate responses if it is shown that 
the foreign proceeding is seriously and unjustifiably injuring [U.S.] creditors.”38 

 As illustrated by the decision of the Fourth Circuit Court of Appeals in Qimonda, the statutory framework exists 
to apply the landlord protections of § 365 to a CCAA cross-border restructuring. In Qimonda, the German insolvency 
administrator declared that the cross-license agreements between Qimonda and its licensees were no longer enforceable 

30 Id.

31 See Blake, Cassels & Graydon LLP, supra n.19, p. 8.

32 See Sébastien Guy & Géraldine Côté-Hébert, “CCAA Debtor Must Pay Post-Filing Rent for the ‘Use’ of Leased Premises,” Blake, 
Cassels & Graydon LLP (Jan. 15, 2021), available at blakes.com/insights/bulletins/2021/ccaa-debtor-must-pay-post-filing-rent-for-the-
use%E2%80%9D.

33 See, e.g., In re Pier 1 Imports Inc., 615 B.R. 196, 202 (Bankr. E.D. Va. 2020).

34 See, e.g., In re Cinemex USA Real Est. Holdings Inc., 627 B.R. 693, 695 (Bankr. S.D. Fla. 2021).

35 The Bankruptcy and Insolvency Act, a scheme designed for smaller companies, includes a formula to cap landlords’ restructuring claims 
similar to the cap in section 502(b)(6). See Rogers & Shalviri, supra n.26 at 2.

36 CCAA, R.S.C. 1985, c. C-36, § 6(1).

37 11 U.S.C. § 1522(a).

38 Jaffé v. Samsung Elecs. Co. Ltd., 737 F.3d 14, 26 (4th Cir. 2013) (quoting H.R. Rep. No. 109-31, pt. 1, at 116).
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under German law.39 As the foreign representative, he filed a motion in the chapter 15 case to restrict the licensees’ rights 
under § 365 (n).40 To protect licensees, § 365 (n) limits the debtor’s ability to unilaterally reject licenses to the debtor’s 
intellectual property, reserving to the licensees the option to elect to retain their rights under the licenses. 

 The U.S. Bankruptcy Court for the Eastern District of Virginia granted the motion, and the licensees appealed.41 
As instructed by the district court on remand, the bankruptcy court balanced the interests of Qimonda’s estate with the 
interests of the licensees pursuant to § 1522 (a). The bankruptcy court concluded that the application of § 365 (n) was 
necessary to ensure that the licensees were “sufficiently protected” as required by § 1522 (a), although its decision would 
result in far less value being realized by Qimonda’s estate.42 The Fourth Circuit affirmed the bankruptcy court on direct 
appeal.43 

 Qimonda can serve as a road map for landlords to advance their interests in cross-border retail reorganizations. 
Landlords can request that a court apply some of the protections found in § 365 to a chapter 15 case based on § 1522’s 
command that courts consider the interests of all creditors and interested parties when evaluating whether to grant the 
foreign representative discretionary relief. As illustrated by Qimonda, a court may deny, condition or modify relief grant-
ed under § 1522 when doing so would diminish the value of the foreign debtors’ principal asset. For example, a landlord 
may invoke the shopping center provisions to resist the unwanted assignment of a lease to an undesirable tenant, or may 
demand additional security from a proposed assignee pursuant to §§ 365 (l) and 1522 (b).44 A court faced with a request 
by a landlord for protections under § 365 would be hard-pressed to decline the request without carefully weighing the 
interests of the creditor against the interests of the foreign debtor as the Third Circuit did in Qimonda. 

 A landlord may also combat a foreign debtor’s delay in deciding which leases to keep by asking the court to impose 
a deadline to assume or reject leases consistent with § 365 (d) (4). In Canada, debtors must file applications to extend the 
rights and protections conferred to them under the CCAA. The extensions (referred to as “stay periods”) are usually in 
the range of two to six months and are rarely contested. In the Aldo case, in December 2021 the debtors sought their 
seventh request to extend the stay period. The court granted the extension to April 30, 2022, which means that the debtors 
could remain in the proceedings for more than two years. A motion in a chapter 15 case to impose a deadline on a foreign 
debtor can pressure the foreign debtor to move expeditiously toward emergence from the CCAA proceedings. 

 A request to apply certain provisions under § 365 can be made at any time during a chapter 15 case. Therefore, a 
landlord can file a cross-motion in response to a recognition motion and request that the § 365 rights be included in 
the recognition order. It does not need to wait the usual month or two for the court to grant the foreign representative’s 
recognition motion on a final basis before seeking § 365 rights. Moreover, relief previously granted might be modified 
or terminated pursuant to § 1522 (c). Thus, for example, a landlord may seek such relief in response to a foreign debtor’s 
decision to disclaim, retain, or assign a lease in the foreign proceeding. 

Conclusion

 A U.S. landlord does not have to be a mere spectator in a CCAA cross-border restructuring. As demonstrated herein, 
the tools and strategies are at their disposal to safeguard their rights and economic interests in both the plenary CCAA 
case and ancillary chapter 15 case.

39 Id. at 20.

40 Id.

41 Id. at 20-21.

42 Id. at 22-23.

43 Id. at 32.

44 Under § 1522(b), “The court may subject relief granted under section 1519 or 1521 ... to conditions it considers appropriate, including 
the giving of security or the filing of a bond.”
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What does it mean for an entity to be a “debtor” under chapter 15, and does it matter whether the entity 
is a “debtor” under that chapter of the Bankruptcy Code? While these may seem like strange questions 
with obvious answers, recent case law challenges those notions.

	 Section	1502	(1)	of	the	Bankruptcy	Code	defines	the	term	“debtor,”	for	purposes	of	chapter	15,	as	“an	entity	
that	is	the	subject	of	a	foreign	proceeding.”	That	somewhat	circular	definition	is	not	expressly	in	sync	with	the	
requirements to qualify as a “debtor” under § 109 (a) of the Bankruptcy Code — that is, whether the entity has a 
domicile, place of business or property in the U.S. In In re Al Zawawi,1 the U.S. Bankruptcy Court for the Middle 
District	of	Florida	referenced	and	expanded	the	split	of	authority	as	to	whether	a	foreign	“debtor”	under	chapter	15	
must, in addition to satisfying the requirements of § 1502 (1), meet the § 109 (a) requirements applicable to other 
Code chapters.

	 While	the	Second	Circuit	and	other	courts	have	answered	that	question	affirmatively,	imposing	effectively	a	
two-tier standard for chapter 15 debtors, the bankruptcy court in Al Zawawi disagreed. It held that to qualify for 
chapter	15	relief,	a	debtor	must	meet	only	the	narrower	requirements	of	§	1502	(1)’s	definition	of	“debtor.”	The	
Al Zawawi court was considering whether the § 109 (a) requirements would limit recognition of foreign proceed-
ings under chapter 15, but the separation of the § 109(a) and 1502 (1) standards may also have other implications 
in chapter 15 cases. If “debtor” can mean two different things under the Bankruptcy Code, then a chapter 15 case 
for an entity that is a “debtor” only under chapter 15 may not proceed in the same manner as a chapter 15 case for 
an	entity	that	meets	both	“debtor”	definitions.

The Bankruptcy Court’s Decision in Al Zawawi

 In Al Zawawi, the foreign representatives of the estate of Talal Qais Abdulmunem Al Zawawi, a foreign indi-
vidual, moved the bankruptcy court for recognition under chapter 15 of insolvency proceedings pending in the 
U.K. The foreign representatives sought recognition for the purposes of obtaining documents and evidence in the 
U.S. to assist with asset recoveries in the U.K. proceedings, as well as recover any property of the debtor that may 
be located in the U.S., including by potentially bringing claims against third parties.

 Al Zawawi opposed recognition of the U.K. proceedings in the U.S. on the grounds that § 109 applies to 
chapter 15 proceedings, such that a foreign individual or entity must have a domicile, business or property in 
the U.S. in order to support a chapter 15 case. He asserted that he had none of these. 

	 The	court	examined	the	relationship	among	§§	103,	109	and	1502	of	the	Bankruptcy	Code	and	reasoned	that	the	
proper statutory construction of these sections is that “the subject of a foreign proceeding is only a ‘debtor’ as that 

1	 634	B.R.	11	(Bankr.	M.D.	Fla.	2021).
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term is used in chapter 15 and is not a debtor as that term is used in § 109.”2 To conclude otherwise would render 
§	1502	(1)’s	definition	of	“debtor”	superfluous.	Moreover,	the	court	found	compelling	the	absence	of	a	reference	
to § 109’s requirements in § 1517, which provides that the court “shall” grant recognition if certain requirements 
are met. The court further opined that its interpretation gives full effect to chapter 15’s purpose of facilitating uni-
formity of administration in cross-border cases.

	 In	reaching	this	conclusion,	the	court	joined	other	courts	that	have	explicitly	rejected	the	Second	Circuit’s	
holding in Drawbridge Special Opportunities Fund LP v. Barnet (In re Barnet).3 In this case, the Second Circuit 
reasoned	that	§	103	(a)	makes	all	of	chapter	1,	including	§	109	(a),	applicable	to	chapter	15.4 Beyond disagreeing 
with this reasoning outright as a matter of statutory construction, the Al Zawawi court also looked to Eleventh 
Circuit	precedent	interpreting	former	§	304	in	Goerg v. Parungao (In re Goerg),5	finding	it	likely	that	the	Eleventh	
Circuit would agree that § 109 does not apply. The Eleventh Circuit in Goerg noted that the purpose of recogniz-
ing	foreign	proceedings	is	to	“help	further	the	efficiency	of	foreign	insolvency	proceedings	involving	worldwide	
assets.”6 

 On this basis, the bankruptcy court recognized Al Zawawi’s U.K. insolvency proceeding as a foreign main 
proceeding and granted his foreign representatives relief under §§ 1520 and 1521 (a) (1) - (6). Although the court 
concluded	that	the	foreign	representatives	were	not	required	to	demonstrate	that	Al	Zawawi	satisfied	the	eligibility	
requirements of § 109, the court alternatively concluded that the debtor would meet those requirements based on 
his indirect interests in certain U.S. entities and possibly also based on potential claims against third parties in the 
U.S. — any of which could qualify as property located in the U.S.

 Al Zawawi appealed the bankruptcy court’s ruling, and the appeal remains pending before the U.S. District 
Court for the Middle District of Florida. In the appeal, In re Al Zawawi,7 Daniel M. Glosband of Goodwin 
Procter LLP (Boston) and Prof. Jay L. Westbrook of	the	University	of	Texas	School	of	Law	(Austin,	Texas),	
primary	drafters	of	chapter	15,	sought	leave	to	file	an	amicus brief in support of the appellees, the foreign 
representatives, arguing that the bankruptcy court’s decision was correct and consistent with the purposes of 
chapter	15	and	the	UNCITRAL	Model	Law	on	Cross-Border	Insolvency	underlying	chapter	15.	The	proposed	
amici argued that the Second Circuit’s decision in Barnet was incorrect and thus should not be followed. The 
district court declined to consider the amici’s	brief	on	the	basis	that	the	foreign	representatives	were	sufficiently	
represented by their own counsel and no amicus brief was necessary. 

Potential Implications of Al Zawawi

 Given the low bar set by § 109 (a) and the traditional, minimalist satisfaction of § 109 (a)’s requirements 
through the opening of a bank account in the U.S., one may wonder why it matters whether a foreign, 
§ 1502 (1) “debtor” must also be a § 109 (a) “debtor” in order to sustain a chapter 15 case. For purposes of 
recognition of a foreign proceeding under chapter 15, the difference may be marginal at best, as underlined 
by the Al Zawawi court’s alternative holding that the debtor had sufficient property in the U.S. to satisfy 
§ 109 (a). 

2	 634	B.R.	at	19.

3	 737	F.3d	238	(2d	Cir.	2013).

4	 737	F.3d	at	247.	Courts	following	Barnet	have	considered	subsidiary	questions	of	whether	U.S.	property	existing	only	after	the	date	of	a	
chapter 15 petition and U.S. property that is inchoate or contingent as of the petition date may qualify for purposes of § 109 (a). See, e.g., 
In re Octaviar Admin. Pty Ltd.,	511	B.R.	370	(Bankr.	S.D.N.Y.	2014).	These	issues	are	not	relevant	for	courts	not	imposing	a	§	109	(a)	
requirement in chapter 15.

5	 844	F.2d	1562	(11th	Cir.	1988).

6	 634	B.R.	at	20	(citing	844	F.2d	at	1568).

7	 No.	6:21-cv-00894	(M.D.	Fla.).
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	 However,	the	distinction	between	a	§	109	“debtor”	of	the	type	that	could	file	a	chapter	7	or	11	case	and	a	chap-
ter	15	foreign	“debtor”	may	have	implications	that	go	beyond	§	1517	recognition.	Specifically,	the	relief	available	
under chapter 15 — automatically upon recognition under § 1520 or at the discretion of the bankruptcy court under 
§§	1521	or	1507	—	may	be	limited,	or	possibly	even	expanded,	where	a	chapter	15	“debtor”	is	not	also	a	§	109	
“debtor.”

Section 1520(a) Relief

 A foreign “debtor” under chapter 15 that does not satisfy § 109 (a) necessarily does not have any U.S. assets. 
Accordingly, most of the provisions of § 1520 (a), which apply automatically upon recognition of a foreign proceed-
ing and are focused on U.S. assets, cannot as a practical matter attach where the foreign “debtor” is not a § 109 (a) 
“debtor” with assets in the U.S.

Section 1521(a)(7) Relief

 Courts have broad authority under § 1521 (a) (7), following recognition of a foreign proceeding, to grant “any 
additional	relief	that	may	be	available	to	a	trustee,”	subject	to	limited	exceptions.	Section	1502	(6)	defines	“trust-
ee” for purposes of chapter 15 to include “a trustee” or “a debtor in possession in a case under any chapter of this 
title.”	However,	no	relief	at	all	would	be	available	to	a	purported	chapter	11	debtor	in	possession,	for	example,	if	
that entity did not qualify as a § 109 (a) debtor. As such, under a tight reading of § 1521 (a) (7), no relief under that 
section would be available where a chapter 15 “debtor” is not a § 109 (a) “debtor,” even if, as under Al Zawawi, 
the entity in question can nonetheless sustain a chapter 15 case.8 

	 Specifically,	because	§	1521	(a	)(7)	has	been	the	basis	for	some	of	the	more	creative	relief	granted	in	chapter	15	
cases (e.g.,	the	extension	of	§	365	(n)	protections	in	Jaffé v. Samsung Elecs. Co.9), there is a prospect, even if a 
foreign proceeding is recognized, that the scope of relief in the foreign proceeding may be limited if the entity at 
issue is not a proper § 109 (a) “debtor.” In Jaffé, the court fashioned relief to protect patent licensees’ rights under 
licenses of U.S. patents when the foreign representative for a debtor in a German insolvency proceeding sought to 
reject and effectively unilaterally terminate the licensees’ rights. 

 The Jaffé court determined that in order to grant the foreign representative the relief sought under § 1521 (a) (7), 
it	would	have	to	tailor	the	relief	to	“sufficiently	protect”	the	licensees,	as	required	by	§	1522	(a),	by	affording	the	
same	protections	that	§	365	(n)	provides	to	licensees	in	a	chapter	7	or	11	proceeding.	If	the	chapter	15	“debtor”	
is not equivalent to a chapter 7 or 11 debtor — whether because the entity cannot qualify as such factually or 
because	a	court	declines	to	consider	§	109	(a)	“debtor”	qualifications	in	the	chapter	15	context	—	that	could	un-
dermine the basis for Jaffé-type relief.

Section 1507 “Additional Assistance”

 By contrast, there are other chapter 15 provisions that, unlike § 1521 (a) (7), apply, assuming recognition of the 
applicable	foreign	proceeding,	without	either	express	or	implied	reference	to	whether	the	foreign	“debtor”	meets	
§	109	(a)’s	“debtor”	requirements.	The	“additional	assistance”	permitted	under	§	1507	is	an	example	of	relief	under	
such a provision. 

8	 Under	a	broader	reading	of	§	1521	(a)	(7),	a	court	could	instead	conclude	that	it	may	grant	relief	to	a	foreign	representative	as	long	as	that	
relief would be available to a hypothetical debtor under chapter 7 or 11, even if the particular debtor represented by the foreign represen-
tative would not qualify as a debtor under § 109 (a).

9	 737	F.3d	14	(4th	Cir.	2013).
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 Section 1507 permits the court to provide such assistance under the Bankruptcy Code or other U.S. law consis-
tent with principles of comity that will reasonably assure just treatment of parties in interest.10 A bankruptcy court 
has broad discretion to fashion relief in line with affording comity to a recognized foreign proceeding, limited by 
§	1506’s	narrow	public	policy	exception.	In	other	words,	§	1507	relief	can	be	afforded	to	a	foreign	representative	to	
facilitate how they handle a chapter 15 debtor’s interests in the U.S. related to the foreign proceeding, irrespective 
of any U.S. assets or operations.

 In this way, a chapter 15 case may have advantages over a plenary chapter 11 case for a foreign debtor, using the 
separation	between	the	§	109	(a)	standard	and	the	§	1502	(1)	standard	as	a	sword	rather	than	a	shield.	For	example,	
if	a	chapter	15	court	is	asked	to	employ	§	1507	to	affirm	foreign	third-party	releases	that	might	not	be	available	
in a chapter 11 case, as in In re Metcalfe & Mansfield Alt. Invs.,11 the fact that the chapter 15 foreign “debtor” is 
not	a	§	109	(a)	“debtor”	may	be	helpful	in	distinguishing	the	chapter	15	context	from	the	chapter	11	context	and	in	
advocating	for	the	releases	to	be	affirmed.	

 In Metcalfe, the court considered both recognition of a Canadian insolvency proceeding and whether to enforce 
the Canadian court’s orders implementing the foreign debtor’s plan approved by the Canadian court. The key issue 
was that these orders included “a very broad third-party nondebtor release and injunction.”12 The bankruptcy court, 
using § 1507, considered whether the Canadian proceedings and orders granting this relief should be enforced in 
the U.S. under principles of comity notwithstanding the high bar that U.S. bankruptcy courts typically set for such 
releases to be granted. Stated differently, the bankruptcy court did not evaluate the merits of the releases under 
U.S.	law,	but	rather	evaluated	only	whether	the	Canadian	proceedings	were	sufficiently	fair	to	warrant	comity	in	
the U.S. Although the bankruptcy court did not evaluate the merits, its enforcement of the Canadian orders bears 
the same res judicata effect as if it had.13

 In the scenario where a foreign debtor does not meet § 109 (a)’s requirements, this sort of relief might be more 
palatable.	For	example,	a	foreign	debtor	that	does	not	qualify	under	§	109	(a)	would	not	have	to	countenance	
opposition to seeking this relief on the basis that it would be more appropriate or equitable to seek that relief in 
the	context	of	a	plenary	chapter	11	case,	because	no	such	case	could	be	commenced.	Similarly,	authorizing	these	
types of releases in a chapter 15 case not involving a § 109 (a) “debtor” would not risk that authorization being 
used	later	as	precedent	for	granting	analogous	releases	in	the	chapter	11	context,	where	these	releases	are	highly	
controversial.

 In this way, the Al Zawawi approach may make some relief under chapter 15 more available to individuals or 
entities that are not § 109 (a) “debtors.” Practically speaking, this sort of relief might be less valuable to a debtor 
with no U.S. assets. Moreover, while a foreign debtor’s more attenuated connections to the U.S. may in some 
contexts	make	the	granting	of	certain	relief	more	likely,	the	U.S.	court	may	nevertheless	consider,	when	deciding	
whether to grant the relief, the effect that such relief would have on third parties that have stronger connections 
with	the	U.S.	In	other	words,	whether	the	entity	is	a	§	109	(a)	“debtor”	is	just	one	piece	of	a	complex	puzzle	in	
determining the legal availability and practical utility of chapter 15 relief.

Conclusion

 The Al Zawawi approach seems focused on making “baseline” chapter 15 relief available where individuals or 
entities	cannot	satisfy	§	109	(a).	In	its	application,	the	approach	might	both	fall	shorter,	and	extend	further,	than	its	
intentions. On the one hand, the approach may limit the “baseline” relief available under chapter 15, where the re-

10 See 11 U.S.C. § 1507.

11	 421	B.R.	685	(Bankr.	S.D.N.Y.	2010).

12 Id.	at	688.

13 Id. at 699.
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quirements of § 109 (a) cannot be met. On the other hand, the separation of § 109 (a) and 1502 (1) standards may open 
the	door	to	more	expansive	chapter	15	relief	in	cases	where	§	109	(a)	requirements	are	unsatisfied.

 Fundamentally, the distinction between a § 109 (a) “debtor” and a chapter 15 foreign “debtor,” whether largely 
academic or having substantive effect, aligns with the broader distinction between chapter 15 on the one hand, and 
chapters 7 and 11 on the other hand. Chapter 15 is often most useful when the applicable entity owns assets in the 
U.S.	and	where	§	109	(a)	would	be	satisfied.	Yet	the	existence	of	a	chapter	15	case	may	not	be,	in	the	first	instance,	
derivative of U.S. assets but rather of a pending foreign insolvency proceeding that affects U.S. creditors. 

 Courts approaching these issues, like Al Zawawi, and looking past § 109 (a) may be thinking about chapter 15 
in a manner more consistent with its intended purpose as a vehicle to support non-U.S. insolvency proceedings. 
In any event, the precarious balance of chapter 15, being both part of the U.S. Bankruptcy Code and in a sense 
apart from it, remains alive in decisions like Al Zawawi,	and	that	balance	could	influence	outcomes	in	chapter	15	
proceedings.
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Congress granted bankruptcy courts in the U.S. broad geographical jurisdiction. For starters, Congress expressly 
granted bankruptcy courts in rem jurisdiction over all of a debtor’s property, “wherever located.”2 Moreover, 
the Bankruptcy Code provides that the commencement of a chapter 11 case creates an estate comprised of all of 

the debtor’s property, also expressly including the phrase “wherever located.”3 In fact, it is that hook — that a debtor’s 
bankruptcy estate includes its property wherever located — that provides foreign debtors with the comfort to file for 
bankruptcy outside of a home jurisdiction.4 

 The U.S. bankruptcy court’s jurisdictional reach has frequently caught the attention of foreign debtors, including 
Alto Maipo, SpA and its co-debtor, Alto Maipo Delaware LLC, which recently sought protection under chapter 11 of the 
Bankruptcy Code in the U.S. Bankruptcy Court for the District of Delaware.5 Alto Maipo is a special-purpose company 
incorporated under the laws of Chile, with the primary business purpose of constructing and operating a “large run-of-
river hydroelectric project” outside of Santiago, Chile.6 The company filed for chapter 11 relief on Nov. 17, 2021, in 
order to effectuate the terms of a pre-arranged chapter 11 restructuring plan.7 

 On March 10, 2022, the debtors filed the “Debtors’ Motion for Entry of an Order Pursuant to Sections 363 and 365 of 
the Bankruptcy Code Approving Assumption of Agreement with MLP” (the “assumption motion”).8 With this motion, 
the debtors sought to assume “one of [its] most valuable assets,”9 a power-purchase agreement (PPA) dated June 28, 
2013, between Alto Maipo and Minera Los Pelambres (MLP), pursuant to which “MLP is committed to purchase power 
from Alto Maipo.”10

1 This article represents the views of its authors, and the statements made herein are not those of their firm or its clients. Unless other-
wise indicated, all references to “ECF No.” are to documents identified by docket entry, filed in In re Alto Maipo Delaware LLC, et al., 
No. 21-11507 (KBO) (Bankr. D. Del. 2021).

2 See 28 U.S.C. § 1334(e)(1) (emphasis added).

3 See 11 U.S.C. § 541(a) (emphasis added).

4 See Timothy Graulich, Stephen Piraino & Matthew Masaro, “International Airlines and the Benefits of Chapter 11,” 15 Insolvency and 
Restructuring Int’l 22 (April 2021) (“One of the central reasons that the U.S. is an ideal forum is because the U.S. Bankruptcy Code 
broadly defines property of the estate to include property wherever located.”).

5 In re Alto Maipo Delaware LLC, et al., No. 21-11507 (KBO) (Bankr. D. Del. 2021).

6 Disclosure Statement for the Joint Chapter 11 Plan of Reorganization of Alto Maipo SPA and Alto Maipo Delaware LLC Pursuant to 
Chapter 11 of the Bankruptcy Code at 1, ECF No. 465.

7 Id. at 2.

8 ECF No. 350.

9 Id. at ¶ 1.

10 ECF No. 465 at 34.
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 On April 26, 2022, the court considered whether it could grant the assumption motion “without establishing in per-
sonam jurisdiction over MLP.”11 The court ultimately held that under the specific circumstances present in the debtors’ 
chapter 11 cases, personal jurisdiction was a necessary precondition to consideration of a debtor’s motion to assume an 
executory contract. Given the novelty of this issue and importance of the court’s ruling, this article examines the parties’ 
arguments, the court’s ruling and the potential ramifications for current and future debtors in possession and creditors. 

Section 365 of the Bankruptcy Code and Personal Jurisdiction 

 Executory contracts are indisputably property of the estate,12 and as the Bankruptcy Code authorizes a debtor to 
assume or reject its executory contracts,13 one could assume that bankruptcy court jurisdiction should not present an 
impediment to a debtor’s assumption or rejection of one of its wherever-located executory contracts. However, in the 
face of the assumption motion, the jurisdictional reach of bankruptcy courts was put under critical scrutiny.

 In the months leading up to the filing of the assumption motion, Alto Maipo and MLP had exchanged a series of 
letters14 wherein MLP asserted, and Alto Maipo contested, an alleged right to terminate the PPA, purportedly resulting 
from Alto Maipo seeking bankruptcy protection in the U.S. MLP further asserted that to grant the assumption motion, 
the court must find that it has personal jurisdiction over MLP. In light of the foregoing, the court ordered a briefing on 
whether a finding of personal jurisdiction was necessary to grant the assumption motion, and scheduled a hearing for 
April 26, 2022.15

 The crux of MLP’s argument was that personal jurisdiction over MLP was required to approve the assumption 
motion because the debtors were asking the court to adjudicate, among other things, “MLP’s particularized rights and 
obligations in the Agreements.”16 Consequently, MLP argued that because the requested “relief [was] in personam in 
nature ... personal jurisdiction must be established,”17 as “due-process protections [are] afforded [to] a party against whom 
expressly in personam relief is sought.”18 Stated differently, because, according to MLP, the assumption motion sought 
“particularized relief” vis-à-vis MLP, the U.S. Constitution’s Due Process Clause requires that the court have personal 
jurisdiction over MLP to adjudicate the assumption motion. 

 Conversely, the debtors’ central argument was that bankruptcy courts have in rem jurisdiction over property of the 
estate, including a debtor’s executory contracts, which jurisdiction is sufficient to grant the assumption motion.19 In 
addition, the debtors and/or their supporters highlighted for the court that courts routinely approve assumption motions 
without finding personal jurisdiction over the contract counterparty, and ruling in MLP’s favor could have significant 
negative knock-on effects.20 From the debtors’ perspective, because they were merely seeking to assume a contract that 
is property of their estates without modifying the rights or obligations of either party thereunder, particularized relief 
was not being sought vis-à-vis MLP. 

11 See ECF No. 461 at ¶ 1(a).

12 See In re Windstream Holdings Inc., 627 B.R. 32, 42 (Bankr. S.D.N.Y. 2021) (executory contracts “are property of the debtor’s estate 
under 11 U.S.C. § 541”) (citations omitted).

13 See 11 U.S.C. § 365.

14 See generally ECF Nos. 350, 548.

15 See ECF No. 461 at ¶ 1(a). To be clear, the court did not consider whether it had personal jurisdiction over MLP, as the issue presented 
was only whether such jurisdiction was necessary to grant the relief requested.

16 See ECF No. 489 at 3.

17 See ECF No. 532 at 3.

18 ECF No. 489 at 2. 

19 See generally ECF No. 524.

20 See id. at 11; ECF No. 526 at 2.
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 The debtors conceded that a finding of personal jurisdiction would be required had they sought to modify the terms of 
the PPA as part of the assumption motion or should the debtors seek to enforce an order granting the assumption motion 
against MLP. But, according to the debtors, merely seeking an order approving assumption of the PPA without more 
is analogous to the general, non-particularized relief frequently granted by bankruptcy courts. Moreover, the debtors 
and their supporters argued that most bankruptcy court orders affect the rights of parties-in-interest, “including, most 
fundamentally, orders enforcing automatic stays and orders confirming plans of reorganization,”21 and that entry of such 
orders does not require personal jurisdiction over those affected, as MLP contended.

 At the April 26, 2022, hearing on the personal-jurisdiction issue, the court focused on the difference between an in rem 
and in personam action — asking both the debtors’ and MLP’s counsel to define “in personam relief.”22 The debtors 
defined it as a situation “where there is specific relief being sought to require a judgment or performance from the adverse 
party,”23 whereas MLP responded by alleging, as it had in the letters exchanged between the parties, that commencement 
of the chapter 11 cases gave MLP a termination right under the PPA, noting that the debtors “are seeking to have [the 
court] litigate this contract and whether or not there’s a breach, whether or not there is a right to terminate. [The debtors] 
want [the court] to litigate that issue ... [which] is fundamentally in personam relief.”24 In addition, the court questioned 
how it could grant the assumption motion without determining whether the bankruptcy filing triggered an MLP termi-
nation right under the PPA, and how adjudicating such a dispute would not be an inquiry into the particularized rights 
of MLP under the PPA. 

 The court ultimately agreed with MLP, holding that it “will not adjudicate the assumption motion without an ad-
versary proceeding, proper service and an establishment of personal jurisdiction.”25 The court’s rationale was that the 
assumption motion “seeks more than a determination of the debtor’s business judgment in seeking to assume the agree-
ment. It seeks findings that, among other things, there are no existing defaults and, thus, no required cure under the 
agreement in order to comply with Section 365 (b).”26 The court opined that the only way it could “mak [e] the request [ed] 
findings regarding default and cure requires a determination of the party’s contractual rights and responsibilities in the 
agreement and would constitute an in personam action.”27 In short, the court held that “the due process clause precludes 
[a bankruptcy court] from adjudicating those issues and making the debtor’s requested findings in the absence of personal 
jurisdiction over MLP.”28

 Notwithstanding, the court distinguished uncontested and contested assumption motions, finding that while the for-
mer does not require a bankruptcy court to find personal jurisdiction, the latter may. The court’s rationale for drawing 
this distinction was that an uncontested assumption motion is a “summary proceeding intended to efficiently review the 
debtor’s or trustee’s decision” to assume or reject a contract, whereas when adjudicating disputed contract issues (i.e., 
whether a default exists), “an adversary proceeding is required.”29 Further, the court noted that it is assumption motions 

21 ECF No. 526 at 4. Notably, the court had previously entered an order enforcing the automatic stay in the debtors’ chapter 11 cases.

22 April 26, 2022, Hr’g Tr. at 34, ECF No. 548 (noting that issue before court was “[h] ow do you determine whether something is in rem — 
is an in rem action versus an in personam action?”).

23 Id. at 18.

24 Id. at 35.

25 Id. at 58-59.

26 Id. at 59. MLP refrained from making substantive arguments to the court (likely to avoid risking submitting to the court’s jurisdiction), 
and it was the debtors who alerted the court (in the assumption motion and by filing the dueling letters between the debtors and MLP) of 
the dispute between the parties regarding the alleged insolvency-triggered termination right. The existence of the potential PPA default 
dispute may have been outcome-determinative, as it (together with MLP’s jurisdictional challenge) led to the court’s characterization of 
the assumption motion as contested (which it found requires a finding of personal jurisdiction), notwithstanding that MLP did not itself 
challenge the assumption motion on the merits. Moreover, the debtors submitted a robust proposed order approving the assumption 
motion, which aided the court in distinguishing the assumption motion from the run-of-the-mill assumption motions that the court sug-
gested could be and often are granted without a personal-jurisdiction finding.

27 Id. at 59.

28 Id. at 60.

29 Id. at 61.
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prosecuted as summary proceedings that are customarily approved by bankruptcy courts without a finding of personal 
jurisdiction over the counterparty — not assumption motions that are actively objected to on the basis of personal juris-
diction and where the existence of a default is in dispute — and that the “unique circumstances [of the debtors’ chapter 11 
cases] are not present in 99.999 percent of the cases before [the court].”30 For this reason, the court opined that its ruling 
would not have the dire effects espoused by the debtors and their supporters.

Next Steps: What Does This Mean for Future Parties-in-Interest?

 The debtors and their supporters rightly focused on the negative externalities that the court’s ruling could have on 
debtors with global operations. The court’s intentionally narrow holding is that where a dispute over a potential contract 
default or breach exists — even where the counterparty does not raise the dispute itself in the bankruptcy case — such 
contract can only be assumed if the bankruptcy court has personal jurisdiction over the counterparty. 

 While the court took efforts to narrow its ruling so that it was not applicable to all assumption motions, the distinc-
tion drawn could turn out to be one without a difference. For example, a disgruntled counterparty could attempt to put a 
contractual dispute before the court without submitting itself to personal jurisdiction,31 which, if successful, may result 
in the debtor being unable to assume the contract outside an adversary proceeding and without a finding of personal 
jurisdiction. 

 The court’s decision could result in allowing foreign contractual counterparties to have their cake and eat it, too (i.e., 
object to a debtor’s assumption motion by substantively arguing that it is a default), in the sense that the bankruptcy 
court lacks jurisdiction to adjudicate without submitting to the court’s jurisdiction. The decision could also, contrary to 
the spirit of the Bankruptcy Code, incentivize limited disclosure, as prudent debtors might be less likely to disclose the 
existence of a contractual dispute where it is believed that the foreign counterparty is unlikely to present a substantive 
argument to the court in fear of submitting to personal jurisdiction. 

 At least for the time being, a debtor with global operations should continue to operate as similarly situated debtors 
have and assume contracts as a summary proceeding (i.e., file an assumption motion without commencing an adversary 
proceeding or submitting evidence to establish the court’s personal jurisdiction). Such debtors should also consider 
proposing a narrowly drafted proposed order.

Conclusion

 The U.S.’s restructuring regime is robust for a variety of reasons, but central among them is that it provides a debtor 
with a central forum to reorganize its worldwide operations. Bankruptcy courts — with their statutory worldwide juris-
diction over a debtor’s property — provide that central forum. Notwithstanding the foregoing, the decision in Alto Maipo 
casts doubt on whether a debtor, relying on the court’s worldwide jurisdiction, will be able to take advantage of the full 
slate of protections afforded by the Bankruptcy Code, particularly the ability to assume a contract that is property of the 
bankruptcy estate.

30 Id. at 63.

31 Outside of the circumstances presented in Alto Maipo (i.e., where a debtor itself alerts the court to the existence of a contract dispute), 
a debtor’s contractual counterparty that argues that a contract cannot be assumed due to an alleged default is, at least arguably, at risk of 
submitting to the court’s jurisdiction.
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Authors’ Note: Chapter 11 continues to represent the gold standard when it comes to influencing other countries’ 
reforms of their restructuring tools. Spain’s reforms, which will presumably take effect during the third quarter 
of 2022, are the latest example. The reforms are brought in to comply with the overarching requirement by the 
European Union (EU) that all member states must upgrade their restructuring toolkits (Brexit meant that the U.K. 
was not so required, but the toolkit was upgraded there regardless).

  In this article by two leading Spanish restructuring lawyers, ABI members will see familiar concepts being 
imported into Spanish restructuring law, including debtor-in-possession, ipso facto protection, acceptance/rejection 
of executory contracts, and the possibility of cross-class cramdown, plus (some of) the absolute-priority rule. 
Spain’s reforms follow the introduction of new regimes in many other European countries. Given the increasing 
macroeconomic challenges of inflation, interest rate rises, supply-chain logistics and energy insecurity facing many 
European countries, the timing may be fortuitous.

On Jan. 14, 2022, the Official Gazette of the Spanish Parliament published the draft bill of the reform of 
the Spanish Insolvency Act,1 which will implement the EU Restructuring Directive (the “Reform”).2 
The draft bill of the Reform was approved by the Spanish Parliament on June 30, 2022,3 and it is 

now subject to deliberation and approval by the Spanish Senate before it becomes final. Despite the delay, 
the Reform will soon be passed into law and will enter into force during the third quarter of 2022, and will 
entail a major overhaul in the current restructuring scenario and represent a significant move toward a more 
chapter 11-style regime, albeit not identical.” This article offers a general overview of the new restructuring 
framework in Spain while comparing some of its key features with those present in chapter 11.4 

Restructuring Procedure and Key Features of a Restructuring Plan

No Insolvency Proceeding 

 Restructuring plans are available outside of an insolvency proceeding, and debtors are in possession of 
their assets and in control of their business during their negotiations. As the process for the approval is not an 
insolvency proceeding, there is no bankruptcy filing as in chapter 11 or a petition to initiate a restructuring, 
even if the debtors file a pre-insolvency notice, as further explained herein. 

1 At the time of writing, the draft bill is not final and is still subject to amendments. 

2 In this article, “EU Restructuring Directive” refers to Directive (EU) 2019/1023.

3 See “Congreso de los Diputados,” available  at www.congreso.es/public_oficiales/L14/CONG/BOCG/A/BOCG-14-A-84-6.PDF (note 
that content is in Spanish; link last visited July 14, 2022).

4 Excluded from this analysis is the new restructuring regime applicable to micro, small and medium-sized business debtors.
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Entry Test: Insolvency Not a Prerequisite

 Before the Reform, the requirement was that debtors must be insolvent.5 The enhancing of the rescue culture 
introduced by the EU Restructuring Directive has set a new entry test (i.e., the “likelihood of insolvency”), which 
is defined by the debtor being unable to meet its payment obligations that are due within the next two years.

Pre-Insolvency Notice 

 A “pre-insolvency notice” may be defined as the notice informing the relevant court that a debtor has initiated 
(or has the intention to initiate) negotiations with creditors with the aim of reaching a restructuring plan or a com-
position agreement. The submission of this notice is not an obligation for debtors, but it has certain advantages for 
debtors in terms of giving protection against insolvency filings and enforcement actions. Here is a brief summary 
of the main terms of this distinctive feature of the Spanish restructuring framework: 

• Term: For a period of three months following the submission of this notice, debtors have a protective shield 
against (1) enforcement actions, which are stayed except for certain exceptions;6 and (2) insolvency petitions 
filed by creditors. Insolvency petitions filed by creditors will only be admitted if the debtor has not filed an 
insolvency petition within one month after the expiry of the mentioned three-month period (i.e., three months 
of protection and one month for the debtor to file). 

• Extension (introduced by the Reform):7 The pre-insolvency notice term may be extended for an additional 
three months (thus increasing the protective shield up to seven months against insolvency petitions) if it has the 
support of creditors that hold more than 50 percent of the liabilities and that could be affected by the restruc-
turing plan, and the restructuring expert (if appointed). 

• Stay of an insolvency petition filed by a debtor (introduced by the Reform): Any insolvency petition filed by 
a debtor will be stayed provided that it has the support of the restructuring expert (if appointed), or creditors 
representing more than 50 percent of the liabilities that could be affected by the restructuring plan. The court 
will lift the stay if creditors do not submit a request for the court confirmation of a restructuring plan within 
one month after the debtor’s petition for insolvency proceedings. 

Who May File a Restructuring Plan, and When? 

 Unlike in chapter 11, where creditors only have the right to propose a reorganization plan after the expiry of 
a certain exclusivity period, the Reform will entitle creditors also to propose a restructuring plan and impose it 
on debtors and shareholders with certain limitations. Restructuring plans proposed by creditors will not bind dis-
senting debtors and shareholders where there is a “likelihood of insolvency” rather than “imminent” or “current” 
insolvency. This is relevant, as any restructuring plan that includes a capitalization of credits or entails a corporate 
reorganization will require the consent of the debtor and the shareholders if the former has a “likelihood of insol-
vency.”

Stay of an Insolvency Petition 

 In similar terms as to what is envisaged while the pre-insolvency notice period is in force, any insolvency filing 
by a debtor may be stayed if the restructuring expert (if appointed) or creditors representing more than 50 percent 
of the liabilities could be affected by the restructuring plan. The court will lift the stay if creditors do not submit 

5 In any of its forms: imminent insolvency (i.e., the debtor being unable to meet its payment obligations that are due within the next three 
months) or actual insolvency (i.e., the debtor being unable to meet its payment obligations as they fall due). 

6 This stay does not apply to assets not necessary for the continuation of the debtor’s business or to financial collateral arrangements.

7 The Reform also includes the possibility of revoking an extension previously granted by the court. 
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a request for the approval of a restructuring plan within one month after the debtor’s petition for insolvency pro-
ceedings. 

Class Formation

 Arguably, the introduction of the classification of claims in classes (with its ramifications in terms of count-
ing votes, achieving majorities and cross-class cramdown) is the most relevant of the changes introduced by the 
Reform and will become a crucial aspect in the negotiation of any restructuring plan. The directive sets out a 
voluntary court confirmation process for class formation,8 which protects (once the classes have been confirmed) 
against any appeals to the restructuring plan based on an incorrect class formation. This is relevant, because any 
successful appeal based on an incorrect class formation entails the unwinding of the restructuring plan. 

Court Confirmation or “Homologación”

 Following the rationale of limiting court intervention during the restructuring process, the relevant court will 
confirm the restructuring plan unless it is evident that the requirements for confirmation are not met.9 The protec-
tion of dissident creditors and shareholders (when affected by the restructuring plan) will be channeled through 
the appeal process. 

Restructuring Expert

 The Reform also introduces the figure of the “restructuring expert.”10 The first thing to note is that this restruc-
turing expert is not an insolvency officer, nor is the expert equivalent to the U.S. Trustee or the trustee appointed 
by the U.S. Trustee.11

 The role of this restructuring expert includes the following: (1) assisting debtors and creditors in the negotia-
tions and preparation of the restructuring plan (the terms and involvement are unclear and ambiguous); (2) sup-
porting the extension of a pre-insolvency notice period (or revoking an extension already granted); (3) demanding 
the stay of an insolvency petition filed by a debtor in the aforementioned terms; or (4) providing a valuation of the 
debtor as a going concern in the event set out below. The appointment12 of the restructuring expert is required in 
certain circumstances, namely (1) when requested by the debtor; (2) when requested by creditors holding more 
than 50 percent of the liabilities that could be affected by the restructuring plan; (3) when the stay of an individual 
enforcement or the extension of the term of the pre-insolvency notice has been requested and the judge deems it 
necessary; or (4) in the event of cross-class cramdown. 

Contents of the Restructuring Plan 

 In line with chapter 11, the Reform widens the spectrum of measures that can be adopted and includes chang-
ing the debtor’s share-capital structure, or transferring assets, business units or the whole business. Likewise, the 
restructuring plan may affect all or only certain of the debtor’s liabilities, as further set out below. This is relevant, 
as only affected creditors are entitled to vote on a restructuring plan. 

8 This voluntary court-confirmation process is prior to the court confirmation of the restructuring plan set out in the “Court Confirmation 
or ‘Homologación’” section of this article.

9 Alternatively, the party seeking confirmation of the restructuring plan may request a contradictory proceeding before the relevant court, 
thus allowing dissent lenders to appeal the restructuring plan even before it has been sanctioned. The final ruling of this proceeding will 
not be subject to appeals.

10 The EU Directive refers to “a practitioner in the field of restructuring.”

11 The authors refer to appointment of a private trustee by the U.S. Trustee pursuant to § 1104(b)(1) of the U.S. Bankruptcy Code.

12 Except in limited circumstances, the court will appoint the restructuring expert proposed by the relevant party.
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 The affected parties of a restructuring plan will no longer only be creditors with financial liabilities; they can 
also be creditors with commercial claims, public claims (in limited circumstances), or the claims senior managers 
might have against the debtor arising from their service contracts. Labor liabilities and noncontractual liabilities 
are excluded. 

 In relation to the restructuring of commercial claims, which deserves a separate and profound analysis (par-
ticularly as there is no case law on the matter), it is worth noting two elements. First, creditors will not be able to 
terminate or accelerate executory contracts by reasons connected to the negotiation or agreement of a restructur-
ing plan. Second, the restructuring plan may include the termination of any such contracts without the creditor’s 
consent when that termination is necessary for the debtor’s restructuring. 

Class Division 

 The Reform sets out that the class formation must be based on a common interest among the members of a 
class determined on an objective basis. This common interest is presumed among creditors with the same insol-
vency ranking. The general rule in terms of class formation is that creditors with the same insolvency ranking 
belong to the same class. 

 Conflict of interest is one of the exceptions introduced to separate creditors of claims of the same kind (e.g., 
financial claims, commercial claims, etc.) and with the same insolvency ranking into separate classes. However, 
neither the draft bill of the Reform nor the EU Restructuring Directive provide a definition of “conflict of inter-
est.” The other exception is when the treatment of affected creditors after the approval of a restructuring plan is so 
dissimilar that it justifies dividing creditors into separate classes. 

 One of the aspects of the Reform that has been the subject of more discussion (and it is anticipated that ink will 
further flow on the matter) relates to the treatment of subordination agreements. For the first time, subordination 
agreements are recognized in Spain, even if only for payment distributions in the context of an insolvency of a 
debtor when that debtor is party to the subordination agreement. However, the Reform has opted not to expressly 
include these subordination agreements among the exceptions to separate classes of creditors under restructuring 
plans. Alternatively, the lawmaker has opted for acknowledging in the preamble that it remains silent on contrac-
tual subordination agreements while enabling the parties to these agreements to decide how they may apply. This 
approach is not without critics. 

 First, acknowledging the existence of those agreements (even in the preamble of the law) is not tantamount 
to remaining silent. Second, it seems hard to argue why, if the preamble recognizes that the parties may decide to 
apply the voting mechanics of a subordination agreement, this has not translated into a specific section of the law. 
In the authors’ view, the recognition of subordination agreements in insolvency is a significant step forward toward 
recognizing the creditors’ intention in relation to how to treat their claims in insolvency but also in the context of 
restructuring plans. A sensible approach on the matter would suggest that if creditors agreed to rank their claims 
in a subordination agreement and that subordination agreement is recognized in insolvency, the same agreement 
should equally be recognized for the purposes of forming classes or applying the absolute-priority rule under a 
restructuring plan.
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Voting and Acceptance of the Restructuring Plan

Voting Is Made in Classes13

 A class has voted in favor of a restructuring plan when the approval threshold of creditors is higher than two-
thirds (if the class is unsecured) or three-quarters (if the class is secured).14 

Majority to Cross-Class Cramdown

 The majority required to cross-class cramdown one or several classes of creditors is either of the following: 
(1) a majority of voting classes voting in favor of the restructuring plan, provided that one of those classes should 
be a class whose claims in insolvency would rank as privileged; or (2) if the restructuring plan is approved by at 
least one class of creditors that is considered to be “in the money” on the basis of a valuation of the debtor as a 
going-concern business provided by the restructuring expert.

Majority to Protect Against Clawback Actions

 The majority required to protect a restructuring plan (and the restructuring-related transactions) against claw-
back actions is at least 51 percent of the affected liabilities. Therefore, this is a majority in value of all affected 
liabilities. In other words, the voting is not made in classes. 

Appeals and Cross-Class Cramdown

 A restructuring plan might be appealed by dissident creditors for a number reasons, but, for the purposes of 
this article, we are going to focus only on the most relevant, which, admittedly, are also those two that reflect most 
clearly the influence of the U.S. bankruptcy regime, namely, the best-interest-of-creditors test and the absolute 
(or not-so-absolute) priority rule. Likewise, similar to the U.S. “unfair discrimination” requirement, dissenting 
creditors may also appeal a restructuring plan if their class receives a “less favorable treatment” compared to other 
classes with the same insolvency ranking. 

 The best-interest-of-creditors test will be satisfied if the claims of a dissenting creditor are not worse off un-
der a restructuring plan than they would be in the event of liquidation using a hypothetical liquidation value in 
two years. However, the Reform does not address the issue of the risks associated with cramming down secured 
claims. Needless to say, there is no case law in Spain addressing this question or developing a sort of “cramdown 
interest” equivalent to what U.S. courts have developed in the context of chapter 11 reorganizations.

 Unlike the best-interest-of-creditors test, the absolute-priority rule is a class right, therefore only a dissenting 
creditor of a class that has not approved the restructuring plan may use it to appeal a confirmed restructuring plan. 
The absolute-priority rule is defined as a situation where a dissenting senior class is paid less or receives interest 
for a value lower than the value of their claims, while junior classes receive payments or keep any interest under 
the restructuring plan. There is one exception to the absolute-priority rule in those circumstances when it is con-
sidered necessary to “ensure the viability of the debtor” and ensure that “the senior creditors are not prejudiced 
unjustifiably.” This is an undefined concept, which, unless it is refined in the parliamentary review of the law, will 
likely result in uncertainty and litigation in the context of future restructurings where cross-class cramdown kicks 
in. 

13 Shareholders are not a class in voting terms. 

14 In the case of syndicated agreements, if the contractual majority is lower than the legal majority, the contractual majority will apply.
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 Furthermore, in what bears a resemblance to the cram-up of a dissenting class of secured claims in 
§ 1129 (b) (2) (A) of the U.S. Bankruptcy Code, the Reform allows secured creditors belonging to a dissenting 
class to enforce their security within a month after the confirmation of the restructuring plan. As an alternative to 
this enforcement scenario, the restructuring plan may opt for replacing the enforcement of the security with the 
payment in cash of the value of the secured claim within a maximum term of 120 days as from the date of publi-
cation of the decision by the court confirming the restructuring plan.
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In 2019, Canadian restructuring practitioners were reintroduced to the reverse vesting order (RVO), a remedy 
designed to facilitate restructurings, particularly restructurings in the form of distressed acquisitions. As the 
RVO structure has gained popularity, it has also attracted growing scrutiny from judges and by stakeholders, 

resulting in a slow but steady evolution of the remedy. Recent decisions, including the Blackrock case,1 highlight 
the evolution of the remedy’s use and appropriateness and of the court’s considerations with regards to granting it.

Some Basics: What Is an RVO?

 In Canada, insolvent companies typically utilize the provisions of the Companies’ Creditors Arrangement Act 
(CCAA) and Bankruptcy and Insolvency Act (BIA) to restructure. Receivership proceedings have also been a ve-
hicle for restructuring an operating business via a receiver’s sales process. Unlike restructurings under the CCAA 
or BIA, where the debtor remains in possession of its property and continues to conduct its business, restructurings 
in a receivership involve the appointment of a receiver, either by the secured creditor under a security agreement 
or by the court on behalf of a secured creditor. Once appointed, the receiver has the obligation to take possession 
of the company’s property and operate and manage the business. Only licensed insolvency trustees can act as re-
ceivers. Historically, companies file for creditor protection under the BIA or CCAA to provide the following:

1. stability to the enterprise while it carries out a restructuring of the business by, among other things, presenting 
a plan of compromise or a proposal to creditors; to be binding on creditors, a plan must, among other things, be 
accepted by creditors and approved/sanctioned by the court; or 

2. a vehicle to sell their assets outside the ordinary course of business and without the necessity of presenting a 
plan of compromise or proposal if the court approves; in these instances, the assets are conveyed pursuant to an 
approval and vesting order, free and clear of preexisting liabilities, with the proceeds of the sale being subject 
to creditor claims in the same priority they held vis-à-vis the assets.

 An RVO, on the other hand, typically involves the court approving a series of restructuring transactions that 
involve changes at the corporate level, as well as at the asset level, which generally include the following: (1) the 
transfer and vesting of unwanted liabilities and/or assets out of the debtor company into another or newly formed 
shell company (“ResidualCo”); (2) the transfer of the shares of the original debtor to a purchaser; (3) the original 
debtor company exiting the insolvency proceedings free and clear of creditor claims; and (4) ResidualCo remaining 
in the insolvency proceeding to be dealt with as if it was the original debtor.

1 BlackRock Metals Inc., Montreal, 500-11-060598-212 (Que Superior Court) (Commercial Division).



AmericAn BAnkruptcy institute

194

The Birth and Development of the RVO in Canada

 Prior to 2019, the RVO structure had been utilized in the T. Eaton Co. Ltd. CCAA proceedings in 1999 and in 
the Plasco Energy Group Inc. CCAA in 2015. In Plasco, the RVO structure was part of a corporate reorganization 
that, among other things, permitted Plasco to realize value for its tax losses after a sales process failed to identify 
a better offer for Plasco’s business. In approving the RVO, the court was “satisfied that the court has authority 
under section 11 of the CCAA to authorize such transaction notwithstanding that the applicants are not proceeding 
under s.6 (2) of the CCAA insofar as it is not contemplated that the applicants will propose a plan of arrangement 
or compromise.”2

 This remedy then remained dormant until October 2019, when the RVO was utilized in the Stornoway Diamond 
Corp. CCAA proceeding,3 largely to preserve tax losses. After Stornoway, the RVO structure was approved and 
implemented in a number of unopposed CCAA proceedings, including Wayland Group Corp.,4 Comark Holdings 
Inc.5 and Beleave Inc.6 

 In these early cases, the following arguments were advanced in support of the RVO: (1) There was no value 
to unsecured creditors or equityholders after conducting a sales or investment solicitation process; (2) the RVO 
structure would permit the continuation of (a) business activities, (b) employment and (c) certain key supplier 
relationships; (3) the release and discharge from liabilities not forming part of the assumed liabilities was appro-
priate in the circumstances; (4) there was urgency to close the transaction due to limited liquidity or for some other 
commercial purposes to sustain the business as a going concern, thereby negating the benefit of implementing a 
claims process, holding meetings of creditors and seeking court approval of a plan; and (5) in those instances where 
the business was regulated, the RVO would preserve licenses, permits, agreements and tax attributes.

 From these early cases, practitioners quickly determined that the benefits to be realized from using the RVO 
included (1) preservation of the debtor’s companies permits, licenses, agreements and tax attributes, particularly 
in the highly regulated cannabis, mining and oil and gas sectors; (2) streamlining the process of carrying out an 
insolvent sale by eliminating the time, cost and risks associated with preparing and presenting a plan or proposal 
to creditors and the court; and (3) providing purchasers with an efficient mechanism to acquire businesses as going 
concerns free of any unwanted assets and liabilities.

 In fact, since 2019 there have been approximately 30 insolvency proceedings involving the use of an RVO 
transaction, including its use in approximately 18 percent of all CCAAs filed since April 2019. The RVO has been 
used five times in the cannabis industry, seven times in the mining industry and six times in the oil and gas sector, 
making the RVO a critical tool in a Canadian insolvency practitioner’s restructuring toolbox.

 On Nov. 20, 2020, an RVO was first sought as part of BIA proposal proceedings (i.e., Tidal Health Solutions 
Ltd. BIA proceedings7) as a means of preserving cannabis licenses. RVOs have since been sought as part of three 
other BIA proposal proceedings.8

2 Plasco Energy Group Inc. Further Endorsement-Stay Extension Order of Wilton Siegel J. (July 17, 2015), Toronto Court File No. CV-15-
10869-00CL (Ont. Superior Court of Justice [Commercial List]).

3 Stornoway Diamond Corp., Montreal, 500-11- 057094-191 (Que. SC).

4 Wayland Group Corp., Toronto CV-19-00632079-00CL (Ont. SCJ).

5 Comark Holdings Inc., Toronto, CV-20-00642013-00CL (Ont. SCJ (Commercial List).

6 Beleave Inc., Toronto, CV-20-00642097-00CL (Ont. SCJ (Commercial List)).

7 Tidal Health Solutions Ltd., Montreal, 500-11-058600-202 Quebec SC (Commercial Division).

8 Ayanda Cannabis Corp., Court file No. 35-2802344, Jeno Neuman et Fils Inc., Montreal, 500-11-060912-223 Quebec SC (Commercial 
Division); Junction Craft Brewing Inc., Toronto, estate No. 31-2774500, Ontario SCJ (Commercial List).
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 In June 2021, the RVO was sought in a receivership proceeding for the first time, to realize value on the debt-
or’s public listing and to preserve tax attributes.9 The RVO has since been used in three other receivership cases, 
largely to realize value on the tax and regulatory attributes.10 This growing popularity has also promoted greater 
scrutiny in the use of RVOs in restructurings, with six more recent RVOs being sought on an opposed basis.

 Nemaska11 was the first case of a court approving an RVO in a contested CCAA proceeding. In this case, a 
creditor formally objected to the RVO’s approval, raising multiple grounds of contestation, including the CCAA 
judge’s lack of authority to grant a vesting order for anything other than a sale or disposition of assets, the im-
possibility under the CCAA for debtor companies to emerge from CCAA protection outside of a compromise or 
arrangement, the violation of securities laws, and the improper release stipulated in favor of directors and offi-
cers without prior approval from creditors.12 The judge, exercising his discretion pursuant to s.11 of the CCAA 
and having regard to the factors set out in s.36 of the CCAA, granted the RVO, noting it to be a valid use of his 
discretion, insisting that it would serve to maximize creditor recoveries while maintaining the debtor companies 
as going concerns and allowing an efficient transfer of the necessary permits, licenses and authorizations to the 
purchaser. 

 The Quebec Court of Appeals dismissed an application for leave to appeal the judge’s decision, noting that the 
CCAA judge found that “the terms ‘sell or otherwise dispose of assets outside the ordinary course of business’ 
under s.36 (1) of the CCAA should be broadly interpreted to allow a CCAA judge to grant innovative solutions 
such as RVOs on a case-by-case basis, in accordance with the wide discretionary powers afforded the supervising 
judge pursuant to section 11.”13 Leave to appeal to the Supreme Court of Canada was likewise denied.14

 Quest University was the second opposed RVO case.15 Quest commenced a sales process that culminated 
in it executing a purchase and sale agreement (the “Quest transaction”). Quest asserted that there was urgency 
to completing the Quest transaction, to address (among other things) its need to plan for its upcoming aca-
demic year. The Quest transaction was originally conditional on issuance of an approval and vesting order 
and conditional on, inter alia, approval of a plan of compromise or arrangement. The approval of the Quest 
transaction and other relief sought was opposed by a number of creditors, including a creditor with a claim 
potentially large enough to be able to veto Quest’s plan, thereby blocking its restructuring. To avert this risk, 
the Quest transaction was revised to be structured as an RVO.

 The opposing creditors objected to the RVO on the grounds that it unfairly negated their right to vote on Quest’s 
plan under s.6 of the CCAA and thereby effectively meaning that they could not block Quest’s restructuring as the 
statute provided. The Quest transaction represented the only viable restructuring option available, and without the 
RVO structure, the Quest transaction was in jeopardy. The court approved the Quest transaction, noting that in the 
case of an RVO, “the ability of a CCAA court to be innovative and creative is not boundless; as always, the court 
must exercise its discretion with a view to the statutory objectives and purposes of the CCAA.”16 On the other hand, 
the court added that “[t] here is no provision in the CCAA that prohibits an RVO structure. As is usually the case in 

9 Vert Infrastructure Ltd., Toronto, CV-20-00642256-00CL, Ontario SCJ (Commercial List).

10 Pulse Rx Inc. and Family Clinic Pharmacy Inc., Toronto, CV-21-00661434-00CL, Ontario SCJ (Commercial List); Elcano Exploration 
Inc., Calgary, 2101-08818, Court of Queen’s Bench of Alberta; and Balanced Energy Oilfield Servs. Inc., et al., Calgary, 2201-02699, 
Court of Queen’s Bench of Alberta.

11 Nemaska Lithium Inc., Montreal, 500-11-057716-199, Quebec SC.

12 Arrangement Relatif à Nemaska Lithium Inc., 2020 QCCA 1488, at par. 8.

13 Id. at par. 19.

14 Arrangement relatif à Nemaska Lithium Inc., 2021 CarswellQue 4589.

15 Quest University Canada, Vancouver, S200586, Supreme Court of British Columbia.

16 Quest University Canada (Re), 2020 BCSC 1883, par. 154 (leave to appeal dismissed, 2020 BCCA 364).
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CCAA matters, the court must ensure that any relief is ‘appropriate’ in the circumstances and that all stakeholders 
are treated as fairly and reasonably ‘as the circumstances permit.’”17

 In another case, Harte Gold Corp. initiated CCAA proceedings to carry out the restructuring of its publicly 
traded gold-mining enterprise. Harte held permits and licenses that it required to maintain its mining operations. 
Harte sought the approval of the successful bid, which was structured as an RVO as a means of providing a mech-
anism to restructure its mining business without involving “the complex transfer or new application process of 
indeterminate risk, delay and cost.”18 The application was unopposed.

 In approving the RVO in Harte, the court stated that the “jurisdiction of the court to issue an RVO is fre-
quently said to arise from s.11 and s.36 (1) of the CCAA. However, the structure of the transaction employing 
an RVO typically does not involve the debtor ‘selling or otherwise disposing of assets outside the ordinary 
course of business, as provided in s.36 (1). The RVO structure is really a purchase of shares of the debtor and 
[a] ‘vesting out’ from the debtor to a new company, of unwanted assets, obligations and liabilities.”19 None-
theless, the court concluded that s.11 provided “the court with jurisdiction to issue such an order, provided the 
discretion available under s.11 is exercised in accordance with the objects and purposes of the CCAA. And it 
is for this reason that I also wholeheartedly agree that the analytical framework of s.36 (3) for considering an 
asset sale transaction, even though s.36 may not support a standalone basis for jurisdiction in an RVO situation, 
should be applied, with necessary modifications, to an RVO transaction.”20

BlackRock: The Most Recent Case and Most Current Analysis

 BlackRock Metals Inc. initiated CCAA proceedings to restructure its early-stage Quebec-based mining business. The 
proceedings involved a stalking-horse sale and investor-solicitation process (SISP), with the stalking-horse bid being a 
credit bid from BlackRock’s secured creditors, who were also shareholders, using an RVO. The RVO was opposed by 
other shareholders on the grounds that it represented an illegal appropriation of their shares, without consent. They also 
objected to the granting of a release in favor of the stalking-horse bidders. After carrying out the SISP, the stalking-horse 
bid was the only viable bid. 

 In evaluating the preceding case law, the court noted that the “RVO structure should remain the exception and 
not the rule and should be approved only in the limited circumstances where it constitutes the appropriate reme-
dy.”21 In assessing the appropriateness of the RVO remedy, the court has advised court officers involved in RVO 
transactions that they must be prepared to answer questions such as the following: (1) Why is the RVO necessary 
in this case?; (2) Does the RVO structure produce an economic result at least as favourable as any other viable 
alternative; (3) Is any stakeholder worse off under the RVO structure than they would have been under any other 
viable alternative?; and (4) Does the consideration being paid for the debtor’s business reflect the importance and 
value of the licences and permits (or other intangible assets) being preserved under the RVO structure?22

 In approving the RVO, the court addressed the objections of the shareholders, noting that it “is true that the 
RVO will result in the claim of unsecured creditors being transferred to ResidualCo, an empty shell where all un-
assumed liabilities will be transferred. This transfer simply reflects the fact that ... BlackRock’s value, as tested in 

17 Id., par. 157 (citing Century Servs. Inc. v. Canada (Attorney General), 2010 SCC 60, par. 14-15).

18 Harte Gold Corp. (Re), 2022 ONSC 653, par. 4.

19 Id., par. 36.

20 Id., par. 37.

21 Arrangement Relatif à BlackRock Metals Inc., 2022 QCCS 2828, at par. 96.

22 Harte Gold Corp. (Re), 2022 ONSC 653, at par. 38.
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the market through the SISP and for many years prior to the current restructuring, is not high enough to generate 
value for these unsecured creditors.”23

 The court also determined the RVO was appropriate in the circumstances, “such as the present case, where a 
traditional sale of assets would lead to uncertainty regarding the transfer of numerous agreements, permits, authori-
zations and other regulatory approvals that are required for the continuation of a company’s business.”24 In address-
ing the objections of the shareholders, the court noted that “the shareholders and unsecured creditors of BlackRock 
are not in a worse position with an RVO than they would be under a traditional asset sale. Either way, they would 
have no economic interest because the purchase price paid would not generate any value for the unsecured creditors 
(and even less so for the shareholders).”25 The opposing shareholders have since sought leave to appeal the order 
before the Court of Appeal of Quebec.

Conclusion

 RVOs have become a critical tool in insolvency proceedings. Courts have provided guidance to the profession 
on the appropriateness of the use of RVOs in insolvency proceedings, balancing the need for such extraordinary 
relief to be granted to further the remedial objectives of the CCAA, while ensuring the integrity of the CCAA 
process. With each new case having its own unique factual matrix, the test for the approval of the remedy will 
continue to evolve.

23 Arrangement Relatif à BlackRock Metals Inc., 2022 QCCS 2828, at par. 109.

24 Id. at par. 115.

25 Id. at par. 120.
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“[T]he [recognition] process should not end up bogged down in frivolous disputes over recognition when 
there is little real cause to question the legitimacy of the proceeding. Thusly are compromises crafted, and 

invariably are they thrust on the courts.”

— Hon. Leif M. Clark (ret.)1

Hon. Martin Glenn’s recent opinion in In re Modern Land (China) Co. Ltd. created greater flexibility in the 
approach to determining a debtor’s “center of main interests” (COMI).2 In this case, the debtor, a Cayman 
Islands-exempt entity, held its assets, management and business exclusively in China.3 The debtor negoti-

ated a court-supervised restructuring scheme in the Cayman Islands.4 The court found that the Cayman Islands was 
the debtor’s COMI and recognized the Cayman-based restructuring as a foreign main proceeding.5

The Decision

 The court began its analysis with the legal principles employed by most U.S. courts when making COMI de-
terminations. In doing so, the court adhered to the Second Circuit’s ruling in Morning Mist Holdings Ltd. v. Krys 
(In re Fairfield Sentry Ltd.)6 and noted the following: (1) a debtor’s COMI is determined as of the filing date of 
the chapter 15 petition;7 (2) § 1516 of the Bankruptcy Code establishes an easily rebuttable presumption that the 
location of a debtor’s registered office is the debtor’s COMI;8 (3) courts consider several factors to determine a 
debtor’s COMI when the presumption is overcome, including the location of the debtor’s headquarters, managers, 
assets and creditors; (4) these factors should not be applied “mechanically”;9 and (5) a debtor’s COMI should be 
“ascertainable to interested third parties.”10 

1 Judge Leif M. Clark, “‘Center of Main Interests’ Finally Becomes the Center of Main Interest in the Case Law,” 43:14 Tex. Int’ L J. 
Forum 17 (2008).

2 641 B.R. 768 (Bankr. S.D.N.Y. July 22, 2022).

3 Id.

4 Id.

5 Id.

6 714 F.3d 127, 138 (2d Cir. 2013).

7 Modern Land, 641 B.R. at 782.

8 Id.

9 Id. These factors are set forth in In re SPhinX Ltd., 351 B.R. 103, 117 (Bankr. S.D.N.Y. 2006), and are commonly referred to as the 
“SPhinX factors.”

10 Modern Land, 641 B.R. at 788.
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 The Modern Land court found In re Suntech Power Holdings Co. Ltd. particularly important.11 In Suntech, 
the debtor was also a Cayman-exempt entity that primarily conducted its business in China.12 The Suntech debtor 
sought to restructure in the Cayman Islands and had a Cayman court appoint joint provisional liquidators (JPLs) 
to act on behalf of and restructure the debtor.13 The court found the COMI in the Cayman Islands at the date of the 
chapter 15 petition as a result of the JPL’s activity, while acknowledging that the COMI had previously been in 
China.14

 With the Suntech case in mind, the Modern Land court framed the case’s ultimate issue: “So, the question is 
whether the absence of court-supervised fiduciaries, such as JPLs, requires a different result in finding [the] COMI 
in the Cayman Islands in this case given that no JPLs were appointed.”155 The court’s answer: “While this would be 
an easier case if JPLs had been appointed, the Court concludes that the Cayman court’s supervision of the Debtor’s 
Scheme Proceeding, in light of other factors present here, is enough for the Court to conclude that the Debtor’s 
COMI ... was in the Cayman Islands.”16 The Modern Land court provided several reasons for its holding, but two 
points are particularly important. 

Flexibility Is Critical

 Chapter 15 contemplates recognition as “a very simple procedure [that is] meant to be fast and inexpensive.”17 
If a debtor’s insolvency proceeding is pending in its COMI based on an objective determination, then a court is 
required to grant recognition of that proceeding as a foreign main proceeding.18 

 However, the term “COMI” is not defined in chapter 15. The Modern Land court noted that “[t] he absence of 
a statutory definition for a term that is not self-defining signifies that the text is open-ended, and invites develop-
ment by courts, depending on facts presented, without prescription or limitation.”19 In other words, the lack of this 
definition allows courts some flexibility in light of the stated goals of chapter 15, such as providing fair procedures, 
maximizing debtor assets and facilitating the rescue of financially troubled businesses.20 As the court stated in 
SPhinX:

[T]he flexibility inherent in chapter 15 strongly suggests ... that the Court should not apply such [COMI] factors 
mechanically. Instead, they should be viewed in light of chapter 15’s emphasis on protecting the reasonable 
interests of parties-in-interest pursuant to fair procedures and the maximization of the debtor’s value.21

 Denying recognition of the Cayman Islands as Modern Land’s foreign main proceeding would have certainly 
diverged from the stated goals of chapter 15 and resulted in an overall disaster for the parties involved. The debtor’s 
consensual scheme would have morphed into a liquidation in an effort to then obtain a chapter 15 at a later date.22 
The court found that this process would have wasted the debtor’s resources as opposed to maximizing the value 

11 520 B.R. 399 (Bankr. S.D.N.Y. 2014).

12 Modern Land, 641 B.R. at 783.

13 Id.

14 Id.

15 Id.

16 Id. 

17 Prof. Jay Lawrence Westbrook, “Chapter 15 at Last,” 79 Am. Bank. L.J. 713, 722 (2005); 11 U.S.C. § 1515.

18 In re Millard, 501 B.R. 644, 653-54 (Bankr. S.D.N.Y. 2013); In re Chiang, 437 B.R. 397, 403 (Bankr. C.D. Cal. 2010).

19 Modern Land, 641 B.R. at 781 (citing Fairfield Sentry, 714, F.3d 127, 138 (2d Cir. 2013)).

20 See 11 U.S.C. § 1501.

21 SPhinX, 351 B.R. at 117; supra n.9.

22 See Modern Land, 641 B.R. at 787.
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of the debtor’s assets and facilitating the rescue of a financially troubled business.23 Denying recognition would 
also have undermined the pivotal role of the Cayman Islands’ judicial proceedings, considering that the Cayman 
Islands have well-established insolvency laws with fair procedures.

Creditor Consent Matters

 Courts have cited Bear Stearns for years for the proposition that courts should not grant recognition as a rub-
ber-stamp exercise if there are no objections.24 While the lack of objections might not necessarily mean that rec-
ognition should be automatic, it certainly provides proof of creditor expectations and where third parties ascertain 
a debtor’s COMI to be. As explained in SPhinX, “because their money is ultimately at stake, one generally should 
defer ... to the creditors’ acquiescence in or support of a proposed COMI.”25 

 In Modern Land, the court noted that recognition aligned with creditors’ expectations because Cayman law 
governed the relevant loan agreements.26 Moreover, “[n] ot one scheme creditor objected to the Debtor’s COMI 
being located in the Cayman Islands,” and the overwhelming majority of creditors voted for the scheme.27 Con-
sequently, the court held that “[i] n this case, definitive creditor expectations and overwhelming creditor support 
solidify a finding of [a] COMI in the Cayman Islands.”28 

Main, but Not Nonmain

 Although the court recognized the scheme proceeding as a foreign main proceeding, the court explained in 
the alternative that the proceeding did not qualify as a foreign nonmain proceeding. Courts recognize a nonmain 
proceeding if “the debtor has an establishment within the meaning of section 1502 in the foreign country where 
the proceeding is pending.”29 Section 1502 (2), in turn, defines “establishment” as “any place of operations where 
a debtor carries out a nontransitory business activity.” 

 On the one hand, recognizing a proceeding as a main proceeding while also stating that it would not qualify as 
a nonmain proceeding is interesting, since the drafters of the United Nations Commission on International Trade 
Law (UNCITRAL) Model Law on Cross-Border Insolvency (Model Law) clearly intended for a main proceeding 
to have more of an economic connection to a jurisdiction than a nonmain proceeding, which is why much broader 
relief is available to a foreign main proceeding.30 On the other hand, courts have already imposed limitations on 
main proceedings that do not exist for nonmain proceedings. The Second Circuit has ruled that § 1520 (a) (2), which 
provides for relief automatically available upon recognition of a foreign main proceeding, mandates the use of 
§ 363 to sell an interest in property “to the same extent as” in a chapter 7 or 11.31 No similar mandate exists for 
nonmain proceedings.

23 Id.

24 In re Bear Stearns High-Grade Structured Credit Strategies Master Fund Ltd., 374 B.R. 122, 126-27 (Bankr. S.D.N.Y. 2007).

25 SPhinX, 351 B.R. at 117.

26 Modern Land, 641 B.R. at 788.

27 Id. at *789-90.

28 Id. at 790.

29 11 U.S.C. § 1517(b)(2).

30 See “Chapter 15 at Last,” supra n.17 (“Chapter 15 changes that by permitting some limited cooperation with nonmain bankruptcies, 
but most of its focus is on foreign main proceedings.”); Prof. Jay Lawrence Westbrook, “Locating the Eye of the Financial Storm,” 32 
Brooklyn J. of Int’l Law. 1019, 1027 (2007) (“[T] he suggestion that Chapter 15 makes little real distinction between main and non-main 
proceedings ... [w] ith respect, that suggestion is clearly incorrect on the face of the statute.”).

31 In re Fairfield Sentry Ltd., 768 F.3d 239, 245 (2d Cir. 2014).
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COMI Determinations and the Model Law

 Modern Land is a welcome progression of U.S. case law regarding determining COMIs that highlights cre-
ativity in dealing with the ever-evolving universe of cross-border insolvencies. It provides a great example of 
how powerful universalism can be under the Model Law. Of course, there would be no Modern Land opinion 
discussing the limits of flexibility and creditor consent in the context of an offshore exempt entity with oper-
ations in China without the Second Circuit’s opinion in Fairfield, which held that a foreign debtor’s COMI is 
determined at the date of the chapter 15 petition.32

 This holding is critical because many drafters of the Model Law,33 as well as courts in several foreign jurisdic-
tions,34 believe that a debtor’s COMI should be determined at the date of the foreign proceeding, not the date of the 
recognition application. The argument for this interpretation is that the date of the foreign proceeding “provides a 
test that can be applied with certainty to all insolvency proceedings” (i.e., all third parties know the debtor’s main 
proceeding will be located where it is registered or, if its principal place of business is elsewhere when it files for 
bankruptcy, in that jurisdiction).35

 As Prof. Jay L. Westbrook of the University of Texas School of Law once stated, “Predictability is always in 
tension with correctness of result ... so we may expect that a balance between predictability and flexibility must be 
drawn with regard to COMI.”36 Although determining a COMI at the date of the foreign proceeding may theoreti-
cally provide more predictability, it sacrifices flexibility. For example, the standard eliminates the possibility for the 
result achieved in Modern Land, where creditors and the debtor were able to cooperate and achieve the best possible 
outcome for everyone after the original foreign insolvency proceeding was filed. 

 Flexibility and creditor support are key for successfully navigating cross-border insolvencies, especially with 
offshore jurisdictions such as the Cayman Islands, Bermuda and the British Virgin Islands. Entities incorporate in 
these jurisdictions with exempted status to ensure that they have access to well-established legal systems that are 
equipped to handle specialized businesses. While these entities are incorporated in offshore jurisdictions, many have 
no real actual business in their place of incorporation. However, these entities are generally required to liquidate in 
their jurisdiction of incorporation.37

 Based on their very nature, an offshore debtors’ COMI will often shift prior to the date of the recognition ap-
plication for very valid reasons. Justice Aedit Abdullah adopted the U.S. test for COMI determinations in Singa-
pore.38 In a recent article, he explained that a “shift or transfer of [a] COMI is not a bad thing: where substantial 
connections exist that point to that COMI being the appropriate forum for restructuring or insolvency, even if the 
shifts occurred after the date of the foreign insolvency application.”39 Indeed, the Modern Land court specifically 

32 Id.

33 UNCITRAL Model Law on Cross-Border Insolvency: The Judicial Perspective, ¶ 134, available at uncitral.un.org/sites/uncitral.un.org/
files/media-documents/uncitral/en/judicial-perspective-2013-e.pdf (hereinafter, the “The Judicial Perspective”; unless otherwise speci-
fied, all links in this article were last visited on Sept. 22, 2022); Guide to Enactment, ¶ 159.

34 For the U.K., see In the Matter of Videology Ltd. v. In the Matter of Cross-Border Insolvency Regulations, 2006 [2018] EWHC 2186 
(Ch); In re Stanford Int’l Bank. Ltd., [2010] 3 WLR 941. But see Charlotte Moller, Helena Clark & Harry Rudkin, “Clarity on Cross-
Border Conundrum,” Reed Smith LLP Global Restructuring Watch (April 5, 2019), available at globalrestructuringwatch.com/2019/04/
clarity-on-cross-border-conundrum. For Japan, see think3, Tokyo High Court, Case No. (Ra) 1757 of 2012, chapter 3-2, p. 6; Tokyo 
District Court, Case Nos. (shou) 3 and 5 of 2011, chapter 3, issue 2-1, pp. 12-14. These decisions are both cited (albeit very inconsistent-
ly) at uncitral.un.org/sites/uncitral.un.org/files/media-documents/uncitral/en/20-06293_uncitral_mlcbi_digest_e.pdf.

35 The Judicial Perspective, supra n.33 at ¶ 134.

36 Id.

37 Modern Land, 641 B.R. at 790.

38 See In re Zetta Jet Pte Ltd. [2018] SGHC 16, [19] (Sing.).

39 Justice Aedit Abdullah, “Celebrating and Reflecting on 25 Years of the Model Law on Cross Border Insolvency: the Newbie’s Take — 
Singapore and the Model Law,” available at www.iiiglobal.org/file.cfm/46/docs/panel%203.%20abdullah%20singapore%20and%20
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held that the debtor’s “status as an exempted company does not jeopardize its COMI in the Cayman Islands,” ex-
plaining in the alternative that “[w] hile exempted companies are prohibited from trading in the Cayman Islands, 
except in furtherance of their business outside the Cayman Islands, they may still be managed from there.”40

Conclusion

 In 2007, Prof. Westbrook noted that “a journey of a thousand miles begins with one step” and explained that “[w ]
e are several miles into our thousand-mile endeavor to unify and improve one important aspect of globalization,” the 
cross-border insolvency.41 Likewise, in 2008, Judge Clark encouraged parties to compromise and courts to not get bogged 
down in technicalities. Let’s just hope that Judge Clark’s prediction from 14 years ago comes true and that “common 
sense will tend to prevail over technicalities” and many more courts will err on the side of flexibility over predictability, 
especially when creditors consent.42 

the%20model%20law.pdf.

40 Modern Land, 641 B.R. at 791 (quoting In re Ocean Rig UDW Inc., 570 B.R. 687, 705 Bankr. S.D.N.Y. 2017)).

41 See “Locating the Eye of the Financial Storm,” supra n.30 at 1040.

42 “Center of Main Interests,” supra n.1.
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Nearly 17 percent of emerging-market sovereign debt is trading at distressed levels, comprising approxi-
mately $237 billion of the $1.7 trillion owed by governments of developing countries to foreign lenders.1 
This magnitude of sovereign debt trading is indicative of economic unrest in the developing world and 

the resulting allocation of limited resources to food, medicine and fuel rather than bond coupons. This paradigm 
has emerged prominently in Sri Lanka over the past several months, as the nation defaulted on its debt and 
told creditors that it would not repay without an agreement to restructure its obligations.2 Despite this strategy, 
protests recently erupted over the country’s inability to import goods and provide essential services.3 Protesters 
stormed the prime minister’s residence and converged on the residence of the president, who resigned over his 
handling of the economy before temporarily fleeing the country.4

 Investors and businesspersons with interests in international business dynamics should take note that the crisis 
in Sri Lanka is neither self-contained nor isolated. On Aug. 11, 2022, Sri Lanka acceded to pressure from the U.S. 
and India to cancel (or at least postpone) the planned docking of a Chinese naval ship at a key Sri Lankan port.5 
Commentators have noted that there are underlying strategic motivations for preventing China from establishing 
a military foothold close to the Middle East — just as China bristles at the presence of U.S. naval ships in the 
region.6 

 As other countries, including Ghana, Argentina, Ukraine, Egypt and Pakistan, run similar risks of default and 
the associated political strife, they not only endanger foreign investment but become petri dishes for geopolit-
ical maneuvering and widespread economic ripple effects.7 The starting point for addressing these challenges 

1 Sydney Maki, “Historic Cascade of Defaults Is Coming for Emerging Markets,” Bloomberg (July 7, 2022), available at bloomberg.com/
news/articles/2022-07-07/why-developing-countries-are-facing-a-debt-default-crisis (unless otherwise specified, all links in this article 
were last visited on Oct. 19, 2022).

2 Peter Hoskins, “Sri Lanka Defaults on Debt for First Time in Its History,” BBC (May 20, 2018), available at bbc.com/news/busi-
ness-61505842.

3 “Sri Lanka Stops Fuel Supply to Non-Essential Services as Crisis Worsens,” CNN (June 27, 2022), available at cnn.com/2022/06/27/
asia/sri-lanka-fuel-non-essential-services-intl-hnk/index.html.

4 Rhea Mogul, “He Fled and Went into Hiding. Why Has Sri Lanka’s Deposed Leader Come Back Now?,” CNN (Sept. 4, 2022), available 
at cnn.com/2022/09/02/asia/gotabaya-rajapaksa-return-sri-lanka-intl-hnk-dst/index.html.

5 Gerry Shih, Hafeel Farisz & Niha Masih, “Chinese Navy Ship Near Sri Lanka Sparks Diplomatic Standoff,” Wash. Post (Aug. 11, 2022), 
available at washingtonpost.com/world/2022/08/11/chinese-ship-sri-lanka-hambantota.

6 Teresa Chen, Alana Nance & Han-ah Sumner, “Water Wars: U.S. Counters Beijing’s Reaction to Pelosi Visit with $1.1 Billion Arms Sale 
to Taiwan,” LawFare Blog (Sept. 28, 2022), available at lawfareblog.com/water-wars-us-counters-beijings-reaction-pelosi-visit-11-bil-
lion-arms-sale-taiwan.

7 Marc Jones, “The Big Default? The Dozen Countries in the Danger Zone,” Reuters (July 15, 2022), available at reuters.com/article/mar-
kets-emerging-debt-graphic-idCAKBN2OQ0YU.
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is understanding the roots of the problem: (1) Why are certain developing countries unable to pay back their 
debts, and (2) how were they able to borrow so much in the first place? 

Understanding the Challenges that Developing Countries Face When Paying 
Back Their Debts 

 Governments developing the infrastructure of their respective countries finance these projects by borrowing 
money, typically by issuing bonds or notes that may be sold to individuals, organizations or even governments of 
other countries. Like private debt, the debt accrued by governments, often called “sovereign debt,” is repaid with 
interest at a rate that reflects the risk of default. To determine a government’s risk of default, credit-rating agencies 
will consider numerous factors, including the extent of a government’s outstanding debts and its ability to repay 
those debts vis-à-vis an adequate tax base.8 Because these factors will vary across different countries, not all sov-
ereign debt is equal. 

 For example, the U.S. is an economic powerhouse with a sophisticated infrastructure and a large gross domestic 
product (GDP). Although the U.S. carries substantial debt, lenders believe that the U.S. is more than capable of 
raising sufficient revenue to service its debts, which is why U.S. debt is popularly called “risk-free.”9 Sri Lanka, 
on the other hand, does not have a sufficient tax base to support its outsized debts.10 

 Beginning in 2009, Sri Lanka’s government began an ambitious spending spree on infrastructure, building 
airports, stadiums, roads and ports.11 Betting that these projects would stimulate tremendous growth in its econo-
my, the government borrowed extensively to finance construction and simultaneously cut taxes to attract business 
to the region.12 Ultimately, this strategy did not generate returns sufficient to service the debt accrued, and the 
government began taking on new debt simply to service the old debt.13 This began the downward cycle toward a 
sovereign debt crisis. 

 As governments begin borrowing new money to pay off prior debt, lenders may start to seriously question a 
government’s ability to pay its growing sovereign debt. To offset the risk of default, lenders will likely ask for 
higher interest rates on future debt. As interest rates rise, debt service becomes a greater and greater burden on 
government resources. Eventually, the government may be incapable of rolling over its debt and will be forced to 
default. In 2020, approximately 71 percent of Sri Lanka’s revenue was allocated to debt service.14 

 Compounding the problem for many developing countries are the effects of the COVID-19 pandemic, which 
has bottlenecked supply chains and curbed international tourism. Most recently, the war in Ukraine also put pres-
sure on countries that heavily rely on imported fuel and food from the region.15 Further adding to the trauma is 

8 Neil Kosciulek, “Emerging-Markets Sovereign Bonds: A Risk Worth Taking?,” Morningstar (April 27, 2021), available at morningstar.
com/articles/1034288/emerging-markets-sovereign-bonds-a-risk-worth-taking.

9 E. Napoletano, “The Risk-Free Rate,” Forbes (June 28, 2022), available at forbes.com/advisor/investing/risk-free-rate.

10 See, e.g., Anusha Ondaatjie, “Sri Lanka Proposes Return to Higher Tax Rates to Win IMF Loan,” Bloomberg (May 31, 2022), available 
at bloomberg.com/news/articles/2022-05-31/sri-lanka-says-tax-cuts-sparked-crisis-raises-rates.

11 Wade Shepard, “Sri Lanka’s Debt Crisis Is So Bad the Government Doesn’t Even Know How Much Money It Owes,” Forbes (Sept. 30, 
2016), available at forbes.com/sites/wadeshepard/2016/09/30/sri-lankas-debt-crisis-is-so-bad-the-government-doesnt-even-know-how-
much-money-it-owes.

12 Uditha Jayasinghe, “Crisis-Hit Sri Lanka Hikes Tax Rates to Maximize Govt Revenue,” Reuters (May 31, 2022), available at reuters.
com/markets/rates-bonds/crisis-hit-sri-lanka-hikes-tax-rates-maximise-govt-revenues-2022-05-31.

13 See Maki, supra n.1.

14 “Fitch Affirms Sri Lanka at ‘CCC,’” Fitch Ratings (June 14, 2021), available at fitchratings.com/research/sovereigns/fitch-affirms-sri-
lanka-at-ccc-14-06-2021.

15 See Jayasinghe, supra n.12.
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the recent appreciation of the U.S. dollar (caused in part by the Federal Reserve’s increase in interest rates). The 
dollar is the world’s reserve currency and is used internationally to price goods and settle accounts, and much of 
the debt of developing countries is denominated in dollars.16 

 For example, in Sri Lanka, 64.6 percent of its foreign debt is owed in dollars.17 In many developing countries, 
revenues are realized in the local currency, and due to the strengthening of the dollar, local revenues are reduced in 
value relative to the dollars owed to foreign creditors. Further, the Federal Reserve’s recent interest rate increases 
make the dollar more alluring to potential investors, resulting in less investment in developing countries.18 

Factors Permitting the Accrual of Inordinate Debt

 All of this raises a question: How were these countries able to borrow so much in the first place? Unfortunate-
ly, there is more than one answer. Following the global financial crisis in 2008, central banks in industrialized 
countries significantly slashed interest rates. On the hunt for better returns from sovereign debt, lenders turned to 
lending opportunities with developing countries, such as Sri Lanka or Ghana. 

 Another explanation for the increased debt of developing countries is a practice critics call “debt-trap diplo-
macy,” a strategy China is often associated with. According to critics, China lends to developing countries in 
knowingly unsustainable amounts; these loans are often issued for the development of infrastructure that could 
have important military applications (i.e., ports, roads and airports).19 Once they are unable to service their debt 
obligations, targets of debt-trap diplomacy are confronted by a lender (China) asserting control over the strategic 
assets as part of its strategy to internationalize its economic and military power. Regardless of whether China is 
deliberately “trapping” countries with debt, the extent to which China is lending to developing countries recently 
prompted German Chancellor Olaf Scholz to declare that “the next big debt crisis in the global South will stem 
from loans that China has granted around the world.”20 

 A recent example of debt-trap diplomacy at work can be found in the recent events involving a Sri Lankan port. China 
financed the port for Sri Lanka in 2012, but took control of the facility in 2017 as a result of Sri Lanka’s inability to make 
debt payments.21 Shortly thereafter, U.S. Vice President Mike Pence predicted that the port “may soon become a forward 
military base for China’s growing blue-water navy.”22 Years later, Sri Lanka’s debt crisis has substantially worsened and 
the maneuvering has escalated from provocative predictions to negotiations among multiple major world powers regarding 
the docking of naval ships at a small, distressed country in a strategically important location. 

 Although critics debate the incentives that drive increased lending to developing countries, the effect is none-
theless one that will lead to sovereign-debt crises. To understand the magnitude, one should consider that over the 

16 Patricia Cohen, “The Dollar Is Strong. That Is Good for the U.S. but Bad for the World,” N.Y. Times (Sept. 26, 2022), available at 
nytimes.com/2022/09/26/business/economy/us-dollar-global-impact.html (subscription required to view article).

17 Benjamin Norton, “Real Debt Trap: Sri Lanka Owes Vast Majority to West, Not China,” Multipolarista (July 11, 2022), available at 
multipolarista.com/2022/07/11/debt-trap-sri-lanka-west-china.

18 See Cohen, supra n.16.

19 Compare Philip Wen, “China’s Lending Comes Under Fire as Sri Lankan Debt Crisis Deepens,” Wall St. J. (Jan. 18, 2022), available 
at wsj.com/articles/deepening-debt-crisis-in-sri-lanka-stokes-controversy-over-chinese-lending-11642514503, with Deborah Brautigam 
& Meg Rithmire, “The Chinese ‘Debt Trap’ Is a Myth,” The Atlantic (Feb. 6, 2021), available at theatlantic.com/international/
archive/2021/02/china-debt-trap-diplomacy/617953.

20 Miranda Murray & Kristi Knolle, “China’s Lending Policy Could Trigger Debt Crisis — Germany’s Scholz,” Reuters (May 27, 2022), 
available at reuters.com/article/germany-religion-scholz/chinas-lending-policy-could-trigger-new-debt-crisis-germanys-scholz-
idUSKCN2ND11V.

21 See Shih, supra n.5.

22 “Remarks by Vice President Pence on the Administration’s Policy Toward China,” Trump White House Archives (Oct. 4, 2018), avail-
able at trumpwhitehouse.archives.gov/briefings-statements/remarks-vice-president-pence-administrations-policy-toward-china.
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past 15 years, Sri Lanka’s sovereign debt has multiplied from approximately $14 billion to more than $50 billion.23 
Regardless of the driving forces behind excessive sovereign debt, here is the remaining question: What options are 
available for the honest-but-unfortunate sovereign debtor?

The Debt-Restructuring Toolkit Available to Sovereign Debtors

 In the U.S., the Bankruptcy Code serves as a toolkit filled with precision instruments with which debtors may upright 
themselves from grim financial circumstances to a brighter, more sustainable future. On the international scene, a robust 
restructuring regime does not exist, which splinters the sovereign debtor’s negotiations with different creditor groups, 
making consensus difficult to reach. Similarly, a fragmented class of creditors can embolden a sovereign debtor to fully 
drive the restructuring process and force onerous compromises on the creditors. 

 For example, during the height of the global financial crisis in 2008, Ecuador declared two government bonds 
to be “illegitimate,” suspending payments before buying the bonds back at 35 cents on the dollar and subsequent-
ly retiring them.24 Conversely, in 2005, holdout creditors (comprised of U.S. hedge funds) rejected Argentina’s 
debt-restructuring plan, which contemplated a haircut of 30 cents on the dollar, leading to a 14-year dispute, during 
which time the country was locked out of capital markets and suffered severe social unrest. Ultimately, the holdout 
creditors agreed to a haircut of only 75 cents on the dollar.25 

 However, there are resources to which the sovereign debtor may avail itself, including financing from inter-
national bodies such as the International Monetary Fund (IMF). The IMF’s main role is to act as a lender of last 
resort to financially distressed countries. To that end, the IMF creates standards to guide good-faith negotiations 
between creditors and debtors and acts as an oversight body that determines the debt relief needed by a debtor to 
implement a successful restructuring. The IMF monitors the debt-restructuring process and provides financing to 
distressed governments as needed and at 0 percent interest. 

 As a condition of lending, the IMF requires borrowers to adhere to certain guidelines designed by the IMF to 
right-size the borrower’s finances. In Sri Lanka’s case, the government recently agreed to raise taxes on higher-in-
come individuals and corporations, among other changes, in order to access a $2.9 billion loan from the IMF.26 
Despite its benefits, the IMF still has limitations and is not an analog to the powerful Bankruptcy Code. Due to 
the IMF’s limited scope, the terms of the debt instruments themselves have evolved to reflect the possibility of a 
necessary restructuring.

 Sovereign debtors and their creditors, when negotiating debt instruments, are increasingly including specific 
terms and conditions that contemplate a possible future restructuring. For example, these debt instruments in-
creasingly feature collective-action clauses (CACs), which provide that if a supermajority of bondholders (often 
75 percent) vote in favor of a restructuring, the minority bondholders are bound by this decision.27 CACs have 
evolved over time and now apply across multiple bond issuances, thus a CAC in one bond issuance is effective to 

23 See “Sri Lanka External Debt 1970-2022,” Macrotrends, available at macrotrends.net/countries/LKA/sri-lanka/external-debt-stock.

24 Naomi Mapstone, “Ecuador Defaults on Sovereign Bonds,” Fin. Times (Dec. 12, 2008), available at ft.com/content/7170e224-c897-
11dd-b86f-000077b07658 (subscription required to view article).

25 Daniel Bases, Richard Lough & Sarah Marsh, “Argentina, Lead Creditors Settle 14-Year Debt Battle for $4.65 Billion,” Reuters 
(Feb. 29, 2016), available at reuters.com/article/us-argentina-debt/argentina-lead-creditors-settle-14-year-debt-battle-for-4-65-billion-
idUSKCN0W2249.

26 Gerry Shih, Niha Masih & Hafeel Farisz, “Sri Lanka Reaches Tentative Deal with IMF for $2.9 Billion Bailout,” Wash. Post (Sept. 1, 
2022), available at washingtonpost.com/world/2022/09/01/sri-lanka-imf-bailout.

27 “Progress Report on Inclusion of Enhanced Contractual Provisions in International Sovereign Bond Contracts,” IMF (September 2015), 
available at imf.org/en/Publications/Policy-Papers/Issues/2016/12/31/Progress-Report-on-Inclusion-of-Enhanced-Contractual-
Provisions-in-International-Sovereign-PP4983.
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subsequent bond issuances. The forecasted effect of a CAC provision is an elimination of the problem of holdout 
creditors in future sovereign-debt restructurings.

 Another trend that is becoming more commonplace in sovereign debt instruments is the inclusion of a cred-
itors’ committee provision. Although creditors’ committees are common in the U.S., they are much less utilized 
in sovereign debt restructurings. In addition, because there is no U.S. Trustee available to convene a creditors’ 
committee in sovereign-debtor cases, their formation is left to the parties to negotiate. Therefore, the parties may 
incorporate an “engagement clause,” which commits the parties to designate a creditors’ committee with which the 
sovereign debtor will negotiate in good faith.28 Relative to the Bankruptcy Code, these provisions appear to offer 
little comfort in the way of cohesion and predictability, but collective-action mechanisms (such as those previously 
outlined) are nonetheless strong tools that aid a sovereign debt restructuring.

Takeaways 

 On the horizon, the eurozone may experience a resurgence of sovereign debt crises not seen since the Great 
Recession. For example, Greece’s government debt-to-GDP ratio, which stood at 127 percent in 2009, reached 
211 percent in 2020. In addition, Italy’s mountain of debt recently reached €2.88 trillion, which eclipses by far 
the €300 billion debt accrued by Greece prior to its sovereign debt crisis in 2009.29 Current trends suggest that 
Europe’s problems will only grow worse as Russia’s invasion of Ukraine prompted European nations to invoke 
costly sanctions and pursue expensive alternatives to Russian energy, while inflation simultaneously accelerates. 

 Regardless of the impending troubles in Europe, the trend seems clear that more and more budgets of develop-
ing nations will be allocated to debt service, which will lead to a decrease in quality services and a corresponding 
fall in economic output. Austerity and raising taxes will only go so far, and as a result, foreign investors should 
anticipate increasing demands to restructure sovereign debt obligations. Sovereign-debt restructuring — like corpo-
rate-debt restructuring — is typically bitter medicine, but it may also be the only practical solution for rehabilitating 
and enabling the sovereign debtor to fund creditor recoveries while averting humanitarian crises.

28 Lee Buchheit, Guillaume Chabert, Chanda DeLong & Jeromin Zettelmeyer, “The Sovereign Debt Restructuring Process,” IMF (Sept. 4, 
2018), available at imf.org/-/media/Files/News/Seminars/2018/091318SovDebt-conference/chapter-8-the-debt-restructuring-process.
ashx.

29 Elisabeth Krecké, “The Euro Area Could Be at Risk of a New Sovereign Debt Crisis,” GIS (July 6, 2022), available at gisreportsonline.
com/r/debt-crisis.
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Chapter  8

TECHNICAL DIFF ICULTIES: 
PRIVACY, PI I  AND TECHNOLOGY

“Don’t be too proud of this technological terror you’ve constructed.” ~ Darth Vader

As it is an indispensable tool in our daily lives and an integral part of the economy, issues surrounding tech-
nology affect everyone — from private individuals to big businesses. This year, the tech world stole the 
spotlight with developments of both extremes, including major advancements in artificial intelligence and 

what some are calling the “cryptopocalypse.” In light of these landmark events, the authors in this chapter inform 
readers on key topics in the industry. In the wake of FTX’s collapse, the discussions in this chapter’s first two 
articles about what bankruptcy in the U.S. will look like for nontraditional entities — specifically cryptocurrency 
exchanges and decentralized autonomous organizations — are no longer hypothetical. The third article reviews 
the debate around the place of data, specifically personally identifiable information, in a debtor’s estate. Finally, 
the chapter wraps up with a reminder of the real threats and ramifications of compromised cybersecurity, including 
the ways in which it can contribute to financial distress.
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A. Getting Personal: Acquiring PII Out of Bankruptcy
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Salesforce, a software company specializing in customer-relationship-management programs, generated 
$21.25 billion in revenue in 2021.1 On its website, Salesforce plays amateur anthropologist, noting that 
“[e] ven in Palaeolithic times, there must have been an understanding that it is easier to sell to an existing 

customer than find a new one, and that it was advantageous to nurture the relationship. We are not sure how this 
information was stored, whether it was simply committed to memory (where competitors could not access it), or 
whether some early customer list was maintained.”2 

 Regardless of Saleforce’s historical claims, customer data is clearly of significant value to a company’s bottom 
line. Facebook, Google and other technology companies have generated numerous headlines regarding the volume 
of data collected on their customers and the profitable uses of that data.3 The value of this asset is not unique to 
financially healthy organizations; for companies in bankruptcy, consumer data can also prove extremely valuable. 
Debtors and trustees, as fiduciaries, must carefully consider how best to maximize the value of any consumer data 
in the estate.

 However, federal, state and international laws restrict a debtor’s use of consumer data, including some-
times-stringent restrictions on its sale.4 Such laws are most concerned with protecting personally identifiable 
information (PII), or information that may be linked to a specific person. In addition to the restrictions on the use 
of PII imposed by nonbankruptcy laws, the Bankruptcy Code mandates the protection of PII by requiring that 
any sale of PII comply with the debtor’s existing privacy policy, and if the sale violates that policy, it requires the 
appointment of a consumer privacy ombudsperson (CPO) to advise on that sale. 

 These considerations become particularly salient in retail bankruptcy cases, where consumer data such as cus-
tomer profiles are an important asset. Cleansed and sold properly, consumer data may be critical to the successful 
continuation of a business line or a meaningful distribution to estate creditors. 

 This article discusses the history and current state of regulation regarding the sale of PII in bankruptcy and 
provides some general guidance concerning monetization of this asset. While this article focuses on the prospective 
upside of consumer data, such data may also present a liability if it was collected, used or stored unlawfully, and 
both the estate and potential buyers should be careful in assessing the pitfalls of selling or acquiring such data.5

1 Salesforce’s revenue can be found on the Fortune 500 list, available at fortune.com/fortune500 (unless otherwise specified, all links in 
this article were last visited on March 22, 2022).

2 See “The Complete History of CRM,” Salesforce, available at salesforce.com/ap/hub/crm/the-complete-crm-history.

3 See, e.g., Sheila Dang & Nivedita Balu, “Facebook Ad Revenue Seen Feeling Brunt of Apple’s Privacy Changes,” Reuters (Oct. 25, 
2021), available at reuters.com/technology/facebook-ad-revenue-seen-feeling-brunt-apple-privacy-changes-2021-10-25 (subscription 
required to view article).

4 Personal health information is governed by separate Code provisions and under laws such as the Health Insurance Portability and 
Accountability Act of 1996, and is outside the scope of this article.

5 See, e.g., Donna M. Airoldi, “Marriott Fined Nearly $24 Million for Starwood Data Breach,” Bus. Travel News (Oct. 30, 2020), avail-
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What Is PII in Bankruptcy?

 Whatever a debtor owns once its bankruptcy petition is filed constitutes property of the debtor’s estate.6 However, 
“[p] roperty interests are created and defined by state law.”7 A state’s restrictions on the transferability of an asset 
generally “limits the ownership interest in the property” by removing the unfettered right to transfer.8 Likewise, a 
contractual restriction, such as the terms of a privacy policy, might restrict the transferability of PII in bankruptcy.

 It is well settled that PII is property of the estate.9 The Bankruptcy Code defines PII as the “names, mailing 
addresses, email addresses, phone numbers, Social Security numbers, and credit card account numbers that are pro-
vided by an individual to a debtor in connection with obtaining products or services primarily for personal, family or 
household purposes.”10 A typical business bankruptcy case, particularly in the retail context, may present a staggering 
volume of valuable PII.11 However, if the information was either aggregated in violation of nonbankruptcy law or 
cannot be legally sold or assigned, even the most data-rich customer profiles may prove worthless due to concrete 
transfer restrictions.12 

PII in Bankruptcy: Where We’ve Been

Toysmart

 Restrictions on the sale of PII in bankruptcy are less than three decades old. In 2000, In re Toysmart.com LLC13 
first raised the issue of a debtor violating its own privacy policy by attempting to sell PII in the course of a § 363 
auction. In 1999, online toy store Toysmart adopted a privacy policy that promised that it would never sell or share 
customer data with third parties. However, by 2000 Toysmart, then in the midst of its chapter 11 case, sought to 
conduct a public auction of its assets, including its customer data.14 

 In response, the Federal Trade Commission (FTC) sued Toysmart to enjoin the proposed auction, alleging that 
the proposed sale violated the FTC Act as an unfair and deceptive trade practice by violating the debtor’s privacy 
policy.15 To settle the lawsuit, Toysmart agreed to limit its potential buyers to only a similarly situated buyer, which 
agreed to abide by Toysmart’s privacy policy.16 Toysmart was unable to find a buyer with such restrictions and 

able at businesstravelnews.com/Lodging/Marriott-Fined-Nearly-24M-for-Starwood-Data-Breach (noting fine to Marriott for data breach 
that occurred at Starwood prior to Marriott’s acquisition).

6 11 U.S.C. § 541 (a), with certain statutory exceptions enumerated in 11 U.S.C. § 541 (b).

7 Butner v. United States, 440 U.S. 48, 55, 99 S. Ct. 914, 918, 59 L. Ed. 2d 136 (1979).

8 In re C-Power Prod. Inc., 230 B.R. 800, 803 (Bankr. N.D. Tex. 1998) (finding that malpractice claim arising under Texas law could not 
be assigned under 11 U.S.C. § 363).

9 See Debreceni v. Bru-Jell Leasing Corp., 710 F. Supp. 15, 21 (D. Mass. 1989) (“Property is broadly defined in the [C] ode, see 11 U.S.C. 
§ 541, and includes intangibles such as customer lists and goodwill.”).

10 11 U.S.C. § 101(41A).

11 “From Addresses to Purchase Histories, Customer Data Is Driving Retail Bankruptcy Acquisitions,” Fashion Law (Aug. 20, 2020), 
available at thefashionlaw.com/bankruptcy-bidders-wants-customer-data-and-ailing-retailers-are-selling.

12 See, e.g., In re Toysmart.com LLC, Case No. 00-13995-CJK (Bankr. E.D. Mass. July 20, 2000).

13 Id.

14 Andrew B.  Buxbaum & Louis  A.  Curcio,  “When You Can’t  Sel l  to  Your Customers ,  Try Sel l ing Your 
Customers (but  Not Under the Bankruptcy Code),” 8 ABI L.  Rev.  395,  399 (Winter  2000),  available at  
abi.org/members/member-resources/law-review.

15 See “FTC Announces Settlement with Bankrupt Website Toysmart.com Regarding Alleged Privacy Policy Violations,” FTC Press 
Release (July 21, 2000), available at ftc.gov/news-events/news/press-releases/2000/07/ftc-announces-settlement-bankrupt-web-
site-toysmartcom-regarding-alleged-privacy-policy-violations.

16 Id.
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pulled the PII from the auction, and Disney Corp., one of Toysmart’s investors, ultimately paid to have the data 
destroyed.17

BAPCPA and the CPO

 In 2005, the Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA) amendments changed how 
sales of PII were treated under the Bankruptcy Code. BAPCPA added the Code’s current definition of PII, imposing 
new restrictions on the sale of PII and creating the position of CPO. 

 Section 363 (b) (1) was amended to prevent a debtor from selling or leasing PII outside the ordinary course of 
business unless either (1) the sale or lease does not violate the debtor’s privacy policy in effect on the petition date, 
or (2) a CPO is appointed under § 332 of the Code and the court approves the sale after finding that the sale does 
not violate applicable nonbankruptcy law.18

 If a debtor wants to sell PII in violation of its privacy policy, the bankruptcy court must order the U.S. Trustee 
to appoint a CPO no later than seven days before the sale.19 The CPO investigates the debtor’s privacy policy and 
its data, then provides the court with information relating to the debtor’s privacy policy, the potential losses or 
gains of privacy and potential costs or benefits to consumers if the court approves the sale, and alternatives that 
would mitigate potential privacy losses or potential costs to consumers.20 

 If the Toysmart case occurred today, § 363 (b) (1) would mandate a CPO’s appointment to advise on the proposed 
sale that violates the debtor’s privacy policy. The CPO would assess the potential sale, the debtor’s privacy policy 
and the debtor’s data, then likely recommend that the bankruptcy court impose conditions on the sale. Common 
conditions imposed are to require the buyer to be in the same line of business as the debtor and agree to some or 
all of the following: (1) use PII for the same purpose as specified in the debtor’s privacy policy; (2) comply with 
the debtor’s privacy policy; (3) notify all consumers and provide a right to opt out of changes to those policies 
or to new uses of their PII before making material changes to the privacy policy or using or disclosing PII in a 
different manner from that specified in the debtor’s privacy policy; (4) employ appropriate information security 
controls to protect PII; and (5) abide by any applicable state privacy and data-breach laws.21 By suggesting such 
conditions, a CPO often provides the bankruptcy court with information to allow a noncompliant sale to proceed 
while minimizing harm to the affected consumers. 

RadioShack

 In 2015, In re RadioShack22 provided a highly publicized example of how a debtor may sell PII in vio-
lation of its privacy policy by agreeing to drastically limit the data sold and to impose restrictions on the 
buyer. The debtor in RadioShack proposed to sell 117 million customer records in a § 363 sale. After the 
FTC23 and the attorneys’ general of 38 states24 objected to the sale as violating state law and the company’s 

17 See Linda Rosencrance, “Disney Expected to Pay Toysmart.com to Destroy Customer List,” Computer World (Jan. 9, 2001), available at 
computerworld.com/article/2590344/disney-expected-to-pay-toysmart-com-to-destroy-customer-list.html.

18 11 U.S.C. § 363(b)(1).

19 Id.

20 Id.

21 These conditions were first outlined in In re Storehouse Inc., No. 06-11144 (Bankr. E.D. Va. Sept. 11, 2007).

22 See Notice of Agreement Regarding Sale of Certain Personally Identifiable Information, In re RadioShack Corp., Case No. 15-10197 
(BLS) (Bankr. D. Del. May 20, 2015).

23 “FTC Requests Bankruptcy Court Take Steps to Protect RadioShack Consumers’ Personal Information,” FTC Press Release (May 18, 
2015), available at ftc.gov/news-events/news/press-releases/2015/05/ftc-requests-bankruptcy-court-take-steps-protect-radioshack-con-
sumers-personal-information.

24 See “Attorney General Paxton Announces Agreement to Protect Consumer Privacy in RadioShack Case,” Texas Attorney General 
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privacy policy, the parties reached a settlement with the participation of the CPO. The settlement25 drastically 
narrowed the scope of customer data sold to the buyer by restricting both the age and categories of data sold. 

 All of the transferred PII remained subject to RadioShack’s privacy policy, and all other data not transferred 
was destroyed. Further, the buyer agreed to provide notice and opt-out opportunities to persons whose PII was 
transferred.26 The settlement generated considerable press, both from the attorneys’ general touting their success 
in protecting consumers, and from the public in reaction to a large company trying to sell the information of so 
many of its customers.27 

Where We Are Now, and Where We’re Going

 As time passes, there are fewer debtors without privacy policies permitting the sale of consumer data in a 
bankruptcy, as such clauses are standard in most current privacy policies. In the absence of a debtor’s privacy 
policy in effect on the petition date prohibiting such a sale, the Code’s plain language does not mandate the CPO’s 
appointment.28 However, the sale of PII may still draw an objection from a third party (government or private). 
Voluntarily narrowing the scope of data sold and seeking purchasers in the same line of business may stave off 
such objections and assuage concerns from the bankruptcy court.

 The scope of privacy laws increases each year. At the time that BAPCPA was passed, no U.S. state had a com-
prehensive consumer data privacy law. As of this spring, five states have passed either consumer-data privacy laws 
or laws restricting the sale of PII,29 with bills introduced in another 20 states.30 While most of these laws have at 
least some carve-outs for the sale of PII in a bankruptcy or merger,31 they also impose additional requirements 
for the treatment of PII that debtors and potential purchasers must follow to avoid sale objections. There is also 
the specter of federal consumer data privacy legislation similar to the European Union’s General Data Protection 
Regulation or California’s Consumer Protection Act. 

Purchasing PII from Insolvent or Distressed Companies

 Compared to the relatively strong consumer protections available within bankruptcy, the protections afforded 
to consumers in data sales outside of bankruptcy vary widely. In the absence of a state law or an industry-specific 
regulation, consumers’ only significant recourse is the company’s privacy policy, which likely permits the sale of 
PII in a merger or acquisition. If a company chooses to sell PII in violation of its promises, consumers will also 
likely have to rely on either some type of class action litigation, the FTC or state attorneys general for enforcement 
and protection.

Press Release (May 20, 2015), available at texasattorneygeneral.gov/news/releases/attorney-general-paxton-announces-agreement-pro-
tect-consumer-privacy-radioshack-case.

25 See Notice of Agreement Regarding Sale of Certain Personally Identifiable Information, In re RadioShack Corp., Case No. 15-10197 
(BLS) (Bankr. D. Del. May 20, 2015).

26 See Texas Attorney General Press Release, supra n.24.

27 See, e.g., Michael Hiltzik, “The RadioShack Bankruptcy Shows You Can’t Trust a Company’s Privacy Pledge,” Los Angeles Times 
(May 19, 2015), available at latimes.com/business/la-fi-mh-radioshack-you-have-no-privacy-left-20150519-column.html.

28 See, e.g., In re Lucky Brand Dungarees LLC, No. 20-11768 (CSS), 2020 WL 4698654 (Bankr. D. Del. Aug. 12, 2020) at *4 (noting that 
debtor’s privacy policy permitted bankruptcy sale and therefore no CPO was required).

29 California, Colorado, Virginia and Utah have passed consumer data privacy laws. In 2019, Nevada passed a law requiring businesses to 
provide consumers the right to opt out of the sale of their PII.

30 See “U.S. State Privacy Legislation Tracker,” Int’l Ass’n of Privacy Prof’ls, available at iapp.org/resources/article/us-state-privacy-legis-
lation-tracker.

31 See Cal. Civ. Code § 1798.140 (ad) (1); Colo. Rev. Stat. Ann. § 6-1-1303 (23) (b) (IV) (effective July 1, 2023); Va. Code Ann. § 59.1-583 
(effective Jan. 1, 2023).
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 While not subject to as much oversight as a company in bankruptcy, a distressed company seeking to sell PII should 
still carefully evaluate its current and past privacy policies and make appropriate revisions with ample time prior to 
selling the data to a third party in violation of its policies. If a company wishes to revise its policy to permit such a sale 
or transfer, it should provide customers with notice and at least a 30-day period to obtain affirmative consent, since 
the privacy policy is materially changing from a prior version.32 These actions will dramatically reduce the threat of 
government enforcement actions or consumer-related litigation. By taking such steps (and by seeking legal advice), a 
business can ensure that it is complying with relevant law and that the data it wishes to sell remains valuable. 

Conclusion 

 To retain its considerable value, the collection and transfer of PII must be handled properly. If not, both the 
distressed company and its potential purchaser may be saddled with worthless data or with additional liability.

32 The FTC requires notice to consumers prior to a material change in a privacy policy. See, e.g., “Letter from Jessica L. Rich, Director of 
the Federal Trade Commission Bureau of Consumer Protection,” Fed. Trade Comm’n (April 10, 2014), available at ftc.gov/system/files/
documents/public_statements/297701/140410facebookwhatappltr.pdf.
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At the dawn of the internet age, it was popular to proclaim that “[i] nformation wants to be free, accessible 
[and] seamless.” However, that “information” has the potential to impact the bankruptcy process on both 
procedural and very personal bases. The move to a paperless office, sustained remote workforce and globally 

connected computer systems mandates preparation, monitoring and rapid real-time evolution to protect owners and 
subjects of the information being moved. At the same time, lockdown protection at all costs can hinder the smooth 
operation — or any operation — of businesses that rely on real-time exchanges of information. 

 We live in a hyper-connected world where everyone’s data and applications are subject to compromise with only 
a few keystrokes, if the bad guys know the passwords and the good guys have not taken active steps to protect their 
systems. This article will review how cybersecurity and privacy issues intersect with insolvency issues — before, 
during and after a chapter 11 process. It then discusses data issues as proximate causes of filing, risks inherent in 
increasing the number of users who have access to systems and data, and how decisions made before and during 
the chapter 11 process can materially impact the ability of post-confirmation fiduciaries to pursue and achieve their 
goals of maximizing recoveries for creditors.

 While cyberevents are not the root cause of most bankruptcies, cybersecurity is an important consideration to 
understand when it is at least a contributing cause, and when it complicates and adds risk to the bankruptcy process. 
It can be helpful to think about the risk to the three elements of information security — confidentiality, integrity and 
availability — when cyberincidents may precipitate a bankruptcy, during discovery and the information exchange, 
and afterward when access to data continues to be critical. 

 Systems compromises, data breaches and intentional attacks such as denial of services, malware and ransom-
ware in and of themselves generally do not cause large or mid-market companies to seek bankruptcy protection. 
At the same time, cyberevents may push smaller organizations toward insolvency because such organizations are 
less resilient and less prepared than large organizations to weather a disruption. In addition, cyberincidents can 
compromise data confidentiality and integrity, or disrupt or block information availability. Certain industries, such 
as banking or health care, are entirely dependent on information systems to run large parts of our lives and the 
economy. Cyberdisruptions in these industries can have cascading effects.

 Cyber-risk during bankruptcy might be caused by the sharing of information by multiple parties with distinct in-
terests across system configurations that range from secured, collaborative data transmission and storage platforms 
to everyday unencrypted email exchanges. The more players at the table, the greater the risk to the confidentiality 
of documents and artifacts, and possibly document integrity. Document production can be impeded if eDiscovery 
systems are somehow compromised.
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Before Distress

 A 2019 article1 acknowledges that large companies rarely declare bankruptcy immediately after suffering a 
cyberattack, but instead suffer financial repercussions, embarrassing disclosures, reputational impacts and se-
nior-management purges. First-party costs associated with credit-monitoring, notice, incident response and fo-
rensics, and stakeholder communications can be meaningful to the extent that they exceed limits, exclusions 
and self-funded retentions imposed by the cybersecurity insurance policy. However, it is the contingent costs 
not covered by insurance that may be the more important impact: shareholder (and partner/customer) derivative 
lawsuits, ever-more punitive regulatory enforcement actions and penalties, disruptions of business operations, and 
the brand/image damage that often results in the replacement of C-suite members. It might not rise to the level of 
bankruptcy, but the cumulative damage can be reflected in market cap devaluation, reduced deal value in M&A, 
intense regulatory scrutiny, and tougher contractual demands of counterparties. 

 When North Korean hackers (purportedly) took confidential data from Sony Pictures in 2014, they acquired 
personally identifiable information, emails and executive salary data. However, that paled by comparison to the 
damage done by making public copies of then-unreleased films, plans for future films, and scripts — representing 
future enterprise value and competitive advantage. The coup de grace was that the attackers introduced a variant 
of the Shamoon wiper malware that essentially erased Sony’s computer infrastructure, requiring a months-long 
rebuild of the entire IT environment, during which Sony Pictures was forced to revert to analog operations. In De-
cember 2014, a Wall Street Journal article estimated that the cost to Sony of the North Korean data breach would 
ultimately exceed $100 million, a figure with the potential to render many companies insolvent.

 The 2019 article’s analysis identified three notable companies that ceased operations due in large part to years 
of intellectual property (IP) theft that destroyed enterprise value: Westinghouse, Nortel Networks and SolarWorld. 
A pernicious form of cyberthreat, IP theft can happen in a single large data theft, but it is usually a slower and more 
insidious death. The theft of essential IP destroys value by compromising the basis of competitive advantage as an 
initial — but not exclusive — root cause of failure. IP theft brazenly impacts the confidentiality of information due 
to any one or a combination of several cybersecurity compromises, from insider theft to malware, each of which 
points to holes in access control, logging and monitoring, lack of segmentation or a zero-trust architecture, poor 
data-at-rest encryption, etc. In a world where well over 80 percent of enterprise assets today are digital, hoping the 
past is prologue is bad strategy. Whether IP theft or compromise of other digital assets, boards and management 
teams of companies must coldly assess their cyberposture and close the gaps, then address the risks, so that they 
do not join the ranks of the previously mentioned three companies.

 While large organizations typically have better security posture, practices and maturity than smaller firms, material 
gaps still plague big companies to a surprising extent, given the demonstrable ubiquity of successful cyberattacks on 
companies everywhere by threat actors using sophisticated tradecraft. But smaller, resource-constrained organiza-
tions continue to bear the greatest risk. As one article pointed out,2 smaller organizations lack the resources, expertise, 
breadth of operations and markets, and management buy-in typically found in large companies. Smaller companies 
may view cyberprotection as an unaffordable luxury rather than a core cost of doing business. As a result, significant 
cyberevents can be the root cause of a failure that eventually leads to bankruptcy. 

 While IP theft may result in economic damages from which large companies can recover over time, the loss 
of computer systems and data can cause the demise of some organizations. In 2019, Texas-based steel structure 
manufacturer United Structures of America Inc. was the victim of a ransomware attack that left its financial systems 

1 See Rob Black, “Cybersecurity Breach Bankruptcy: It Does Happen,” LinkedIn (Jan. 23, 2019), available at linkedin.com/pulse/cybersecu-
rity-breach-bankruptcy-does-happen-rob-black (unless otherwise specified, all links in this article were last visited on April 26, 2022).

2 Robert Johnson, III, “60 Percent of Small Companies Close Within 6 Months of Being Hacked,” Cybercrime Magazine (Jan. 2, 2019), 
available at cybersecurityventures.com/60-percent-of-small-companies-close-within-6-months-of-being-hacked.
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locked and inaccessible. Although the company paid the ransom, they were unable to decrypt the data, began a 
wind-down process and ultimately filed for bankruptcy.3 

 However, not all companies are able or willing to acknowledge the extent of the risk, and in some cases the cost 
of adopting mitigation procedures and systems may itself be incompatible with a company’s ability to operate profit-
ably. As a practical example, consider the U.S. defense industrial base, comprised of more than 300,000 companies, 
most of which are small secondary or tertiary subcontractors to large prime contractors. The recent imposition of 
reasonable new-contract acquisition and compliance requirements for better cybersecurity, designed to protect na-
tional defense, met with a material objection from smaller contractors, united in opposition to new rules that amount 
to basic, sound cybersecurity. 

 These small contractors took the position that cybersecurity is too expensive to implement. Not surprisingly, 
nation-state theft and compromise of data from these small companies was the policy predicate for the new reg-
ulations in the first place. Many of these small defense contractors that resist reasonable controls risk insolvency 
should they be hacked, and they further jeopardize the prime contractors that depend on them, and in some cases 
national security. 

 For a chapter 11 debtor, the process itself creates risk in the areas of treatment and protection of confidential 
data, access to and maintenance of data and application servers on an ongoing basis to support the business and 
the case, and preservation of data for use once the formal bankruptcy case is resolved or a plan is confirmed.

Electronic Data Rooms: A Convenience Fraught with Risk

 During bankruptcy, a due-diligence process associated with a sale under § 363 or pursuant to a plan typically 
requires that the debtors make confidential information available to potential suitors. In the pre-connected age, 
sellers would set up physical data rooms containing file cabinets full of paper information, and buyers would visit 
these rooms in person. Access was tightly controlled, and documents generally were not permitted outside the 
secure location.

 Connectivity and digital access have long been a double-edged sword. By allowing potential buyers to 
evaluate a target remotely, the universe of potential buyers increases. However, the act of making information 
available over an internet connection greatly increases the risk of problems, including confidentiality breaches. 
Electronic data rooms or virtual data rooms have become the norm to address this risk, but debtors must be 
satisfied that the security protocols employed by the vendor are adequate. When systems are being accessed 
remotely, security is only as good as the weakest connected system and the security habit of users.

 Furthermore, administrative and access rights, which are controlled by the debtor or its agent (often, an invest-
ment banker) must be set up carefully to provide only the level of access intended: read/write, edit, download, etc. 
Access logs should be scrutinized regularly by the debtors’ advisors in order to monitor what information has been 
downloaded and by whom. It should go without saying that anyone accessing confidential data should be bound by 
an appropriate confidentiality or nondisclosure agreement. Bankruptcy-driven sales have the propensity to attract 
visitors that do not intend to buy, just to learn, akin to neighbors visiting an open house of a for-sale property “just 
to see.”

3 In re United Structures of Am., 22-30104 (Bankr. S.D. Tex.).
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Where Is the Company’s Data?

 Another area that creates cyberaccess confidentiality risk and practical challenges is cloud storage. As person-
al computers became widely used, companies established centralized file servers and often application servers, 
generally located in a data closet in the main office. The storage center is maintained by company employees, and 
backups might not be performed regularly and rarely validated, thus creating a risk of loss of data (and a false 
sense of security, until it is too late).

 In response to these risks, and with the introduction of ubiquitous internet access, the market for cloud storage 
and remote application execution developed. Leaders in this field include Microsoft Azure and Amazon Web Ser-
vices. Companies have transitioned to storing data “in the cloud” on servers owned by third-party providers.

 While adding flexibility for remote access to data and applications by employees and customers, reliance on 
cloud storage presents particular challenges in a bankruptcy environment. While healthy, a company using a cloud 
storage solution will have a service contract with one or more such hosting companies, addressing use and access 
of the data. These contracts, which can carry high monthly fees, typically permit the provider to cut off access to 
data, and in many cases delete data, for nonpayment of bills. The contracts are normally executory in nature and 
do not easily permit security negotiations.

To Accept or Reject the Executory Contract?

 At some point in the case, whether upon the closing of a § 363 sale or confirmation of a liquidation or re-
organization plan, the contract with the data provider will need to be assumed or rejected. Prior to making this 
decision, and cost considerations aside, it is critical that the relevant parties thoroughly consider the fate of the 
data, which may be needed by a buyer, a reorganized debtor or a post-confirmation trustee. 

 For example, a financial advisor to a liquidating trustee may have to figure out what data lies where, in-
cluding accounting records, email correspondence, general files (Word documents, Excel spreadsheets, etc.) 
and other business-related information. There may be a situation where the debtors had contracts with hosts 
like Microsoft and Amazon Web Services, and the successor chose not to assume these contracts. Although 
ownership of the data might never be in question, if it becomes the property of the liquidating trustee in ac-
cordance with the confirmed plan, questions could arise as to access, ownership, ongoing storage and costs. 
If a contract is rejected hastily, post-confirmation fiduciaries could lose access to data that is critical to their 
pursuit of recoveries and could be deemed negligent.

 Furthermore, simply assuming a contract is often not an option for a post-confirmation trust that is not generat-
ing revenues, has limited initial funds generally, and is protecting its fiduciary duty to beneficiaries by minimizing 
costs. The existing data contract likely was written to accommodate the debtor’s pre-filing business and may be 
both onerous in operation and expensive to maintain.

Post-Confirmation Preservation and Access

 Once upon a time, immediately upon confirmation, the liquidating trustee would arrange for physical trans-
fer, or at least a mirror image, of a server, hard drive or similar storage device from the debtor’s offices or data 
center, and all information would be preserved so that it could be accessed for future litigation purposes. This 
includes emails, which can be a treasure trove of information in D&O litigation, and general ledger information 
that is critical for analysis of preferences, solvency and other financial transactions. Timing is also paramount 
here, as large hosting organizations can be slow to assist in the transition process, particularly if they know 
their contract is going to be (or has been) rejected. 
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 Therefore, it is recommended that a liquidating trustee or financial advisor to a trustee (1) identify all servers 
and service provider contracts of the debtor; (2) identify data that should be preserved (remember, the post-confir-
mation trustee will not be running the debtors’ websites or business applications); (3) negotiate short-term agree-
ments or settlements with the hosts to provide a window of continued access sufficient to download relevant data; 
and (4) work with IT specialists to download data and identify an appropriate and cost-effective host for storage, 
maintenance and access. In some cases, it may even be necessary to obtain court orders to prevent data hosts from 
taking action that jeopardizes the data, though with proper, thoughtful pre-confirmation planning, this should be 
avoidable.

Conclusion

 In this era of over-reliance on connected systems and virtual storage, businesses must be acutely aware of the 
risks posed by such connectivity. Failure to properly protect and secure cyber-related assets can be a direct (ran-
somware and system freezes) or indirect (data breach liability) cause of financial distress, destruction of economic 
value, and even business failure. The bankruptcy process itself creates additional exposure, from making private, 
confidential or strategic information available to a wider audience, and from making such data available over a 
remote communication system. Finally, how and where a company’s data is stored creates hurdles for the preser-
vation and access of information that might be critical in the post-confirmation period.
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We are living through the most significant technological revolution in modern times. Political battles are 
won and lost on Twitter. Digital photographs of uninterested simians are fetching millions of dollars. 
Wars between countries are being publicly funded through cryptocurrency donations. Technology is 

changing virtually every aspect of our economy and everyday lives. Technological innovations have even managed 
to transform the way we think about basic legal principles — in particular, the concept of a corporation. 

 Unlike a traditional corporation, a decentralized autonomous organization (DAO) is a “community-led entity 
with no central authority. It is fully autonomous and transparent: smart contracts lay the foundational rules, exe-
cute the agreed upon decisions, and at any point, proposals, voting, and even the very code itself can be publicly 
audited.”1 A DAO can be organized for virtually any reason. It can also engage in revenue-generating activities, 
raise capital for philanthropic purposes, invest in start-up companies or form exclusive social communities. The 
possibilities are only limited by one’s imagination. 

 As with many technological advances, the law is struggling to keep pace. Despite their increased usage,2 not all 
jurisdictions have laws governing or even recognizing the existence of DAOs. In addition, DAOs’ decentralized 
structure makes it difficult to assign fault when operations go awry, or to take charge when tough decisions must be 
made. These and other DAO-specific issues are particularly concerning in the context of insolvency proceedings, 
and given its increased prevalence in the economy, it is only a matter of time before a bankruptcy court will need 
to deal with a bankrupt DAO. 

What Is a DAO?

 A DAO is “an internet-native business that’s collectively owned and managed by its members. They have built-
in treasuries that no one has the authority to access without the approval of the group. Decisions are governed by 
proposals and voting to ensure everyone in the organization has a voice.”3 Think of a DAO as an internet-based club, 
where all its members get to vote on the club’s activities. The rules governing a DAO and its treasury management 
are written, automated and enforced using blockchain technology4 and smart contracts,5 thereby eliminating the need 
for centralized authority figures. 

1 David Shuttleworth, “What Is a DAO and How Do They Work?,” Consensys (Oct. 7, 2021), available at consensys.net/blog/block-
chain-explained/what-is-a-dao-and-how-do-they-work (unless otherwise specified, all links in this article were last visited on May 25, 
2022).

2 The total assets under management for approximately 4,800 DAOs exceeds $10 billion. See DeepDAO, available at deepdao.io/organi-
zations.

3 “Decentralized Autonomous Organizations (DAOs): What Are DAOs?,” Ethereum, available at ethereum.org/en/dao/#what-are-daos.

4 “A blockchain is a decentralized electronic ledger that allows for secure and reliable tracking of the ownership and transfer of each indi-
vidual unit of the crypto-asset.” In re Bibox Grp. Holdings Ltd. Sec. Litig., 534 F. Supp. 3d 326, 329-30 (S.D.N.Y. 2021), reconsideration 
denied in part sub nom., In re Bibox Grp. Holdings Ltd. Sec. Litig., No. 20CV2807 (DLC), 2021 WL 2188177 (S.D.N.Y. May 28, 2021).

5 “Smart contracts are self-executing contracts with the terms of the agreement between buyer and seller being directly written into lines 
of code. Once a smart contract has been created, computer transaction protocols will execute the terms of a contract automatically based 
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 Furthermore, because DAOs have their treasuries on the blockchain, anyone can audit a DAO’s financial trans-
actions, and this level of transparency greatly reduces the risk of corruption and malfeasance. Moreover, “[t] here’s 
no [chief executive officer] who can authorize spending based on their own whims and no chance of a dodgy [chief 
financial officer] manipulating the books. Everything is out in the open and the rules around spending are baked 
into the DAO via its code.”6 

How Do DAOs Work?

 To join a DAO, prospective members must acquire the DAO’s native governance tokens, which translates into 
voting power. Governance tokens can be acquired by direct investment (i.e., buying them or earning them through 
services and other work performed for the DAO). In terms of access, DAOs employ different models to determine who 
can join and participate in their membership. Token-based memberships are often fully permissionless. Thus, in DAOs 
utilizing token-based membership, its “governance tokens can [usually] be traded freely on a decentralized exchange. 
Others must be earned through providing liquidity or demonstrating proof-of-work. Simply owning the token enables 
voting access.”7 

 On the other hand, “[s] hare-based DAOs are more permissioned, meaning that not anyone can access the 
DAO — membership has to be approved. Anybody wanting to be a member may submit a proposal to join the 
DAO, generally offering a tribute in the form of work tokens. A member’s shares represent voting power and 
ownership.” Token-based memberships are generally utilized to govern broad decentralized protocols. Share-
based memberships are “[t] ypically used for more closer-knit, human-centric organizations like charities, worker 
collectives, and investment clubs.”8 

 Although there are different algorithms for calculating voting power, the most common is a token-weighted 
approach. In other words, more governance tokens equal more voting power.9 

What Kind of Legal Entity Is a DAO?10

 The first hurdle in dealing with a DAO in any legal proceeding, let alone a bankruptcy proceeding, is determin-
ing its proper classification. In other words, what kind of entity are you dealing with, and what laws apply? Some 
states have addressed these issues by enacting DAO-focused legislation.

 In mid-2021, Wyoming adopted the Wyoming DAO Supplement,11 which states that a DAO “is a limited liabil-
ity company,”12 among other things. The Wyoming DAO Supplement further states that “[t] he Wyoming Limited 

on a set of conditions.” Rensel v. Centra Tech Inc., No. 17-24500-CIV, 2018 WL 4410110, at *10 (S.D. Fla. June 14, 2018) (citing Tsui 
S. Ng, “Blockchain and Beyond: Smart Contracts,” Bus. L. Today, Am. Bar Ass’n (September 2017)).

6 See Ethereum, supra n.3.

7 See “eGov-DAO: A Step Towards Better Government Using a Blockchain Based Decentralized Autonomous Organization,” 
Cointelegraph, available at cointelegraph.com/decentralized-automated-organizations-daos-guide-for-beginners/egov-dao-a-step-to-
wards-better-government-using-a-blockchain-based-decentralized-autonomous-organization.

8 See “Decentralized Autonomous Organizations (DAOs): DAO Membership,” Ethereum, available at ethereum.org/en/dao/#dao-mem-
bership.

9 A sample tutorial on how the governance process might occur can be found at docs.uniswap.org/protocol/concepts/governance/guide-to-
voting (Uniswap protocol).

10 Credit is due to Eyal Berger of Akerman LLP, Michael D. Lessne of Lessne Law and Shea Smith of Berkowitz Pollack Brant for spark-
ing a wonderful conversation on this issue at a lunch meeting in Fort Lauderdale, Fla.

11 Wyo. Stat. Ann. § 17-31-101.

12 Wyo. Stat. Ann. § 17-31-104.
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Liability Company Act applies to [DAOs] to the extent not inconsistent with the provisions of this chapter.”13 The 
Wyoming DAO Supplement also provides that “[u] nless otherwise provided for in the articles of organization or 
operating agreement, no member of a [DAO] shall have any fiduciary duty to the organization or any member 
except that the members shall be subject to the implied contractual covenant of good faith and fair dealing.”14 This 
is critical to the success of DAOs, which are often comprised of individuals who have never met or even directly 
spoken to each other. 

 In April 2022, Tennessee followed suit and enacted its own DAO-specific statutes (the “Tennessee DAO Stat-
utes”).15 Like its Wyoming counterpart, the Tennessee DAO Statutes also state that DAOs in Tennessee are gov-
erned by Tennessee’s Revised Limited Liability Company Act.16 The Tennessee DAO statutes also provide that 
unless otherwise provided for in its articles of organization or operating agreement, DAO members do not owe 
fiduciary duties to the DAO or its members.17 

 In the absence of such statutes, the argument has been made that DAOs should be classified as general part-
nerships.18 One article stated that “[i] n determining whether the DAO is a general partnership one must consider: 
(1) whether the co-owners share property or ownership; (2) if the co-owners share in gross returns; and (3) that 
there is a presumption that a person who shares in the profits is a partner in the enterprise.”19 The limited-liabil-
ity-versus-general-partnership distinction is important because it may subject individual members to personal 
liability.20 It may also create fiduciary duties between token-holders as partners. The general partnership theory is 
currently being tested in a lawsuit in California.21

Bankruptcy-Specific Issues

 After determining the type of entity at play, practitioners dealing with DAOs in the insolvency arena will need 
to address a variety of bankruptcy-specific issues. Although the possibilities seem endless, here are a few scenarios 
that bankruptcy courts will likely need to resolve.

Can a DAO Be a Debtor?

 The Bankruptcy Code defines a “debtor” as a “person or municipality concerning which a case under this 
title has been commenced,”22 then generally defines a “person” as including an “individual, partnership and 

13 Wyo. Stat. Ann. § 17-31-103.

14 Wyo. Stat. Ann. § 17-31-110.

15 See Tenn. Code Ann. § 48-250.

16 See Tenn. Code Ann. § 48-250-102 (“The Tennessee Revised Limited Liability Company Act, compiled in chapter 249 of this title, 
applies to decentralized organizations to the extent not inconsistent with this chapter.”).

17 See Tenn. Code Ann. § 48-250-109 (“Unless otherwise provided for in the articles of organization or operating agreement, no member of 
a decentralized autonomous organization shall have any fiduciary duty to the organization or any member except that the members shall 
be subject to the implied contractual covenant of good faith and fair dealing.”).

18 See, e.g., Laila Metjahic, “Deconstructing the DAO: The Need for Legal Recognition and the Application of Securities Laws to 
Decentralized Organizations,” 39 Cardozo L. Rev. 1533, 1554 (2018).

19 Id. at 1555.

20 Id. at 1547-48.

21 See Christian Sarcuni, et al. v. bZx DAO, et al., Case No. 3:2022-cv-00618 (S.D. Cal. 2022); see also Ben Strack, “Hacked DAO Faces 
Lawsuit as Users Try to Recoup Stolen Funds,” Blockworks (May 3, 2022), available at blockworks.co/hacked-dao-faces-lawsuit-as-us-
ers-try-to-recoup-stolen-funds.

22 11 U.S.C. § 101(13).
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corporation.”23 In states with developed DAO statutes, a DAO would appear to meet the definition of “person” 
under the Bankruptcy Code, and the same would hold true if a DAO was treated as a partnership. 

 Unfortunately, courts have not affirmatively addressed the proper classification of a DAO in the absence 
of a DAO-specific statute. It is unclear whether DAOs in states lacking DAO statutes would be treated as 
corporate entities at all. DAOs attempting initiate insolvency proceedings in states lacking DAO statutes 
or DAO classification case law will likely need to demonstrate to the court why they qualify as a “debtor” 
under the Bankruptcy Code.

Trustee Oversight and Control

 The Bankruptcy Code provides for the appointment of a trustee in various situations. In a chapter 7 pro-
ceeding, a trustee is appointed “promptly” after the petition date.24 Among other things, the Code requires a 
chapter 7 trustee to “collect and reduce to money the property of the estate for which such trustee serves, and 
close such estate as expeditiously as is compatible with the best interests of parties-in-interest.”25 

 While not automatically appointed in a traditional chapter 11 case, § 1104 of the Bankruptcy Code authorizes 
the appointment of a trustee under certain circumstances.26 A chapter 11 trustee’s duties require the trustee to, 
among other things, “investigate the acts, conduct, assets, liabilities, and financial condition of the debtor, the 
operation of the debtor’s business and the desirability of the continuance of such business, and any other matter 
relevant to the case or to the formulation of a plan.”27 

 Similarly, in a subchapter V proceeding, a trustee’s powers can be expanded to encompass those of a traditional 
chapter 11 trustee.28 If a subchapter V debtor is removed as a debtor in possession, the subchapter V trustee must 
“perform the duties specified in section 704 (a) (8) and paragraphs (1), (2), and (6) of section 1106 (a), including 
operating the business of the debtor.”29 

 In an ordinary bankruptcy proceeding, the trustee’s duties are already complicated and cumbersome. In the 
case of a bankrupt DAO, the fulfillment of these duties is even more complex. Unlike a corporation whose acts 
are entirely governed by human actors, the actions of a DAO are ultimately limited by the constructs of computer 
code. By design, the keys to a DAO’s treasury cannot be turned without following the proper voting protocols. 
If DAO members are unwilling to cooperate with a bankruptcy trustee, it may be impossible for the trustee to 
fulfill his/her statutorily imposed duties. 

Section 363 Sales 

 Section 363 of the Bankruptcy Code provides a mechanism by which a “trustee, after notice and a hearing, 
may use, sell, or lease, other than in the ordinary course of business, property of the estate.”30 To satisfy these 
requirements, the trustee or debtor must prove that the property at issue is property of the estate under § 541.31 

23 11 U.S.C. § 101(41).

24 See 11 U.S.C. § 701(a)(1).

25 Id.

26 11 U.S.C. § 1104(a).

27 11 U.S.C. § 1106(a)(3).

28 11 U.S.C. § 1183(2).

29 11 U.S.C. § 1183(b)(5) (emphasis added).

30 11 U.S.C. § 363(b)(1).

31 See 11 U.S.C. § 541 (defining property of estate).
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 Unlike a traditional legal entity, it is not always easy to determine what assets a DAO legally owns. 
Verifying a DAO’s ownership interest in cryptocurrency and other digital assets in its treasury is fairly 
simple. However, determining a DAO’s ownership interest in non-digital assets can be complicated. Due 
to not being legally recognized in most U.S. jurisdictions, it is likely that many DAOs are improperly re-
cording their ownership interests in certain categories of property. In some jurisdictions, it may not even 
be possible for DAOs to legally title assets in their name. Without a preliminary determination that the 
property at issue legally belongs to the DAO — and is thus property of the estate — a bankruptcy court 
may refuse to authorize a § 363 sale, particularly over an objection. 

Service of Process 

 Litigants in bankruptcy cases are not immune from traditional due-process requirements, including the re-
quirements for service of process.32 Because cost is a predominant issue in insolvency proceedings, service of 
process in a bankruptcy case — particularly in adversary proceedings — is typically simpler because service is 
often permitted by first-class mail.33 

 In the absence of a legally recognized DAO with a publicly listed registered agent, service of process can be 
complicated and expensive. Simply effectuating service, let alone litigating the merits of the case, may require the 
employment of experts to identify, locate and serve necessary parties. Even if the appropriate parties are located, 
the nature of DAOs means that necessary parties may be spread across the globe. Thus, effectuating service in 
these situations may require compliance with the laws of multiple jurisdictions. 

Solution: Control the Governance Tokens

 The Bankruptcy Code gives bankruptcy courts latitude to fashion creative solutions to complex disputes. 
Where not specifically referenced in the Code, § 105 authorizes a bankruptcy court to “issue any order, process, 
or judgment that is necessary or appropriate to carry out the provisions of this title.”34 While the Code probably 
gives the bankruptcy court authority to design DAO-specific bankruptcy solutions, none of this matters if the 
debtor, trustee and/or court cannot assert control over the actions of a bankrupt DAO. As previously set forth, a 
DAO cannot be forced to do anything without following the proper voting protocols. Thus, for a DAO’s bank-
ruptcy to be successful, the trustee or debtor must gain control over the DAO’s governance tokens and/or voting 
process. 

 Of course, taking control of a DAO’s governance tokens and voting process is easier said than done, since they 
are intended to be decentralized. Nevertheless, for DAO creators thinking ahead, bankruptcy contingencies may be 
written into its governance code. In other words, the creators of a DAO may want to determine at the outset what 
happens if their membership votes in favor of an insolvency proceeding. For DAOs whose governance rules have 
already been written, the court may require, as a precondition to remaining in bankruptcy, that the DAO’s mem-
bership transfer a controlling interest in the DAOs governance tokens to a single person or entity who is subject 
to the court’s jurisdiction and control. That way, the trustee or debtor, with the court’s oversight, can assert control 
over the DAO.

32 See Fed. R. Bankr. P. 7004, 9016.

33 See Fed. R. Bankr. P. 7004(b).

34 11 U.S.C. § 105(a).
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Conclusion

 The appeal of DAOs is certainly understandable. Unfortunately, the characteristics that make DAOs so ap-
pealing also create the biggest hurdles for them in a bankruptcy setting. While the future of the DAO economy is 
unclear, one thing is certain: Some DAOs will undoubtedly fail, and when they do, bankruptcy practitioners must 
be ready to tackle the obstacles facing DAOs in bankruptcy. 



The BesT of ABI 2022: The YeAr In BusIness BAnkrupTcY

225

Chapter  9

SMALLER CASE STRATEGIES: 
SBRA AND SUBCHAPTER V

“For there are many great deeds done in the small struggles of life.”  ~ Victor Hugo

When enacted in 2019, the Small Business Reorganization Act (SBRA) introduced a streamlined bank-
ruptcy process for smaller debtors. The first author in this chapter offers tactical suggestions to creditors 
navigating subchapter V cases, including objections to eligibility, case conversion or dismissal, and plan 

negotiation. The second author recommends amended language to resolve conflicts between the Coronavirus Aid, 
Relief and Economic Security (CARES) Act and the SBRA. Other topics in this section include subchapter V’s 
modifications to discharge provisions under § 1192, changes to the trustee’s powers, and the U.S. Trustee Program’s 
administrative role in facilitating the SBRA.
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The Small Business Reorganization Act of 2019 (SBRA)1 added subchapter V to chapter 11. In defining 
the eligibility for subchapter V, Congress amended the Bankruptcy Code’s definition of a “small business 
debtor” to exclude specifically corporations that are subject to the reporting requirements under the Secu-

rities Exchange Act of 1934,2 essentially making publicly traded companies ineligible for subchapter V. Congress 
further constricted this definition through the Coronavirus Aid, Relief and Economic Security (CARES) Act to also 
exclude debtors that are affiliates of public companies from subchapter V eligibility. However, rather than refer to 
any debtor that is an affiliate of a corporation that is “subject to the reporting requirements” in the Exchange Act, 
the CARES Act instead used different language, excluding any debtor that is an affiliate of an “issuer” as defined 
in the Exchange Act, without any reference to the reporting requirements.3 

 Given the expansive definition of an “issuer” in the Exchange Act, the amended CARES Act language, as 
drafted, now facially excludes debtors from qualifying for subchapter V simply by virtue of being an affiliate 
of an “issuer” of a security, even if such issuer is not a public company. As a result, practitioners face a daunt-
ing challenge of having to convince a bankruptcy court that their otherwise-qualified debtor should be eligible 
to file under subchapter V even though one of its major, nonpublic shareholders technically qualifies as an 
“issuer.” Conforming the limitation of small-business-debtor eligibility in § 1182 (1) (B) (iii)4 with respect to an 
affiliate to match the limitation contained in § 1182 (1) (B) (ii) with respect to the debtor itself would eliminate 
the uncertainties created by the usage of the term “issuer” and provide clarity to practitioners and the courts, 
while simultaneously furthering the original congressional intent of the SBRA to exclude public companies or 
their affiliates from qualifying for subchapter V. 

Background

 Small businesses, typically family-owned or startups, account for most of the chapter 11 business cases that are 
filed.5 To address the lack of monitoring by creditors whose claims are often not large enough to warrant active 
participation in small business cases, Congress passed the Bankruptcy Abuse Prevention and Consumer Protection 

1 See Pub. L. No. 116-54, 133 Stat. 1085 (2019).

2 Id. at 1087.

3 In making this “technical” correction to the Code, the drafters may have incorrectly assumed that all issuers are subject to the Exchange 
Act’s reporting requirements.

4 Unless otherwise noted, all statutory references are to sections of the Bankruptcy Code.

5 H.R. Rep. No. 116-171, at 2-3 (2019).
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Act of 2005 (BAPCPA), which required heightened scrutiny and streamlining the reorganization process.6 Notwith-
standing BAPCPA, Congress determined in 2019 that “small business chapter 11 cases continue to encounter diffi-
culty in successfully reorganizing.”7 Consequently, Congress enacted the SBRA to amend chapter 11 to streamline 
the bankruptcy process by which small business debtors would reorganize and rehabilitate their financial affairs.8 

 Prior to the CARES Act amendment to the SBRA, § 1182 (1) defined “debtor” as a small business debtor. 
Section 101 (51D) (A) defined a “small business debtor” as a person engaged in commercial or business activities 
(including any affiliate that is also a person engaged in commercial or business activities and excluding single-as-
set real estate debtors) with aggregate noncontingent liquidated debts of not more than $2,725,625.9 The SBRA 
specifically excluded from the definition any corporation that “(I) is subject to the reporting requirements under 
section 13 or 15 (d) of the Exchange Act of 1934 ...; and (II) is an affiliate of a debtor.”10 

 Section 1113 of the CARES Act temporarily increased the eligibility threshold to file under subchapter V to 
businesses with less than $7.5 million of debt. This relief was later extended through March 2022 by the COVID-19 
Bankruptcy Relief Extension Act of 2021. However, the CARES Act also amended the definition of a “small busi-
ness debtor” in § 101 (51D) (B) (iii) to preclude from subchapter V “any debtor that is an affiliate of an issuer” as 
defined in the Exchange Act.11 

Analysis

 Looking at the pre-amended SBRA’s definition of a “small business debtor,” it is evident that Congress 
intended to exclude from subchapter V eligibility public companies, including affiliates. However, by utiliz-
ing the phrase “any debtor that is an affiliate of an issuer” as opposed to the phrase “subject to the reporting 
requirements under the Exchange Act,”12 Congress has potentially excluded businesses that would otherwise 
qualify to be subchapter V debtors, and has made the process of determining whether a business qualifies to 
be a subchapter V debtor unnecessarily complex. 

 One must apply a two-prong test to analyze a debtor’s eligibility for subchapter V under § 1182 (1) (B) (iii): 
(1) whether there exists an affiliate13 relationship between the proposed debtor and its closely-related entity; and 
(2) whether the applicable entity is an “issuer” under the Exchange Act. Once that test has been satisfied, the next 
inquiry is to determine whether the entity is subject to the reporting requirements under §§ 13 or 15 (d) of the Ex-
change Act to see whether the exclusion under § 1182 (1) (B) (ii) applies.

 The bankruptcy court’s analysis of the first prong in In re Serendipity Labs Inc.14 is insightful. The issue before 
the court was whether § 1182 (1) (B) (iii) precluded Serendipity Labs (the debtor) from electing to proceed under 

6 Id. at 3.

7 Id. at 4.

8 See id. at 1; 11 U.S.C. §§ 1181-1195.

9 11 U.S.C. § 101(51D)(A).

10 11 U.S.C. § 101(51D)(B)(iii). In addition, § 101 (51D) (B) previously excluded any member of a group of affiliated debtors that has 
aggregate noncontingent liquidated debts in an amount greater than $2,725,625, as well as any debtor that is a corporation subject to the 
Exchange Act reporting requirements.

11 CARES Act § 1113, Pub. L. No. 116-136, 134 Stat. 281, 310 (2020).

12 Collier’s suggests that the language contained in the CARES Act amendment was the result of a “drafting error.” See Collier on 
Bankruptcy ¶ 1182.02 n.4.

13 An “affiliate” is an entity with a close relationship to the debtor and has four meanings in the Bankruptcy Code. See 11 U.S.C. 
§ 101 (2) (A)- (D). It includes a 20 percent parent or subsidiary of the debtor, whether a corporate, partnership, individual or estate parent. 
S. Rep. No. 95-989, at 21 (1978).

14 620 B.R. 679 (Bankr. N.D. Ga. 2020).
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subchapter V because it was an affiliate of Steelcase Inc., and Steelcase was an “issuer” under the Exchange Act. To 
rule on its eligibility, the court had to determine (1) whether the debtor was an affiliate of Steelcase, and (2) whether 
Steelcase was an “issuer.” 

 While the debtor argued that Steelcase was not an affiliate because it owned only 6.51 percent of the debtor’s 
shares authorized to vote on the debtor’s bankruptcy filing, the debtor’s secured lender argued that the debtor was 
an affiliate because Steelcase owned more than 27 percent of the debtor’s outstanding voting securities.15 The court 
rejected the debtor’s argument and concluded that mere 20 percent ownership of the debtor’s voting securities 
mandates affiliate status, stating that it was irrelevant what percentage of the voting securities held by Steelcase 
were authorized to vote on the debtor’s bankruptcy filing.16 

 In that case, the court also did not have a problem finding that Steelcase was an “issuer,”17 and therefore con-
cluded that the debtor was ineligible to proceed under subchapter V because it was an affiliate of Steelcase. The 
Exchange Act broadly defines “issuer” to mean “any person who issues or proposes to issue any security.”18 This 
definition is extremely broad when read together with “security,” as defined in the Exchange Act. The implication 
of Serendipity Labs is that a small business that would otherwise qualify to be a subchapter V debtor will be inel-
igible — even if the issuer is not a public company.

Reporting Requirements Under §§ 13 or 15 (d) of the Exchange Act

 Section 12 (a) of the Exchange Act makes it unlawful for any broker or dealer to effect any transaction in any 
security (other than an exempted security) on a national securities exchange unless a registration has been made 
under the Exchange Act.19 An issuer with total assets exceeding $10 million and a class of shares held of record 
by either 2,000 persons or 500 persons who are not accredited investors at the end of any fiscal year must register 
such shares with the Securities and Exchange Commission (SEC) within 120 days after the end of that fiscal year.20 
There are a number of exemptions to the registration requirements under § 12 (a), including securities of certain 
nonprofit, charitable issuers and certain “cooperative associations” as defined in the Agricultural Market Act.21 
However, a company with registered securities under § 12 is subject to the reporting requirements under § 13 of 
the Exchange Act with the SEC.22 

 Every issuer of a security registered under § 12 of the Exchange Act is required to file with the SEC certain 
periodic disclosures and reports, including annual reports (Form 10-K), quarterly reports (Form 10-Q) and current 
reports (Form 8-K).23 Issuers that have registered securities under the Securities Act of 1933 (offerings of securities 
for public sale) must also file certain current and periodic reports as required under § 13 of the Exchange Act, even 
if they do not list their securities on an exchange.24 

15 Id. at 680-81, 684. The court applied the SEC’s definition of “voting securities,” which means “securities the holders of which are pres-
ently entitled to vote for the election of directors,” and concluded that Steelcase owned more than 27 percent of the debtor’s voting secu-
rities, thereby satisfying the requirements of an affiliate under § 101 (2) (A). Id. at 683-84 (citations omitted).

16 Id. at 684.

17 Steelcase was a publicly traded company. At the hearing, the secured lender introduced a copy of Steelcase’s most recent Form 10-K.

18 See 15 U.S.C. § 78c(a)(8).

19 15 U.S.C. § 78l(a).

20 15 U.S.C. § 78l(g).

21 See id.

22 15 U.S.C. § 78l.

23 15 U.S.C. § 78m; see generally 19 Ind. Prac. Business Organizations, Chapter 34, Periodic Reporting Requirements Imposed by Federal 
Law — Corporation § 34.3, Westlaw (database updated October 2021) (detailing reporting requirements under §§ 13 and 15(d) of 
Exchange Act).

24 See 15 U.S.C. § 78o (d).
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 In general, all securities offered in the U.S. must be registered with the SEC or must qualify for an exemption 
from the registration requirements.25 This requirement under § 15 (d) of the Exchange Act often caused problems for 
small issuers with less than 300 security-holders of record if the drop below the 300 did not occur at the beginning 
of a fiscal year.26 SEC Rule 12h-327 now suspends the reporting requirements for these issuers.28 

 Having the definition of a “small business debtor” reference “issuer” without any limitation is problematic, 
though, because any potential debtor that has an affiliate relationship with an entity issuing a security29 could tech-
nically be precluded from filing a subchapter V case, even if such issuer is not an issuer subject to the Exchange Act 
reporting requirements.

What Is a “Security?”

 This problem is further complicated by the reality that not every instrument is a security. Transactions or instruments 
that are atypical must be examined on a case-by-case basis to determine whether they fall within the purview of the fed-
eral securities laws. It is difficult to imagine that Congress intended to exclude from subchapter V eligibility companies 
or their affiliates whose securities are not publicly traded or otherwise exempt from the registration requirements. The 
amendment to the definition of a “small business debtor” has seemingly created complexities contrary to the SBRA’s 
purpose to enable small businesses to reorganize more efficiently and cost-effectively.

 While some instruments are easily recognized to be securities (e.g., common stock), some categories of instru-
ments or transactions require intensive analyses to determine whether they are securities subject to the federal se-
curities laws. “Security” is broadly defined by the Exchange Act to include “any note, stock ... certificate of interest 
or participation in any profit-sharing agreement ... investment contract.”30 Recognizing the virtually limitless scope 
of countless schemes devised by those using investors’ money to generate profits, Congress determined that the 
best way to protect investors was to define the term “security” in sufficiently broad and general terms.31 Although 
the literal definition of “security” is broad, courts have rejected a literal interpretation.32 

Conclusion

 To alleviate the unintended complexities and potential over-exclusion of debtors from subchapter V eligibility 
created by usage of the term “issuer,” Congress should amend § 1182 (1) (B) (iii) to read “any debtor that is an affil-
iate subject to the reporting requirements under section 13 or 15 (d) of the Exchange Act of 1934 (15 U.S.C. 78m, 

25 Registration Under the Securities Act of 1933, available at investor.gov/introduction-investing/investing-basics/glossary/registration-un-
der-securities-act-1933 (last visited Dec. 20, 2021). The most common exemptions include private offerings to a limited number of per-
sons or institutions, offerings of limited size, and intrastate offerings. Id.

26 19 Ind. Prac. Business Organizations, supra n.23.

27 17 C.F.R. § 240.12h-3.

28 19 Ind. Prac. Business Organizations, supra n.23. The reporting requirements under § 15 (d) of the Exchange Act are suspended if and 
so long as any issue of securities of the issuer is registered under § 12 of the Exchange Act, or when the number of security-holders of 
record falls below 300 persons or, in the case of a bank, a savings-and-loan holding company, below 1,200 persons. 15 U.S.C. § 78o (d).

29 Virtually every corporation is an issuer under the Exchange Act because it issues stock.

30 15 U.S.C. § 78c(a)(10). See, e.g., Horwitz v. AGS Columbia Assocs., 700 F. Supp. 712 (S.D.N.Y. 1988) (concluding that limited partner-
ship units sold in connection with real estate transaction to purchase and manage apartment complex were “securities” because limited 
partners entered into “investment contracts” when they agreed to rely on general partners’ skills and efforts to realize return on their 
investment in limited partnership).

31 Reves v. Ernst & Young, 494 U.S. 56, 60-61 (1990) (internal citations omitted).

32 See generally id. for the U.S. Supreme Court’s application of a “four factors” test when determining whether an instrument denominated 
a “note” is a security. The Reves Court underscored how complex the inquiry can get when deciding whether an instrument at issue is a 
security, and recognized that not every instrument requires a case-by-case analysis. 494 U.S. at 62.
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78o (d)).”33 Removing the phrase “of an issuer” will simplify the analysis for determining a debtor’s eligibility 
under § 1182 (1) (B) (iii) by eliminating the need to convince the court that an otherwise qualified debtor that is an 
affiliate of an “issuer” under the Exchange Act should still be eligible to file under subchapter V. This proposed 
change would seemingly align with Congress’s intent in enacting the SBRA, as well as with the express language 
of § 1182 (1) (B) (ii), which specifically excludes corporations subject to the reporting requirements under the Ex-
change Act.

33 While this would make § 1182 (1) (B) (iii) consistent with Congress’s original intent, it leads to a strange anomaly where affiliates of 
foreign publicly traded companies are eligible to be small business debtors simply because they are not subject to the reporting require-
ments under the Exchange Act.
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In August 2019, the Small Business Reorganization Act (SBRA) was passed with bipartisan support.1 The 
SBRA created subchapter V of chapter 11. This article analyzes the discharge provisions of subchapter V,2 the 
litigation involving corporate discharges and the proper interpretation of § 1192. 

What Has Changed About the Chapter 11 Discharge? 

 Most notably, with the elimination of § 1141 (d) (5)3 in all subchapter V cases, individual debtors receive their 
chapter 11 discharge upon confirmation of a “consensual” plan under § 1191 (a).4 This discharge under § 1141 (d) (1) 
is still subject to the exceptions set forth in § 1141 (d) (2)5 and (3).6 For all subchapter V debtors, in the event of 
confirmation of a “nonconsensual” plan under § 1191 (b), § 1141 (d) does not apply, except as provided in § 1192.7 

 What individuals gained with an immediate discharge under a consensual plan, corporate debtors lost with 
confirmation of a nonconsensual plan under § 1191 (b). A corporate debtor, like an individual subchapter V 
debtor, that confirms a plan under § 1191 (b) does not receive its discharge at confirmation. Rather, § 1192 now 
applies, and this discharge comes “as soon as practicable after completion by the debtor of all payments due 
within the first three years of the plan, or such longer period not to exceed five years as the court may fix.”8 This 
discharge under § 1192 is one “provided in section 1141 (d) (1) (A) of this title.” With § 1181 (c) eliminating all 
parts of § 1141 (d) — except as set forth in § 1192 — only § 1141 (d) (1) (A) applies to a discharge under § 1192 
(with the exception of § 1192 (1) and (2), which are addressed herein). 

 As a result of § 1181 (c) eliminating the surrounding sections of § 1141 (d), a discharge under § 1141 (d) (1) (A) 
does not incorporate the exceptions to discharge under § 1141 (d) (3) and (6). This means that any debtor that would 
not ordinarily be eligible for a chapter 11 discharge as a result of § 1141 (d) (3) would now be eligible for a discharge 
under § 1192 because their plan was not consensually confirmed. 

1 Pub. L. No. 116-54, 133 Stat. 1079 (2019).

2 11 U.S.C. §§ 1181-1195.

3 See 11 U.S.C. § 1181(a).

4 See Hon. Paul W. Bonapfel, “Guide to the Small Business Reorganization Act of 2019” (2021) at p. 157, available at www.ganb.uscourts.gov/
sites/default/files/sbra_guide_pwb.pdf (last visited March 21, 2022).

5 Section 1141(d)(2) provides that the chapter 11 discharge does not discharge claims against an individual that are exempted from dis-
charge under § 523 (a).

6 This section applies to those debtors who are liquidating all or substantially all of the property of the estate, will not be engaging in 
business after consummation of the plan, and would be denied a discharge under § 727 (a) if this case were a chapter 7 case. 11 U.S.C. 
§ 1141 (d) (3). See also Bonapfel, supra n.4, pp. 157-58.

7 See 11 U.S.C. § 1181(c).

8 11 U.S.C. § 1192.
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 The particular debts that are not subject to discharge under § 1141 (d) (6) are also now discharged at the end 
of a plan with cramdown confirmation under § 1191 (b). It appears that creditors holding claims that fall within 
§ 1141 (d) (6) would be better served by working with a debtor to confirm a consensual plan under § 1191 (a) so that 
the provisions of § 1141 (d) (6) continue to apply and prevent the discharge of these claims. 

Section 1192(2): A Departure from Traditional Chapter 11?

  The exceptions to discharge in § 1192 are set forth in subsections (1) and (2). Under § 1192 (1), debts “on which 
the last payment is due after the first three years of the plan, or such other time not to exceed five years fixed by 
the court,” are not discharged. Section 1192 (2) provides that debts “of the kind specified in section 523 (a)” are 
also not discharged. This second subsection of § 1192 has been the subject of a fair amount of litigation since the 
SBRA’s effective date.9 A question has been presented in these cases as to whether the reference in § 1192 (2) to 
§ 523 (a) applies to corporate debtors, or only to individual debtors in subchapter V.

  The prefatory language of § 523 (a) states that a “discharge under section 727, 1141, 1192, 1228 (a), 1228 (b), 
or 1328 (b) of this title does not discharge an individual debtor from any debt.”10 Prior to the SBRA’s enactment, 
it was well settled in chapter 11 that exceptions to discharge under § 523 (a) did not apply to corporate debtors.11 
However, creditors are now seeking to expand the application of § 523 (a) to include corporate debtors because 
of the new language in § 1192 (2): “of the kind specified in section 523 (a).”12 

  This interpretation of § 1192(2), according to these plaintiffs, is supported by two bankruptcy decisions in 
chapter 12 cases.13 Under these two decisions, the language of § 1228 (a) (2) (“of a kind specified in section 523 (a)”) 
allows for nondischargeable claims under § 523 (a) to apply to corporate chapter 12 debtors. With Congress using 
this similar language in § 1192 (2), corporate debtors in subchapter V are subject to the claims specified in § 523 (a) 
when a cramdown plan is confirmed. 

 Subchapter V debtors have responded that with § 1192 (2) referencing § 523 (a), the plain language of this 
section still requires that only individuals are subject to these nondischargeability provisions. In addition, the 
SBRA was not meant to alter the pre-subchapter V understanding that only individuals are subject to claims under 
§ 523 (a).

 Of the courts to address this issue,14 all have come out in favor of the subchapter V debtor. These courts 
have universally agreed that the plain language of § 523 (a) still limits nondischargeability to individual debtors. 
Moreover, these courts have found that nothing in the legislative history indicates that corporations could now 
be subject to such a “dramatic change”15 in chapter 11 practice and have found quite the opposite to be true: The 
legislative history indicates that “any debt that is otherwise nondischargeable” is what Congress was referencing 

9 See Gaske v. Satellite Rests. Inc. Crabcake Factory USA (In re Satellite Rests. Inc. Crabcake Factory USA), 626 B.R. 871 (Bankr. D. 
Md. 2021); Cantwell-Cleary Co. v. Cleary Packaging LLC (In re Cleary Packaging LLC), 630 B.R. 466 (Bankr. D. Md. 2021); Catt v. 
RTECH Fabrications LLC (In re RTECH Fabrications LLC), No. 21-20048NGH, 2021 WL 4204800 (Bankr. D. Idaho Sept. 15, 2021).

10 11 U.S.C § 523(a).

11 See, e.g., In re Spring Valley Farms Inc., 863 F.2d 832, 834 (11th Cir. 1989) (citing Yamaha Motor Corp. v. Shadco Inc., 762 F.2d 668, 
670 (8th Cir. 1985)).

12 See, e.g., Satellite Rests. Inc., 626 B.R. at 875. (“Plaintiffs assert that, because Section 523 (a) specifies various types of debts, any debt 
listed in Section 523 (a) may be excepted from a Section 1192 discharge so long as it falls within the scope of one of the 19 subpara-
graphs.”).

13 Sw. Ga. Farm Credit ACA v. Breezy Ridge Farms Inc. (In re Breezy Ridge Farms Inc.), No. 08-12038-JDW, Adv. No. 09-1011, 2009 WL 
1514671 (Bankr. M.D. Ga. May 29, 2009); New Venture P’ship v. JRB Consol. (In re JRB Consol. Inc.), 188 B.R. 373 (Bankr. W.D. Tex. 
1995).

14 See cases, supra n.9.

15 Satellite Rests. Inc., 626 B.R. at 878.
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in § 1192 (2).16 As Hon. Michelle M. Harner of the U.S. Bankruptcy Court for the District of Maryland put it, 
such a remarkable change in the chapter 11 discharge would be the equivalent of “Congress ... hid [ing] elephants 
in mouseholes.”17 

 The opinion in Cleary Packaging LLC is currently before the Fourth Circuit on a direct appeal from the bank-
ruptcy court,18 and oral argument was held March 10, 2022. It is worth noting that in the appeal before the Fourth 
Circuit, 10 outside groups filed amicus briefs in support of the § 523 (a) claimant (including the United States of 
America, which also appeared at oral argument). No amicus briefs were filed on behalf of the subchapter V debtor.

Additional Reasons Why the SBRA Did Not Expand § 523 (a)

  As a subchapter V trustee, I agree that Congress did not “hide elephants in mouseholes” with the passage of the 
SBRA. Congress would not have made a sea change in the corporate discharge provisions of chapter 11 without 
public input, hearings or, at the very least, some indication in the legislative history.

 It is the purposes behind the SBRA, as seen through the statutory provisions of subchapter V, that emphasize 
why small businesses are not now liable for claims under § 523 (a). There are three core tenets of subchapter V: 
(1) the debtor retains control over the plan and confirmation; (2) cases are to move quickly and cost-effectively to 
help keep the debtor in business; and (3) consensual plans are favored.

  First, subchapter V debtors retain a control over their plans and confirmation that does not exist in traditional 
chapter 11 cases. Only a subchapter V debtor may file19 or modify20 a plan. In addition, debtors do not need the 
consent of holdout unsecured creditors in order to confirm a subchapter V plan.21

 Why would Congress eliminate the absolute-priority rule only to then turn around and require that classes of 
claims under § 523 (a) be paid in full? It would not. If the appellants in Cleary Packaging are correct, creditors with 
claims under § 523 (a) could now hijack the confirmation process as a litigation tactic. If § 1192 (2) now allows for 
corporate debtors to be burdened with claims under § 523 (a), this creates perverse incentives for creditors. With 
consensual confirmation under § 1191 (a), the traditional chapter 11 discharge is entered for a corporation — a 
discharge that eliminates all claims under § 523 (a). A creditor holding out and forcing a cramdown plan under 
§ 1191 (b) would now open the door to § 523 (a) actions. Creditors taking control of the confirmation process works 
against the core statutory benefits of subchapter V.

  Second, adversary proceedings under § 523 (a) are expensive and time-consuming — the antithesis of “time-
ly” and “cost-effective.” Moreover, burdening a small business with claims under § 523 (a) after it has emerged 
from a reorganization under subchapter V negates the SBRA’s purpose. The legislation was needed to “allow ... 
these debtors to file [for] bankruptcy in a timely, cost-effective manner, and hopefully allow ... them to remain 
in business.”22 To help save on costs, subchapter V generally bars creditors’ committees23 and disclosure state-

16 Id. (“The use of the words ‘otherwise nondischargeable’ logically refers to the existing form of Section 523 (a), which by its express lan-
guage applies only to individual debtors.”).

17 Cleary Packaging LLC, 630 B.R. at 475 (citing Whitman v. Am. Trucking Ass’ns, 531 U.S. 457, 468 (2001)).

18 U.S. Court of Appeals for the Fourth Circuit, Case No. 21-1981.

19 11 U.S.C. § 1189(a).

20 11 U.S.C. § 1193(a).

21 See, e.g., 11 U.S.C. § 1181 (a) (absolute-priority rule is abrogated); see also  11 U.S.C.  §  1191 (b)  (cramdown confirmation does  not 
require accepting impaired class).

22 H.R. Rep. No. 116-171, at 4 (citation and quotations omitted).

23 11 U.S.C. § 1181(b).
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ments,24 and a debtor never pays quarterly fees.25 To save on time, subchapter V requires a status conference 
within 60 days of filing “to further the expeditious and economical resolution of [the] case.”26 The phrase “ex-
peditious and economical resolution” only appears one other time in the Bankruptcy Code,27 thus emphasizing 
the importance of moving subchapter V cases quickly and affordably. 

 Permitting costly nondischargeability litigation to proceed against a small business debtor would also prevent a 
debtor from “remain [ing] in business.”28 Allowing claims under § 523 (a) to survive against a corporate subchapter V 
debtor ensures that they will be paid in full, unless the business stops operating. A creditor holding a nondischargeable 
judgment under § 523 (a) will be able to seize the assets of the small business debtor once the three- or five-year plan has 
been completed. When the discharge under § 1192 is entered, the automatic stay terminates.29 Unlike individual debtors 
who can generally protect exempt assets from nondischargeable claims,30 corporate debtors are not entitled to claims of 
exemption.31 

  It defies logic to have a corporate debtor successfully restructure and discharge its debts in a subchapter V case 
just to have a nondischarged § 523 (a) creditor take all of the assets of the business after the case has concluded. 
Such an outcome is not only terminal to the small business, but also allows for an inequitable recovery by the 
nondischargeable creditor. In effect, the subchapter V case cleared all of the dischargeable debts for the benefit of 
the § 523(a) claimholder (s), a preferential outcome that was not intended by Congress. If Congress wanted claims 
under § 523 (a) to be paid in full, it could have included them in § 507 — something it knew how to do with taxes 
in both §§ 507 (a) (8) and 523 (a) (1). 

  Lastly, consensual confirmation of subchapter V plans is what Congress wanted with the SBRA’s passage. 
Unique to subchapter V, Congress used the phrase “consensual plan of reorganization” in multiple places.32 The term 
“consensual” only appears in one other instance in the Bankruptcy Code.33 By promoting consensual confirmation 
of plans, Congress could not have wanted creditors to stand in the way of confirmation and force a cramdown plan 
under § 1191 (b) (consensual confirmation allows for the traditional chapter 11 discharge and the discharge of all 
debts under § 523 (a)). The reasoning of § 523 (a) claimholders incentivizes obstruction and goes against the purpose 
and uniqueness of subchapter V.

Conclusion 

  Congress has shown a clear intention that it wants small business debtors to remain in business and confirm 
consensual reorganization plans in a timely, cost-effective manner. Providing creditors with a hefty incentive to 
obstruct a consensual plan and then shut down the company post-discharge cannot be what Congress intended. 

24 Id.

25 28 U.S.C. § 1930(a)(6)(A).

26 11 U.S.C. § 1188(a).

27 11 U.S.C. § 105(a).

28 See H.R. Rep. No. 116-171, at 4.

29 See 11 U.S.C. §§ 362(c), 1186(a) (confirmation of nonconsensual plan leaves all property of debtor property of estate).

30 11 U.S.C. § 522(c).

31 11 U.S.C. § 522(b)(1).

32 See 11 U.S.C. § 1183(b)(7) (trustee to help “facilitate the development of a consensual plan of reorganization”); see also 11 U.S.C. 
§ 1188 (c) (“[T] he debtor shall file ... a report that details the efforts the debtor has undertaken and will undertake to attain a consen-
sual plan of reorganization.”) (emphasis added).

33 11 U.S.C. § 522(f)(3)(B).
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  “Exceptions to discharge should be confined to those plainly expressed.”34 This maxim also helps to exemplify 
that the text of § 1192 (2) did not erode a corporate debtor’s discharge. Hopefully the case law on this topic can re-
main uniform and limited, and Judge Harner’s thorough opinion in Cleary Packaging will be affirmed by the Fourth 
Circuit.

34 Kawaauhau v. Geiger, 523 U.S. 57, 62 (1998).
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Even under the best circumstances, a chapter 11 case can be a strategic minefield for creditors. Since the 
passage of the Small Business Reorganization Act in 2019 (SBRA)1 and the Coronavirus Aid, Relief, and 
Economic Security (CARES) Act in 2020,2 debtors are able to avail themselves of even more powerful 

options and fewer requirements under subchapter V of chapter 11 of the Bankruptcy Code. 

 However, creditors are not devoid of options. A creditor should consider the following unique issues and strat-
egies when deciding how to proceed in a subchapter V case.

Object to Eligibility, If Warranted 

 Section 103 (i) of the Bankruptcy Code provides that subchapter V “applies only in a case under chapter 11 in 
which a debtor (as defined in § 1182) elects that subchapter V of chapter 11 shall apply.” Most courts that have 
addressed the question of who has the burden of proof as to subchapter V eligibility have found that the burden is 
on the debtor.3

 The term “debtor” means a person who is “engaged in commercial or business activities” (excluding debtors 
whose primary activity is the business of owning single-asset real estate) that has aggregate noncontingent liq-
uidated secured and unsecured debts in an amount not more than $2,725,625,4 not less than 50 percent of which 
arose from the debtor’s commercial or business activities. In determining whether a debt is a business debt rather 
than a consumer debt, courts must look at the substance of the transaction and the purpose for incurring the debt 
to ascertain whether it was incurred with the purpose of making profit.5 

 Courts are still defining what it means to be engaged in commercial or business activity. Several courts have 
concluded that this means that a debtor was actively participating in one of these activities on the petition date.6 At 
least one court has found that even a debtor that had ceased operations prior to the petition date was still engaged 

1 Pub. L. No. 116-54, 133 Stat. 1079 (codified at 11 U.S.C. §§ 1181-1195).

2 Pub. L. No. 116-136.

3 In re Phenomenon Mktg. & Entm’t LLC, No. 2:22-BK-10132-ER, 2022 WL 1262001, at *1 (Bankr. C.D. Cal. April 28, 2022) (citing sev-
eral cases, and providing majority and minority views).

4 The CARES Act amendment increased this amount to $7.5 million. The COVID-19 Bankruptcy Relief Extension Act of 2021, Pub. L. 
No. 117-5 (March 27, 2021) extended the date on which the increased debt threshold would expire to March 27, 2022. As of May 11, 
2022, the debt limit increase has not been extended. 

5 In re Crilly, Case No. 20-11637, 2020 WL 3549848, at *9 (Bankr. W.D. Okla. 2020) (citing In re Martin, 2013 WL 5423954 (S.D. Tex. 
2013); In re Booth, 858 F.2d 1051, 1055 (5th Cir. 1988)).

6 See, e.g., In re Blue, 630 B.R. 179, 88-90 (Bankr. M.D.N.C. 2021); In re Offer Space LLC, 629 B.R. 299, 305 (Bankr. D. Utah 2021); In 
re Thurmon, 625 B.R. 417, 422 (Bankr. W.D. Mo. 2020); In re Johnson, Case No. 19-42063, 2021 WL 825156, at *6 (Bankr. N.D. Tex. 
March 1, 2021).
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in commercial or business activities for the purpose of a subchapter V election because the debtor maintained bank 
accounts, worked with insurance adjusters in connection with claims asserted against it, and was engaged in efforts 
to sell its assets. 

 Because subchapter V is new, many courts have determined that debtors should be allowed to redesignate a pending 
chapter 11 petition to subchapter V.7 Now that subchapter V has been available for some time, courts considering whether 
to allow a debtor to redesignate a pending chapter 11 to subchapter V may rely on Rule 1009 (a) of the Federal Rules of 
Bankruptcy Procedure (general right to amend), which allows a debtor to amend a voluntary petition as a matter of course, 
as a basis for allowing a chapter 11 debtor to elect to proceed under subchapter V until an objection has been timely filed 
and granted.8 

 When evaluating an objection to a belated subchapter V election, courts “may consider the extent to which par-
ties-in-interest have invested in the case and whether the court has entered orders that create sufficient vested property 
interests or post-petition expectations such that the application of subchapter V to those rights or expectations would 
offend ‘elementary considerations of fairness.’”9 Other courts state the applicable standard for allowing or disallowing 
an amendment of the petition to elect subchapter V as being whether (1) a creditor has suffered “prejudicial reliance”; 
(2) the amendment was filed “in bad faith [or was] fraudulent or prejudicial to creditors”; or (3) an objecting party 
“would be adversely affected by having detrimentally relied on the debtor’s initial position.”10

 Creditors should also review the debt owed by a debtor affiliate that is in chapter 11 but not eligible for subchap-
ter V. One court has determined that even if a debtor affiliate is not eligible for subchapter V, its debts are included 
in the total debt limit calculation, because “[t] he broad definition of ‘small business debtor’ in § 101 (51D) (A) is 
narrowed by subsection (B), and a debtor must satisfy both provisions to be eligible for subchapter V.”11 

 There is also debate as to whether Congress is guilty of a drafting error and inadvertently excluded from sub-
chapter V eligibility many debtors that are affiliates of an “issuer” of a security of a non-public company. The de-
bate is over whether the § 1182 (1) (B) (iii) exclusion of “any debtor that is an affiliate of an issuer” means an issuer 
that is publicly traded. However, that subsection specifically refers to the definition of an “issuer” in section 3 of 
the Securities Exchange Act of 1934, which defines an “issuer” as “any person who issues or proposes to issue 
any security.” “Security” is defined broadly in the Securities Exchange Act to include any “stock” or “investment 
contract,” and has been held not to require that the issuer be publicly traded for purposes of the exclusion.12

7 See, e.g., In re Body Transit Inc., 613 B.R. 400 (Bankr. E.D. Pa. 2020); In re Bello, 613 B.R. 894 (Bankr. E.D. Mich. 2020); In re Moore 
Props. of Pers. Cty. LLC, No. 20-80081, 2020 WL 995544 (Bankr. M.D.N.C. Feb. 28, 2020); In re Progressive Sols. Inc., 615 B.R. 894 
(Bankr. C.D. Cal. 2020).

8 See In re Body Transit Inc., 613 B.R. 400, 407 (Bankr. E.D. Pa. 2020).

9 Id. See also In re Moore Props. of Pers. Cty. LLC, No. 20-80081, 2020 WL 995544, at *1 (Bankr. M.D.N.C. Feb. 28, 2020).

10 See Gregory Funding v. Ventura, No. 20-CV-1949 (WFK), 2022 WL 1188367, at *4 (E.D.N.Y. April 21, 2022) (citing cases and applying 
standard(s)).

11 In re 305 Petroleum Inc., 622 B.R. 209, 212 (Bankr. N.D. Miss. 2020).

12 See In re Phenomenon Mktg. & Entm’t LLC at *5. This case and In re Serendipity Labs Inc., 620 B.R. 679 (Bankr. N.D. Ga. 2020), take a 
plain-meaning approach to the applicable definition of “issuer” and leave any other approach to a congressional amendment. Some have 
argued that this result flies in the face of a more inclusive congressional intent for small businesses and a more difficult analysis of what 
is a “security.” See Mark T. Power, Joseph Orbach & Christine Joh, “Not so Technical: A Flaw in the CARES Act’s Correction to ‘Small 
Business Debtor,’” XLI ABI Journal 2, 32-33, 45, February 2022, available at abi.org/abi-journal.
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Basis for Extending the Plan Filing Deadline Is Narrow, and Noncompliance with It 
Is Cause for Conversion or Dismissal

 A subchapter V debtor only has 90 days to file a plan,13 but an extension of the deadline is only available if “the 
need for the extension is attributable to circumstances for which the debtor should not justly be held accountable.”14 
The burden for obtaining such an extension is stringent and a much higher standard than the “for cause” standard 
in a traditional chapter 11 case.15 

 This strict standard reflects the goals of subchapter V to move a case forward expeditiously, keep expenses down 
and provide an accelerated path to reorganize.16 The U.S. Bankruptcy Court for the Southern District of Texas has 
established a four-factor test to determine whether the standard has been met: (1) whether the circumstances raised 
by the debtor were within its control; (2) whether the debtor has made progress in drafting a plan; (3) whether 
the deficiencies preventing that draft from being filed are reasonably related to the identified circumstances; and 
(4) whether any party-in-interest has moved to dismiss or convert the debtor’s case or otherwise objected to a 
deadline extension in any way.17 

 The failure to timely file a plan is cause for dismissal under § 1112 (b) (4) (J).18 Creditors should file a motion to 
convert or dismiss the case promptly after the 90-day deadline has expired. A plain reading of § 1189 (b) leads to 
the conclusion that cause for conversion or dismissal exists, even if a motion to extend that deadline has been filed, 
as long as the motion was not granted before the deadline expired.

Section 1111(b) Election Is a More Likely Option

 The § 1111 (b) election is more useful in subchapter V cases because the “absolute-priority rule” does not 
apply.19 If the debtor’s disposable income is significantly more than what was estimated for the plan, there is no 
requirement that any of the debtor’s unforeseen profits be paid to its creditors. This makes unsecured claims much 
less valuable. 

 One mechanism for avoiding some lost value is the § 1111 (b) election. An electing undersecured creditor 
foregoes its unsecured-deficiency claim but retains the full amount of its claim secured by its lien on the debtor’s 
collateral. While the claim would be paid without interest under § 1111 (b), this trade-off might be more attractive, 
especially if unsecured claims are to be paid little or nothing in the subchapter V case. 

 The Bankruptcy Code does not set a deadline for the § 1111 (b) election in subchapter V cases. Bankruptcy 
Rule 3014 uses the disclosure statement hearing as a possible deadline for the filing of a § 1111 (b) election, but 
a disclosure statement is not required in subchapter V. Therefore, creditors should request that the court set a 
deadline, but a creditor should not be forced to decide whether to make the election until after a plan is filed,20 as 
creditors need to know their claim treatment. One court has determined that in the absence of a deadline set by 
the court, a timely election is one that is made before any action is taken to solicit votes on the proposed plan and 

13 11 U.S.C. § 1189(b).

14 Id.

15 In re HBL SNF LLC, 635 B.R. 725, 729 (Bankr. S.D.N.Y. 2022).

16 Id.

17 In re Excellence 2000 Inc., 636 B.R. 475, 480 (Bankr. S.D. Tex. 2022); In re Baker, 625 B.R. 27, 31 (Bankr. S.D. Tex. 2020).

18 In re Online King LLC, 629 B.R. 340 (Bankr. E.D.N.Y. 2021).

19 See 11 U.S.C. § 1191 (permitting court to confirm plan as long as requirements of 11 U.S.C. § 1129 (a) are met).

20 See In re Stanley, 185 B.R. 417, 427 (D. Conn. 1995) (“The electing class ‘must know the prospects of its treatment under the plan 
before it can intelligently determine its rights under § 1111(b)’” (citing Advisory Committee Note (1983))).
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before any other steps are taken in contemplation of confirmation.21 Thus, partially secured creditors should move 
quickly after a plan has been filed to determine whether to make a § 1111 (b) election. 

Removal of the DIP

 A subchapter V debtor can be removed as the debtor in possession (DIP) “for cause.”22 This standard in 
§ 1185 (a) is the same as the standard for the appointment of a trustee or examiner as non-subchapter V cases 
in § 1104.23 An additional basis for removal is the DIP’s failure to perform the obligations of the debtor under 
a confirmed plan. If a subchapter V DIP is removed, the trustee’s duties are expanded under § 1183 (b) and the 
subchapter V trustee essentially takes on the duties of a non-subchapter V chapter 11 trustee.

 The timing of when a DIP is removed can have a significant impact on the ability of the case to survive to con-
firmation, especially if a debtor is removed before a plan has been filed. While a debtor maintains the sole right 
to file a plan, even if dispossessed, it seems less likely that a debtor would do so. However, this is not a foregone 
conclusion, and removal does not dictate conversion or dismissal, as that is a different standard (except that gross 
mismanagement is a common basis for removal and conversion or dismissal). If the plan has already been filed 
with the debtor dispossessed, presumably the debtor would continue to seek confirmation. 

Solicit the Subchapter V Trustee’s Support

 Section 1183 (a) of subchapter V provides for the appointment of a trustee for subchapter V cases. Pursuant 
to § 1183 (b), the trustee is required to (1) appear and be heard as to the value of property subject to a lien, plan 
confirmation, plan modification, and sale of property; (2) perform some of the limited duties of a chapter 7 trustee; 
and (3) facilitate the development of a consensual plan. 

 The trustee’s role to facilitate a consensual plan, along with the trustee’s obligation to appear and be heard at 
confirmation strongly suggest that creditors should feed the trustee all information needed for the trustee to reach 
the same conclusions about confirmations as the creditor has reached. This last duty is unique to subchapter V, but 
its meaning is vague. Can a trustee fulfill this duty without reaching a conclusion as to feasibility? A consensual 
plan could be a liquidation plan, and the trustee would be fulfilling this duty by facilitating such a plan. 

Consensual vs. Nonconsensual Plan 

 A debtor’s plan under subchapter V may be confirmed as a consensual plan pursuant to § 1191 (a) or as a non-
consensual plan under § 1191(b). A plan is considered nonconsensual if a class of claims does not approve the 
plan.24 A consensual plan is one that meets all of the requirements of § 1129 (a), other than § 1129 (a) (15).25 There 
are distinct advantages to a debtor that is able to confirm a consensual plan, so there is opportunity for a secured 
creditor to obtain concessions from the debtor for it to achieve a consensual plan. Confirmation of a consensual 

21 In re VP Williams Trans LLC, No. 20-10521 (MEW), 2020 WL 5806507, at *7 (Bankr. S.D.N.Y. Sept. 29, 2020).

22 11 U.S.C. § 1185(a).

23 See In re Peak Serum Inc., 623 B.R. 609, 614 n.1 (Bankr. D. Colo. 2020) (“[W] here cause would exist to appoint a Chapter 11 trustee in 
a standard Chapter 11 case, Subchapter V affords parties-in-interest comparable remedies, including removal of the [DIP].”).

24 11 U.S.C. § 1191(b).

25 11 U.S.C. § 1191(a) (11 U.S.C. § 1129(a)(15) only has reference to individual debtors).
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plan benefits a debtor in three important ways: (1) the termination of the subchapter V trustee26; (2) discharge at 
confirmation27; and (3) the exclusion of post-petition property from the bankruptcy estate.28

 A nonconsensual plan continues the subchapter V trustee’s appointment, and the trustee is charged with ad-
ministering plan payments. This watchdog effect significantly benefits creditors, but it burdens the debtor with 
continual subchapter V trustee fees.

 The inclusion of post-petition property in property of the estate29 in a nonconsensual plan results in the auto-
matic stay being applicable as to that property,30 but the debtor will need to obtain court approval to use estate 
property outside the ordinary course of business. Debtors will likely prefer to have post-petition property excluded 
from the estate to avoid this situation. A debtor that is anxious to move on from bankruptcy should be willing to 
negotiate concessions with its creditors to obtain a consensual plan. 

 A nonconsensual plan must be “fair and equitable” in its treatment of claims,31 but “fair and equitable” has 
its own meaning in subchapter V cases. To be fair and equitable to secured creditors, a nonconsensual plan must 
satisfy the requirements of § 1129 (b) (2) (A). However, unless the court finds that the debtor will be able to make 
all plan payments under the plan, the plan must also provide “appropriate remedies” to protect holders of claims 
and interests in the event that plan payments are not made.32 Such default remedies should provide more certainty 
or prompt remedies to creditors such as (1) relief from stay (if needed) upon default without the need for a motion 
and hearing; (2) retention of and therefore the ability to promptly enforce foreclosure judgments already obtained 
or other remedies available to creditors under state law; or (3) automatic conversion to chapter 7.

26 11 U.S.C. § 1183(c)(1).

27 See 11 U.S.C. § 1181(c) (providing that with nonconsensual plan, there is no immediate discharge pursuant to 11 U.S.C. § 1141(d); 
fair-and-equitable rule of § 1129 (b) is replaced by § 1191 (c)).

28 11 U.S.C. § 1186.

29 Id.

30 11 U.S.C. § 362(a)(3).

31 11 U.S.C. § 1129(b)(2)(A).

32 11 U.S.C. § 1191(c)(3)(B).
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On Feb. 19, 2020, the Small Business Reorganization Act (SBRA)1 became effective and dramatically 
changed the way most chapter 11 small business debtors reorganize. The SBRA has resulted in a more 
efficient and cost-effective process for distressed small business owners and creditors alike2 that, by all 

current measures, works as Congress intended.3 

 Consistent with its mission to promote the integrity and efficiency of the bankruptcy system, the U.S. Trustee 
Program (USTP) plays an important and active role in the administration of subchapter V cases.4 U.S. Trustees 
not only select and supervise subchapter V trustees,5 they also enforce bankruptcy laws and ensure that those 
involved in the subchapter V process, including debtors, creditors, attorneys and other professionals, fulfill their 
legal obligations. 

 This article highlights several significant legal issues that have arisen since the SBRA became effective, and 
details the USTP’s interpretative and enforcement efforts. In particular, subchapter V confers significant benefits 
on the debtor, including eliminating a creditors’ committee unless the court directs the appointment for cause, and 
allowing the owners of the business to retain their interests and confirm a plan without paying a dissenting class 
of creditors in full. Thus, the USTP works to preserve the integrity of the bankruptcy process and prevent abuse 
by ensuring that debtors who elect subchapter V satisfy the statutory requirements for eligibility. The USTP also 
provides guidance to subchapter V trustees, including on the timing of termination after confirmation and on the 
ability to receive retainer payments.

Subchapter V Debtor-Eligibility Requirements

 To be eligible to proceed under the SBRA, a debtor must be a person6 (1) engaged in commercial or business 
activities; (2) whose primary activity is not the business of owning single-asset real estate (SARE); (3) with aggre-
gate noncontingent, liquidated secured and unsecured debts at filing not exceeding the debt limit of $7.5 million7 

1 Pub. L. No. 116-54, 133 Stat. 1079 (codified in 11 U.S.C. §§ 1181-1195 and scattered sections of 11 U.S.C. and 28 U.S.C.).

2 These SBRA cases will be referred to as subchapter V cases in the body of this article.

3 The USTP’s data reflects that through June 30, 2022, nearly 4,000 debtors have elected subchapter V, and these cases have been confirmed at 
twice the rate and dismissed at half the rate of other small business cases. In addition, the median time to confirmation has been four months 
faster for subchapter V cases than for other small business cases, and approximately 70 percent of confirmed plans in these subchapter V 
cases have been consensual.

4 Chapters 1-4, United States Trustee Program Legal Manual.

5 11 U.S.C. § 1183(a) and 28 U.S.C. § 586.

6 The term “person” generally includes individuals, partnerships and corporations. 11 U.S.C. § 101 (41).

7 Under the Bankruptcy Threshold Adjustment and Technical Corrections Act, Pub. L. No. 117-151, 136 Stat. 1298, the debt limit was 
raised to $7.5 million through June 20, 2024, after which the debt limit will revert to the amount previously applicable under 11 U.S.C. 
§ 101 (51D), which is approximately $2.7 million.
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(excluding debts owed to one or more affiliates or insiders); and (4) having debts, of which 50 percent or more 
arise from commercial or business activities.8 In addition, such a debtor does not include the following: (1) any 
member of a group of affiliated debtors that has aggregate noncontingent, liquidated secured and unsecured debts 
that do not exceed the debt limit of $7.5 million (excluding debts owed to one or more affiliates or insiders); (2) any 
debtor that is a publicly traded corporation; or (3) any debtor that is an affiliate of a publicly traded corporation.9

 Although new to subchapter V, some of these statutory requirements utilize definitions long seen elsewhere. For 
example, the exclusion for holders of SARE means that the existing body of law on SARE debtors directly informs 
subchapter V eligibility determinations. Therefore, the USTP has objected to improper subchapter V designations 
from SARE debtors when necessary to uphold the eligibility limitations imposed by Congress.10 

“Engaged in Commercial or Business Activities” as a Present Requirement

 In enacting the SBRA, Congress specifically intended to support “[s] mall businesses — typically family-owned 
businesses, startups, and other entrepreneurial ventures [that] form the backbone of the American economy.”11 
Congress designed the SBRA to allow debtors “to remain in business, which not only benefits the owners, but 
employees, suppliers, customers, and others who rely on that business.”12 Consequently, the law expressly requires 
that a subchapter V debtor be “engaged in commercial or business activities.” 

 Consistent with the plain meaning and well-worn interpretations of similar language in other statutes, the 
USTP’s position is that eligibility requires present commercial or business activities. In other words, the mere fact 
that a debtor once engaged in such business before the petition date does not itself satisfy the law’s eligibility re-
quirements. The USTP litigates to uphold this standard by objecting to and moving to strike improper subchapter V 
designations when necessary.13

 Most courts have adopted the USTP’s balanced interpretation and have held that a debtor must be presently en-
gaged in commercial or business activities at filing to proceed under subchapter V.14 In the first prominent decision 
addressing the issue,15 the bankruptcy court agreed with the USTP and expressly departed from earlier contrary 
decisions.16 There, the court held that debtors who sold a business and had no intention to return to it were ineli-
gible. Unlike the earlier decisions, the court confronted the fact that several existing Bankruptcy Code provisions 
(such as 11 U.S.C. § 101 (19A)’s definition of “family fisherman”) and numerous other federal statutes use similar 
“engaged in” language, which courts have consistently interpreted to require current and active involvement under 
a plain-meaning analysis.17 Any other interpretation “renders the phrase ‘engaged in commercial or business activi-
ties’ superfluous” because 11 U.S.C. § 1182 (1) (A) separately specifies that the relevant debts arise from commercial 

8 11 U.S.C. § 1182(1)(A).

9 11 U.S.C. § 1182(1)(B).

10 See, e.g., In re Manhattan Student Housing, No. 22-20010-11 (Bankr. D. Kan. filed Jan. 10, 2022).

11 H.R. Rep. No. 116-171, at 1 (2019).

12 Id. at 4 (internal quotations omitted).

13 See infra.

14 In re RS Air LLC, 638 B.R. 403, 409 (B.A.P. 9th Cir. 2022).

15 In re Thurmon, 625 B.R. 417 (Bankr. W.D. Mo. 2020) (retired owners of closed pharmacies were not “engaged” in business at filing and 
therefore were not eligible to be subchapter V debtors).

16 In re Wright, 2020 WL 2193240 (Bankr. D.S.C. 2020); In re Bonert, 619 B.R. 248 (Bankr. C.D. Cal. 2020); In re Blanchard, 2020 WL 
4032411 (Bankr. E.D. La. 2020).

17 Thurmon, 625 B.R. at 421-23.
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or business activities.18 Fortunately for the debtors, the finding of ineligibility did not preclude reorganization under 
chapter 11’s non-subchapter V provisions.19

 Even as a present requirement, courts have also confronted difficult factual questions in determining whether 
a debtor is engaged in commercial or business activities. While some have concluded that the presence of wind-
down activities may alone suffice,20 the USTP rejects the notion that any economic activity equates to engagement 
in commercial or business activities. For example, the USTP successfully moved to strike the subchapter V desig-
nation of an individual debtor who was working as a full-time employee for a business she did not own following 
the shuttering of several prior business enterprises that she had no intention of reactivating.21 In agreeing with the 
USTP, the court rejected contrary dicta and stated that it “does not believe that in common language an individual 
who has a job as an employee for someone else would be understood as thereby engaging in a commercial or 
business activity.”22 The court rightly observed that any broader reading of the phrase “threatens to virtually drain 
it of any meaning.”23 

 These examples provide a mere sampling of the eligibility disputes that have arisen since the SBRA’s enact-
ment. Other debtors have sometimes taken aggressive and untested positions on other eligibility requirements, 
such as companies who enter subchapter V with ties to larger corporate conglomerates and large debts owed to 
affiliates. The USTP will continue meeting its watchdog role in the bankruptcy system by reviewing the facts in 
each case and taking a balanced approach to ensure that subchapter V remains open for the small businesses that 
Congress intended to support. 

Termination of Subchapter V Trustees After Confirmation

 The USTP adheres to the Code’s clear rules in determining when a subchapter V trustee is terminated in a case. 
The timing generally turns on whether the court confirmed a consensual plan under § 1191 (a) or a nonconsensual 
plan under § 1191 (b). The trustee’s services terminate upon the substantial consummation of a consensual plan.24 
By contrast, the Code requires that the trustee remain in place for the life of every nonconsensual plan.25 This is 
true even when a nonconsensual plan’s terms or confirmation order relieves the trustee from the obligation to make 
plan payments.26 In those cases, trustees must ensure that debtors commence making timely plan payments27 and 
be heard on any efforts to modify the plan after confirmation.28 These trustees also must remain in service in the 
event that a debtor fails to perform on its plan obligations and is removed from possession as provided by statute.29 
By only providing for a trustee’s reappointment in cases with consensual plans,30 Congress presumed that the Code 
already dictated that trustees remain in service in all other cases. For all of these reasons, the USTP insists that 
subchapter V trustees remain in place until the completion of every nonconsensual plan.

18 Id. at 423.

19 Id. at 424-25.

20 See, e.g., In re Ikalowych, 629 B.R. 261 (Bankr. D. Colo. 2021); In re Offer Space LLC, 629 B.R. 299 (Bankr. D. Utah 2021).

21 In re Rickerson, 636 B.R. 416 (Bankr. W.D. Pa. 2021).

22 Id. at 426.

23 Id.

24 11 U.S.C. § 1183(c)(1).

25 11 U.S.C. § 1183(b).

26 11 U.S.C. § 1194(b).

27 11 U.S.C. § 1183(b)(3)(C).

28 11 U.S.C. § 1183(b)(4).

29 11 U.S.C. § 1185(a) (“[The] court shall order that the debtor shall not be a debtor in possession for cause, including ... failure to perform 
the obligations of the debtor under a plan.”).

30 11 U.S.C. § 1183(c)(1).
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Retainers for Subchapter V Trustees

 The USTP has separately worked to develop consistent and predictable guidance to subchapter V trustees so 
that they may receive compensation for their important work. To that end, the USTP’s Chapter 11 Legal Manual31 
sets forth its legal position on compensating case-by-case subchapter V trustees:32

Subchapter V case-by-case trustees are compensated through section 330 (a) (1) (A), which allows for “rea-
sonable compensation for actual, necessary services rendered by the trustee ... and by any paraprofessional 
person employed by any such person.” The trustee may also be reimbursed for “actual, necessary expenses” 
pursuant to section 330 (a) (1) (B). 

These section 330 compensation provisions apply regardless of whether the case-by-case trustee makes 
disbursements of estate funds. [The] SBRA specifically excludes all subchapter V trustees from sec-
tion 326 (a), which sets limits on other chapter 11 trustees’ compensation based on the moneys they disburse 
or turn over. Pub. L. No. 116-54, § 4 (a) (4) (A). And subchapter V case-by-case trustees are not subject to 
the section 326 (b) limitation of compensation to 5 percent of plan payments that is applicable to standing 
chapter 12 and 13 case trustees. See 11 U.S.C. § 326 (b), as amended by Pub. L. No. 116-54, § 4(a)(4)(B).33 

 Of course, subchapter V trustees will only be paid in cases if sufficient funds exist to pay them. Attempts to 
address this concern have involved providing subchapter V trustees with reasonable retainers or advance payments 
during the case to ensure that funds will be available to pay them, especially if the debtor is later determined to be 
ineligible to proceed under subchapter V, or the case gets dismissed. 

 Just as trustee fees must be reasonable, retainers likewise must be reasonable and comport with the law. The 
USTP offers the following parameters when determining trustee retainers:

1. Subchapter V trustee retainers or advanced payments should be approved by the court or by local rule. Be-
cause professional fees must be approved by the court under § 330, so should advance payments or retainers 
to trustees. Some courts have entered scheduling or standing orders to require debtor’s counsel to pay monthly 
retainers to subchapter V trustees as a condition of operation,34 and some have also required that debtors include 
anticipated trustee fees in cash-collateral budgets or pay the fees as a condition of dismissing a case. 

2. A retainer or advanced payment should not be in an amount that adversely affects the debtor’s cash flow 
or its ability to reorganize. Subchapter V is intended to allow “debtors to file [for] bankruptcy in a timely, 
cost-effective manner.”35 Paying trustee retainers or advanced fees that are prohibitive to a debtor’s ability to 
reorganize would defeat this purpose. 

31 Section 3-17.15.2, United States Trustee Program Legal Manual, available at justice.gov/ust/file/volume_3_chapter_11_case_adminis-
tration.pdf/download (unless otherwise specified, all links in this article were last visited on Oct. 4, 2022).

32 While the statute permits the USTP to appoint standing or case trustees, the USTP has only appointed case trustees.

33 Section 326 (b) provides, in part, that the court may allow reasonable compensation to case trustees in chapter 12 and 13 cases, not to 
exceed 5 percent upon all payments under the plan. The SBRA amended § 326 (b) to make it clear that the court may not award compen-
sation to subchapter V standing trustees under § 330 (a), but the SBRA did not further revise § 326 (b) to provide that the 5 percent cap on 
plan payments expressly applies to subchapter V case-by-case trustees. Instead, the 5 percent cap remains effective only as to chapter 12 
and 13 case-by-case trustees appointed under §§ 1202 (a) and 1302 (a), respectively. As a result, there appears to be no express statutory 
limit on the compensation that can be awarded to subchapter V case-by-case trustees beyond the general “reasonableness” requirement 
imposed by § 330 (a).

34 See, e.g., Order Prescribing Procedures in Chapter 11 Subchapter V Case, Setting Deadline for Filing Plan, and Setting Status 
Conference (Bankr. M.D. Fla.).

35 H.R. Rep. No. 116-171, at 4.
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3. Retainers should not be drawn down by the subchapter V trustee without court approval and should be de-
posited in a trust account and remain property of the estate until fees are paid. Just like for any other estate-paid 
professional, retainers remain property of the estate until the court approves a corresponding fee request under 
§ 330.

4. Trustee retainers or advanced payments should not keep the debtor from paying administrative expenses 
over time in the case of a nonconsensual plan under § 1191 (e). One advantage given to a subchapter V debtor 
that confirms a nonconsensual plan is to allow the payment of certain administrative expenses over a period of 
time extending beyond the effective date. Therefore, requiring the debtor to pay significant monthly retainers 
or trustee fees may obviate or infringe upon these rights. 

Taken together, these guideposts promote the dual goals of ensuring that subchapter V trustees receive payment 
for their important work while maintaining professional accountability consistent with statutory requirements. 

Conclusion

 The USTP has undertaken extensive efforts to support the SBRA through the development of robust guidance 
and through litigation when necessary. The USTP will continue to monitor this new law’s progress, analyze case 
data and adjust as appropriate to ensure that subchapter V practice adheres to the plain meaning and the overall 
objectives dictated by Congress. To these ends, the USTP has started posting a public report with SBRA case data 
that will be updated regularly.36 

36 To view the most recent subchapter V public report, see justice.gov/ust/chapter-11-information.
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E. Multiple Levels of Responsibility for Subchapter V Trustees

ABI Journal
November 2022

Stephen W. Sather
Barron & Newburger, PC
Austin, Texas

When Congress enacted subchapter V of chapter 11, it created a unique type of trustee. Chapter 7 trust-
ees are responsible for liquidating assets and paying creditors.1 Chapter 12 and 13 trustees receive and 
disburse funds while also making sure that the debtor complies with his/her obligations.2 A trustee 

under legacy chapter 11 replaces the debtor in possession (DIP) and takes over the responsibility to file a plan or 
otherwise get creditors paid.3

 A subchapter V trustee can have varying roles depending on the case. In most cases, the subchapter V trustee 
is a facilitator who tries to help parties achieve a consensual plan. A subchapter V trustee may also act as dis-
bursing agent under a plan or take on an investigatory role if ordered by the court. Finally, a subchapter V trustee 
can replace the DIP but with the important limitation that he/she cannot propose a plan. This article looks at the 
responsibilities of the subchapter V trustee at each of the four levels.

 The duties of a subchapter V trustee are set out in § 1183.4 There are seven, but not all apply in every case, and 
there are some additional duties contained elsewhere in the Bankruptcy Code. Because the duties of a subchapter V 
trustee are derived from the duties of other trustees, it is necessary to trace the cross-references in the Code.

A Subchapter V Trustee’s Regular Duties

 There are some duties that apply in every case, including:

1. Perform the duties specified in paragraphs (2), (5), (6), (7) and (9) of section 704 (a) of the Bankruptcy Code.5 
The cross-referenced sections require the trustee to: 

(2) be accountable for all property received;6 

(5) if a purpose would be served, examine proofs of claims and object to the allowance of any claim 
that is improper;7 

(6) if advisable, oppose the discharge of the debtor;8 

1 11 U.S.C. § 704(b).

2 11 U.S.C. §§ 1202, 1302.

3 11 U.S.C. § 1106.

4 11 U.S.C. § 1183.

5 11 U.S.C. § 1183(b)(1).

6 11 U.S.C. § 704(b)(2).

7 11 U.S.C. § 704(b)(5).

8 11 U.S.C. § 704(b)(6).
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(7) unless the court orders otherwise, furnish such information concerning the estate and the estate’s 
administration as is requested by a party in interest;9 and 

(9) make a final report and file a final account of the administration of the estate with the court and 
with the United States [T] rustee.10 

2. Appear and be heard at the status conference under section 1188 of this title and any hearing that con-
cerns —

(A) the value of property subject to a lien; 

(B) confirmation of a plan filed under this subchapter; 

(C) modification of the plan after confirmation; or 

(D) the sale of property of the estate.11 

3. Ensure that the debtor commences making timely payments required by a plan confirmed under this 
subchapter.12

4. If there is a claim for a domestic-support obligation with respect to the debtor, perform the duties specified 
in section 704 (c) of this title.13 Section 704 (c) is complicated. It is triggered if the debtor owes a domes-
tic-support obligation. This would only apply to an individual debtor. 

5. Facilitate the development of a consensual plan of reorganization.14

 Except in the case where a debtor owes a domestic-support obligation, the basic duties of the subchapter V 
trustee are to appear and be heard at various hearings and facilitate confirmation of a consensual plan. The added 
duties with regard to domestic-support obligations appear to be limited to providing certain notices at the outset 
of the case.

Disbursing Agent

 In addition to the duties in § 1183,15 § 1194 (b)16 provides that if the plan is confirmed under § 1191 (b)17 (i.e., 
if the plan is not accepted by all classes), “except as otherwise provided in the plan or in the order confirming 
the plan, the trustee shall make payments to creditors under the plan.” Thus, a subchapter V trustee may also act 
as a disbursing agent under a nonconsensual plan. This additional duty is apparently intended to provide further 
protection to creditors if the creditors do not consent to the plan. However, it is not mandatory as shown by the 
“except as otherwise provided” language. 

9 11 U.S.C. § 704(b)(7).

10 11 U.S.C. § 704(b)(9).

11 11 U.S.C. § 1183(b)(3).

12 11 U.S.C. § 1183(b)(4).

13 11 U.S.C. § 1183(b)(6).

14 11 U.S.C. § 1183(b)(7).

15 11 U.S.C. § 1183(b).

16 11 U.S.C. § 1194(b).

17 11 U.S.C. § 1191(b).
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Investigatory Trustee

 The trustee may also be vested with investigatory powers. Under 11 U.S.C. § 1183 (b) (2), the trustee shall 
perform the duties specified in paragraphs (3), (4) and (7) of § 1106 (a) “if the court, for cause and on request of a 
party-in-interest, the trustee or the [U.S.] Trustee, so orders.” The duties defined in § 1106 (a) include the following:

(3) except to the extent that the court orders otherwise, investigate the acts, conduct, assets, liabilities, and 
financial condition of the debtor, the operation of the debtor’s business and the desirability of the continu-
ance of such business, and any other matter relevant to the case or to the formulation of a plan;18

(4) as soon as practicable —

(A) file a statement of any investigation conducted under paragraph (3) of this subsection, including 
any fact ascertained pertaining to fraud, dishonesty, incompetence, misconduct, mismanagement, 
or irregularity in the management of the affairs of the debtor, or to a cause of action available to the 
estate; and

(B) transmit a copy or a summary of any such statement to any creditors’ committee or equity security 
holders’ committee, to any indenture trustee, and to such other entity as the court designates;19

(7) after confirmation of a plan, file such reports as are necessary or as the court orders.20

 Thus, the subchapter V trustee may be authorized to investigate the debtor and file a report with the court. The 
investigatory powers can be understood as complementary to the power to arrive at a consensual plan. By inves-
tigating issues relating to the debtor’s conduct and filing a report with the court, the subchapter V trustee may 
help the parties arrive at a consensual plan (or, conversely, may indicate the need for the case to be dismissed or 
converted). 

 These additional investigatory duties can only be imposed by the court for cause shown. However, the 
request for expanded powers may be made by a party-in-interest, the trustee or the U.S. Trustee. Most of the 
cases discussing the investigatory trustee bemoan the fact that no party-in-interest requested that the court 
grant these powers.21 As a result, a subchapter V trustee who sees the need for an investigation should not be 
reluctant to request these responsibilities. 

Trustee in Possession 

Enumerated Powers

 Ultimately, the subchapter V trustee may serve as the trustee in possession. Under 11 U.S.C. § 1183 (b) (5), “if 
the debtor ceases” to be a DIP, the subchapter V trustee “shall perform the duties specified in section 704 (a) (8) 
and paragraphs (1), (2), and (6) of section 1106 (a) of this title, including operating the business of the debtor.”22 To 
make things more complicated, § 1106 (a) (1) is itself a cross-reference to duties under § 704. To avoid duplication, 
the duties under § 704 (a) are grouped together below. The duties derived from § 704(a) are as follows:

18 11 U.S.C. § 1106(a)(3).

19 11 U.S.C. § 1106(a)(4).

20 11 U.S.C. § 1106(a)(7).

21 In re Robinson, 628 B.R. 168 (Bankr. D. Kan. 2021); In re Ozcelebi, 2022 Bankr. LEXIS 854 (Bankr. S.D. Tex. 2022).

22 11 U.S.C. § 1183(b)(5).
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(2) be accountable for all property received; 

(5) if a purpose would be served, examine proofs of claim and object to the allowance of any claim that is 
improper; 

(7) unless the court orders otherwise, furnish such information concerning the estate and the estate’s admin-
istration as is requested by a party-in-interest; 

(8) if the business of the debtor is authorized to be operated, file with the court, with the United States 
[T] rustee, and with any governmental unit charged with responsibility for collection or determination of any 
tax arising out of such operation, periodic reports and summaries of the operation of such business, including 
a statement of receipts and disbursements, and such other information as the United States [T] rustee or the 
court requires; 

(9) make a final report and file a final account of the administration of the estate with the court and with the 
United States [T] rustee; 

(10) if with respect to the debtor there is a claim for a domestic-support obligation, provide the applicable 
notice specified in subsection (c); 

(11) provide certain notices to participants under [Employee Retirement Income Security Act] plans; and 

(12) use all reasonable and best efforts to transfer patients from a health care business that is in the process 
of being closed to an appropriate health care business.

 Note that some of these are already duties of a subchapter V trustee. However, in the process of cross-referenc-
ing, some duties are mentioned multiple times. In addition, the cross references to § 1106 identify the following 
duties:

(2) if the debtor has not done so, file the list, schedule, and statement required under section 521 (a) (1);23 [and]

(6) for any year for which the debtor has not filed a tax return required by law, furnish, without personal 
liability, such information as may be required by the governmental unit with which such tax return was to 
be filed, in light of the condition of the debtor’s books and records and the availability of such information.24

 Finally, § 1183 (b) (5) adds the responsibility of “operating the business of the debtor.” While this language 
is introduced by the qualifier “including” as though operating the business of the debtor is included in the other 
subsections incorporated, it seems to be an independent duty provided in subchapter V.

Omitted Powers

 There are some notable powers that are not vested in the authority of the subchaper V trustee in possession. 
The omitted powers from § 704 (b) include:

(1) collect and reduce to money the property of the estate for which such trustee serves, and close such estate 
as expeditiously as is compatible with the best interests of parties-in-interest;25 

23 11 U.S.C. § 1106(a)(2).

24 11 U.S.C. § 1106(a)(6).

25 11 U.S.C. § 704(a)(1).
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(4) investigate the financial affairs of the debtor;26 [and]

(6) if advisable, oppose the discharge of the debtor.27

 The omitted duties from § 1106 (a) include the investigatory duties under § 1106 (a) (3) and (a) (4), which have 
been previously discussed, and “(5) as soon as practicable, file a plan under section 1121 of this title, file a report 
of why the trustee will not file a plan, or recommend conversion of the case to a case under chapter 7, 12, or 13 of 
this title or dismissal of the case.”28

 The omission with respect to investigatory powers is not so much omitted duties as they are “à la carte” duties 
that can be vested in an appropriate case. Thus, the real duties that are omitted are the duties to liquidate the assets 
of the estate and to file a plan. The fact that the trustee cannot file a plan is reinforced by 11 U.S.C. § 1189 (a), 
which states that only the debtor may file a subchapter V plan.29

Gray Areas

 There are some gray areas. A subchapter V trustee in possession is authorized to operate the debtor’s business 
but is not authorized to “collect and reduce to money the property of the estate.”30 Does that mean that the sub-
chapter V trustee in possession may not file a motion to sell assets? Section 363 allows the “trustee” to use, sell or 
lease property of the estate. The term “trustee” is not defined. Does that mean that the trustee-in-possession may 
sell assets? 

 There are several cases where the debtor has been removed as DIP where the court’s stated purpose was to 
allow the subchapter V trustee in possession to liquidate assets.31 Thus, a subchapter V trustee in possession may 
perform those duties available to trustees. This would include assuming or rejecting contracts under § 365 and 
incurring credit under § 364. A subchapter V trustee may also file a motion to compromise under Rule 9019 of the 
Federal Rules of Bankruptcy Procedure.32 Not allowing the subchapter V trustee in possession to exercise these 
basic functions would cripple the trustee-in-possession so much that there would be limited utility to the remedy.

 May a subchapter V trustee move to convert the case to chapter 7? The ability to convert a case is one of the 
powers granted to a regular chapter 11 trustee that was not granted to a subchapter V trustee.33 However, both 
logic and common practice suggest that a subchapter V trustee may move to dismiss or convert a case. If a case 
has reached a dead end, the subchapter V trustee should not be left powerless waiting for someone else to file a 
motion to dismiss or convert.

 May a subchapter V trustee amend the petition to remove the subchapter V designation, then proceed under a 
regular chapter 11? The trustee is only given the power to file lists, schedules and statements if the debtor has not 
done so.34 The trustee is certainly not given the power to file a petition, since only a debtor can do that. However, 
Bankruptcy Rule 1009 states that the debtor may amend a voluntary petition, list, schedule or statement “as a matter 

26 11 U.S.C. § 704(a)(4).

27 11 U.S.C. § 704(a)(6).

28 11 U.S.C. § 1106(a)(5).

29 In re Body Transit Inc., 613 B.R. 400 (Bankr. S.D. Tex. 2020).

30 11 U.S.C. § 704(a)(1).

31 In re Young, 2021 Bankr. LEXIS 765 (Bankr. D.N.M. 2021); In re Pittner, 2022 Bankr. LEXIS 292 (Bankr. D. Mass. 2022).

32 In re Micron Devices LLC, 2021 Bankr. LEXIS 1377 (Bankr. S.D. Fla. 2021).

33 Section 1106(a)(5) is not one of the powers granted to a subchapter V trustee in possession. It includes both the power to file a plan and 
the power to move to dismiss or convert the case.

34 11 U.S.C. § 1106(a)(2).
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of course.” It goes on to state, “On motion of a party-in-interest, after notice and a hearing, the court may order 
any voluntary petition, list, schedule or statement to be amended and the clerk shall give notice of the amendment 
to entities designated by the court.” The subchapter V trustee is certainly a “party in interest” and would therefore 
have the authority to ask the court for permission to amend the petition to opt out of subchapter V, even though 
this is not an enumerated power of the subchapter V trustee in possession.

Conclusion

 While the most common use of the subchapter V trustee is to facilitate a consensual plan, the Bankruptcy Code 
contemplates a sliding scale where additional responsibilities may be granted to the trustee. The court, parties and 
subchapter V trustee should consider these tools when evaluating how to solve problems in a particular subchap-
ter V case.
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Chapter  10

DISPUTE RESOLUTION: 
ARBITRATION AND MEDIATION

“You can’t always get what you want, but if you try sometimes, 
you might find, you get what you need.” ~ The Rolling Stones

Both in and out of court, the employment of dispute-resolution tools can determine the trajectory of a conflict. 
Their use (or misuse) can lead to an expedient and favorable outcome, or produce costly and undesirable 
results. The authors in this chapter help industry professionals navigate mediation and arbitration matters 

in bankruptcy disputes. They discuss situations in which settlement during mediation is mandatory, persistent am-
biguity on mediation confidentiality due to the lack of a national standard, and the tension that is created between 
obligations under the Federal Arbitration Act and the Bankruptcy Code.
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A. Remedies for Refusing to Consummate a Settlement 
Agreement Reached at Mediation

ABI Journal
June 2021

Leslie A. Berkoff
Moritt Hock & Hamroff LLP
New York

Edward L. Schnitzer
Montgomery McCracken Walker & Rhoads LLP
New York

Raising an allegation that a party has not participated in the mediation process in good faith has historically 
been a sensitive hot-button issue for mediators, parties, and even the courts. In fact, even on occasions 
where the charge is made and the question has been posed to a court, courts have generally been reluctant 

to find bad faith at a mediation unless there is some clear objective line that one of the parties crossed, such as a 
failure to appear, failure to have a party representative with knowledge or authority attend, or a failure to provide 
a mediation statement. Courts regularly make clear that while mediation may be mandatory, settling at a mediation 
is not. However, what if parties have reached some form of agreement at mediation, then refuse to move forward 
to consummate the same? Is that also bad faith? What will courts do in such a scenario?

 At the outset, let’s consider the leading example of a court’s reluctance to find bad faith (or a lack of good faith) 
in In re A.T. Reynolds & Sons Inc.1 In that case, the mediator “submitted a report to the bankruptcy court detailing 
the allegations of bad faith,” including 11 specific allegations concerning one of the parties.2 Those allegations 
included certain actions of the party: (1) objecting to the topics to be covered in mediation; (2) demanding to know 
the identities of who would attend the mediation; (3) suggesting the mediation would be a waste of everybody’s 
time; (4) sending a junior representative and junior counsel; (5) attending mediation without an open mind or 
willingness to compromise; (6) being unwilling to listen at mediation; (7) threatening to never use the mediator’s 
services again if he reported any bad faith, and (8) refusing to make a settlement offer until after a bad-faith hearing 
in court.3 

 Based on those details and the evidence presented at a hearing, the bankruptcy court found that the offending 
party’s “dilatory and obstructive behavior” was evidence of a “fail [ure] to participate in the mediation in good 
faith.”4 The bankruptcy court held that such failure amounted to contempt of court and issued sanctions requiring 
the offending party to “bear the costs of the Mediation, including the costs of the Mediator and the other Mediation 
Parties to attend.”5

 Upon appeal, the U.S. District Court for the Southern District of New York reversed the bankruptcy court’s 
sanctions and contempt orders, finding that the sanctions order was an abuse of discretion and the contempt order 
was unjustified.6 The crux of the district court’s decision was that the alleged offending party complied with all 
objective requirements of the applicable mediation order and that a failure to settle did not equate to a lack of good 
faith, as the party “was within its rights to enter the mediation with the position that it would not make a settlement 

1 452 B.R. 374 (S.D.N.Y. 2011).

2 Id. at 379.

3 See In re A.T. Reynolds & Sons Inc., 424 B.R. 76, 80 (Bankr. S.D.N.Y. 2010).

4 Id. at 95.

5 Id.

6 In re A.T. Reynolds, 452 B.R. at 385.



AmericAn BAnkruptcy institute

254

offer.”7 The district court also expressed significant concern with “[i] nquiring into the parties’ level of participation” 
at the mediation, as such inquiry could “imperil ... the confidentiality of mediation.”8

 More recently, Hon. Gregory L. Taddonio of the U.S. Bankruptcy Court for the Western District of Penn-
sylvania addressed a question of whether a party’s refusal to consummate an agreement constituted bad faith in 
In re Jones.9 The mediation at issue in Jones concerned an action by the chapter 7 trustee to avoid the transfer of 
the debtor’s sole interest in his house to himself and his wife as tenants by the entirety. After the court ordered 
mediation at the defendant’s request, mediation took place and ended with the mediator filing a certification of 
completion “verifying that the Defendants reached an agreement with the trustee.”10 

 After a settlement stipulation had not been filed, the court entered an order to show cause. In their response, the 
debtor and his wife “admitted [that] they reached an agreement with the trustee, but they did not want their attorney 
to memorialize it.”11 The court determined that mediation was unsuccessful but held a hearing to determine whether 
the parties failed to “make a good-faith effort” to reach a settlement.12 The court explained that while “sanctions 
issued under a Court’s inherent authority usually need a determination of bad faith, evaluating good faith under 
Rule 16 (f) does not require such an affirmative finding.”13 Judge Taddonio explained as follows:

Mediating parties must act in good faith. The question here is whether the Defendants ... did so. In general, 
they demanded and engaged in mediation with the chapter 7 trustee but, after an agreement was reached, 
declined to memorialize it. Instead, the Defendants tried to re-negotiate the settlement before ultimately 
abandoning it [altogether].14

 In imposing sanctions,15 the court held that the defendant’s actions “were not substantially justified and dis-
play a lack of good faith,” therefore sanctions were necessary to “reimburse the trustee for this wasted effort.”16 
In particular, the court held that the defendants’ actions “delayed the adjudication of this adversary proceeding 
and multiplied the number of hearings [that] the trustee had to attend and responses [that] he was required to file, 
unnecessarily squandering the resources of the Court and this estate.”17 

 While Judge Taddonio ordered sanctions relating to conduct at mediation relating to a settlement, he made it 
clear that he did not disagree with one of the fundamental holdings of A.T. Reynolds: “To be clear, the Court is not 
sanctioning the Defendants for a failure to come to an agreement. Rather, their refusal to memorialize the agree-
ment they actually reached along with their pre- and post-mediation conduct informs the Court’s decision.”18

7 Id. at 382.

8 Id. at 383.

9 2021 WL 3148959 (Bankr. W.D. Pa. July 26, 2021).

10 Id. at *2.

11 Id.

12 Id. at *3.

13 Id.

14 Id. at *1.

15 As of January 2022, the amount of sanctions had not yet been finally determined.

16 Id. at *5. 

17 Id.

18 Id.
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Alternatives to Finding Bad Faith?

 In Jones, “[r] ather than enforce an agreement that was never defined, the Court determined that mediation was 
essentially unsuccessful.”19 By not enforcing the settlement, the litigation continued, requiring the court to rule on 
the trustee’s motion for summary judgment. Are there alternatives for courts to consider as opposed to rendering 
a finding of bad faith? In Shinhan Bank v. Lehman Brothers Holdings Inc., the bankruptcy court, district court and 
court of appeals explored the alternative approach: enforcing the settlement reached at mediation.

 In Shinhan Bank v. Lehman Brothers Holdings Inc., the parties were referred to mediation while a motion to 
dismiss was pending. The parties had a settlement conference with a mediator in which a mediation proposal was 
made. Counsel for Shinhan wrote to the mediator 14 days later: “We appreciate your consideration in allowing 
Shinhan Bank additional time to consider your settlement proposal in this matter, which we are pleased to report 
that Shinhan has agreed to accept. We look forward to hearing back from you once you have Lehman’s response.”20 

 That same day, the mediator sent an email to both sides confirming the settlement terms. The next day, counsel 
for Lehman circulated a draft settlement agreement, to which Shinhan’s counsel only provided nonsubstantive 
comments. In the meantime, oral arguments on the motion to dismiss took place. Shinhan’s comments were ac-
cepted, and an execution version, signed by Lehman, was circulated. The case then took a turn on June 28. That 
morning, in response to Lehman counsel asking Shinhan counsel for an update on receiving a fully executed set-
tlement agreement, Shinhan’s counsel responded, “Shinhan just confirmed that they have completed their internal 
approval process and the Settlement Agreement will be signed by Thursday, June 30 ... after which they will remit 
the Settlement Amount.”21

 Four hours later, the bankruptcy court granted the motion to dismiss and entered an “order dismissing Leh-
man’s claims against Shinhan and other defendants in the adversary proceeding, with prejudice.”22 The dismissal 
apparently changed Shinhan’s view on the settlement agreement, as its counsel then informed Lehman’s counsel 
“that it did not believe an enforceable settlement agreement had been entered into and that it would not pay the 
Settlement Amount.”23 

 Rather than raising bad faith, Lehman filed a motion to enforce the settlement reached at mediation, a motion 
that was granted by the bankruptcy court. In affirming that decision, the district court noted:

Allowing Shinhan to back out of the April 20 agreement because the parties took steps to record their 
agreement in a writing would frustrate the important goal of committing to writing already-agreed-to set-
tlements.24 

 The district court was then affirmed by the Second Circuit, even though the circuit noted that it was “a close 
case.”25 Like the district court, the Second Circuit noted:

19 Id. at *3.

20 Shinhan Bank v. Lehman Brothers Holdings Inc. (In re Lehman Brothers Holdings Inc.), 2017 WL 3278933, at *1 (S.D.N.Y. Aug. 2, 
2017).

21 Id. at *2.

22 Id.

23 Id.

24 Id. at *4.

25 In re Lehman Brothers Holdings Inc., 739 Fed. App’x 55, 59 (2d Cir. 2018).
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Indeed, Shinhan’s counsel [had] assured [Lehman Brothers Holdings Inc.’s] counsel that the settlement 
agreement would be signed, and it was only after [Lehman Brothers Holdings Inc.’s] adversary proceeding 
against Shinhan was dismissed that Shinhan reneged on its agreement.26 

The Second Circuit did make note of “Shinhan’s counsel’s experience settling cases in the Lehman bankruptcy” as 
being relevant to whether the parties had in fact “agreed to all of the material terms of the agreement on April 20 
[when the mediator confirmed the settlement].”27

Conclusion

 It should be beyond cavil that even in cases where mediation is mandatory, as opposed to cases where the parties 
voluntarily opted into mediation on their own, settlements are not mandatory. In fact, mediating parties do not even 
have to make a settlement offer. However, if the parties make offers and reach a settlement, they are expected to 
carry through with any agreement they reach. In the event they do not, both the Jones and Lehman cases provide 
two avenues that aggrieved parties may take to seek redress.

26 Id. at 58.

27 Id.
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Mediation has long been used as a means of resolving disputes in bankruptcy courts in an effort to avoid 
costly and value-destructive litigation and facilitate the consensual resolution of bankruptcy cases. To-
day, mediation is virtually ubiquitous in any bankruptcy case involving issues to be litigated. Some 

bankruptcy courts, such as the U.S. Bankruptcy Court for the District of Delaware, recognize the value of medi-
ation by requiring that all adversary proceedings filed in a chapter 11 case be referred to mediation.1 Mediation 
is used in some bankruptcy cases to resolve litigation unique to one creditor, such as avoidance actions or claim 
disputes. However, many recent mediations have involved a staggering breadth of participating parties and critical, 
case-defining issues to be resolved.

 Mediations are now commonly used to resolve the most substantial issues in a bankruptcy. As a result, the success 
or failure of a mediation often determines whether confirmation of a chapter 11 plan will be heavily litigated or con-
sensual. It has become more important to promote candor on the part of all parties to the mediation and to facilitate 
a successful mediation by ensuring that each party’s cards are on the table.2 However, this goal becomes difficult 
when mediating important issues in a bankruptcy case, where the mediation may be conducted on a fast track and 
may be ongoing up to the beginning (and even during) a contested confirmation hearing.

 The importance of the issues being mediated — as well as the temporal proximity of the mediation to potentially 
protracted litigation — makes it critical for all parties to understand the process. Parties need to know what infor-
mation can be provided before, during and after mediation on a confidential basis, as well as the discoverability 
of such information. The need for parties to be comfortable that documents provided in the context of seeking a 
consensual resolution will not be used against them must be balanced against a party using mediation for its un-
intended purpose as a privilege shield.

 While mediation agreements and protective orders can provide some modicum of protection, unfortunately 
there are substantial jurisdictional differences in how mediation documents and communications are treated. This 
can make it difficult for mediation parties to forecast what documents provided and communications made before, 
during and after mediation will be privileged or confidential. Some federal district and bankruptcy courts have af-
forded protection to communications during and in preparation for mediation under the guise of a federal common 
law mediation privilege.3 However, the only federal circuit courts to address the issue have not found that such a 
mediation privilege exists.44

1 See, e.g., Del. Bankr. L.R. 9019-5(a).

2 See, e.g., In re Teligent Inc., 640 F.3d 53, 58 (2d Cir. 2011) (finding that confidentiality is essential to effectiveness of alternative-dis-
pute resolution); Sheldone v. Pa. Tpk. Comm’n, 104 F. Supp. 2d 511, 514 (W.D. Pa. 2000) (internal citations omitted) (“Assuming [that 
parties] would even agree to participate in the mediation process absent confidentiality, participants would necessarily ‘feel constrained 
to conduct themselves in a cautious, tight-lipped, non-committal manner more suitable to poker players in a high-stakes game than to 
adversaries attempting to arrive at a just resolution of a civil dispute.’ The effectiveness of mediation would be destroyed.”).

3 See, e.g., Spruce Env’t Techs. Inc. v. Festa Radon Techs. Co., 370 F. Supp. 3d 275, 278-79 (D. Mass. 2019); In re RDM Sports Grp. Inc., 
277 B.R. 415, 430 (Bankr. N.D. Ga. 2002); Folb v. Motion Picture Indus. Pension & Health Plans, 16 F. Supp. 2d 1164, 1180-81 (C.D. 
Cal. 1998).

4 See, e.g., Babasa v. LensCrafters Inc., 498 F.3d 972, 974-75 n.1 (9th Cir. 2007); In re Anonymous, 283 F.3d 627, 639 n.16 (4th Cir. 
2002); In re Grand Jury Subpoena dated December 17, 1996, 148 F.3d 487, 493 (5th Cir. 1998).
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 The analysis becomes even more complex when one considers the local rules of some bankruptcy courts. Many 
purport to accord privileged status to mediation communications,5 even when courts have questioned whether local 
rules can establish a privilege.6 Moreover, when state law claims and defenses are involved, state law statutes and 
rules governing the privileged or confidential nature of mediation communications may apply.7 Such state statutes 
and rules may provide much broader privilege and confidentiality protections than federal law or the rules of fed-
eral courts. Under some state laws and rules, mediation communications are completely undiscoverable.8 Finally, 
mediation parties may rely on Rule 408 of the Federal Rules of Evidence (FRE) or attorney/client privilege, and 
attorney work-product protections, to shield mediation documents and communications from discovery or, at a 
minimum, admissibility.

 Given this patchwork of privilege and confidentiality standards, mediation parties can be left wondering just 
how candid a mediation will be. Will documents prepared in advance of a mediation be privileged or confidential 
even when the communications during the mediation are? Are mediation documents and communications shield-
ed from discovery altogether, or just admissibility? Will disclosing important information in a mediation foster a 
settlement, or will it lead to costly and time-consuming discovery litigation? Given the importance of many issues 
mediated in bankruptcy cases, as well as the sensitive nature of the topics being mediated, it is important to have a 
clear standard governing mediation privilege and confidentiality in bankruptcy cases. 

 Recently, the U.S. Bankruptcy Court for the District of Delaware attempted to set forth such a standard when 
it amended its local rules to expand, and more specifically set forth, what mediation materials are protected from 
disclosure and when such protections apply. The amended local rules explicitly recognize what many courts have 
long viewed as the importance of confidentiality in mediation. The amended local rules protect the confidentiality 
of all mediations in bankruptcy cases, contested matters and adversary proceedings, regardless of whether the 
mediation is court-ordered or private and voluntary.9 

 The amended local rules make FRE 408, which protects settlement offers and related communications from 
disclosure to the bankruptcy court, specifically applicable to the mediation and communications with the media-
tor.10 The mediator and mediation parties are specifically prohibited from divulging information disclosed during 
the mediation or communications and submissions made to the mediator.11 However, the amended local rules 
still provide that otherwise discoverable or admissible mediation information does not become undiscoverable or 
inadmissible solely by virtue of its status as a mediation document or communication. The amended local rules 
even remove a previous protection that provided that no person could seek discovery from a mediation party with 
respect to the information disclosed during the mediation.12

 The amended local rules in Delaware are a step in the right direction in recognizing the importance of confiden-
tiality in mediation and setting forth a standard for confidentiality in mediation. However, more could be done to 

5 See, e.g., E.D. Pa. Bankr. L.R. 9019-2 (k) (2) (purporting to make mediation communications privileged); E.D. Mich. Bankr. L.R. 7016-
2 (a) (5) (same); M.D. Fla. Bankr. L.R. 9019-2 (g) (5) (same).

6 See, e.g., Facebook Inc. v. Pac. Nw. Software Inc., 640 F.3d 1034, 1041 (9th Cir. 2011).

7 See, e.g., Doe v. Archdiocese of Milwaukee, 772 F.3d 437, 440 (7th Cir. 2014).

8 See, e.g., Cal. Evid. Code § 1119 (a) (“No evidence of anything said or any admission made for the purpose of, in the course of, or 
pursuant to, a mediation or a mediation consultation is admissible or subject to discovery, and disclosure of the evidence shall not be 
compelled, in any arbitration, administrative adjudication, civil action, or other noncriminal proceeding in which, pursuant to law, tes-
timony can be compelled to be given.”); Colo. Rev. Stat. § 13-22-307 (2); see also Sharon Press, “On Professional Practice, Mediation 
Confidentiality: California Update,” Am. Bar Ass’n Dispute Resolution Magazine (Winter 2019), available at americanbar.org/groups/
dispute_resolution/publications/dispute_resolution_magazine/2019/winter-2019-me-too/on-professional-practice (last visited March 23, 
2022) (“Over the years, the California state courts have regularly held that these mediation confidentiality provisions were absolute.”).

9 See Del. Bankr. L.R. 9019-5(d).

10 See Del. Bankr. L.R. 9019-5(d)(i).

11 See Del. Bankr. L.R. 9019-5(d)(ii)-(iii).

12 See Del. Bankr. L.R. 9019-5(d)(iv).
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establish that standard clearly. In particular, the continued reliance by the amended local rules (and, more broadly, 
parties to mediations across the nation) on FRE 408 is misplaced. FRE 408 generally makes evidence of the con-
tent of settlement negotiations inadmissible “to prove or disprove the validity or amount of a disputed claim or to 
impeach by a prior inconsistent statement or a contradiction.”13 

 FRE 408 provides certain protections to mediation parties. However, the breadth of issues discussed in bank-
ruptcy mediations means that FRE 408 might be less reliable for protecting mediation discussions than parties 
might think. 

 First, it is often assumed that any communication predicated on or a document stamped with FRE 408 is pro-
tected by a blanket privilege. FRE 408 only renders communications and documents privileged where the party 
seeking admission of the communication or document is seeking to prove or disprove the validity or amount of a 
disputed claim or to impeach another party. While this likely affords strong protection in the context of a typical 
two-party civil trial where one party is seeking to hold another liable, there are a multitude of wide-ranging topics 
covered in bankruptcy mediations that might not fit neatly into one of those two buckets. For example, introduc-
ing communications and documents from settlement discussions in litigation regarding business judgment, the 
reasonableness of a settlement, or even good faith might not be prohibited by FRE 408 because the issues being 
litigated might not be liability, damages or impeachment.

  Second, FRE 408 only governs the admissibility of settlement communications and documents, not the discover-
ability of such communications and documents.14 Accordingly, a party to a mediation might be dismayed to find that 
communications made and documents provided in the context of the mediation remain discoverable by other parties 
in the bankruptcy case. The producing party might be able to protect some of the information by asserting that such 
information is irrelevant given that it is unlikely to lead to admissible evidence, but it is doubtful that, if pressed, a 
bankruptcy court would bar all mediation communications and documents on such a basis.

 Perhaps in recognition of the shortcomings of FRE 408, the amended local rules in Delaware go further by 
stating that, in addition to protection under FRE 408, factual and legal positions, suggestions, proposals and 
admissions are not admissible.15 In this respect, the amended local rules represent a step in the right direction in 
their recognition of the need for mediation privilege protections and to go beyond the insufficient protections of 
FRE 408. 

 However, a nationwide solution is needed. Mediation in bankruptcy is often a defining moment — if not 
the defining moment — of complex bankruptcy cases. Without a comprehensive, consistent approach to mediation 
privilege nationwide, parties are left to analyze a patchwork of jurisdiction-specific case law, local rules, state laws 
and more general privilege protections, not to mention the particular communications and documents at issue, in 
determining whether the mediation privilege may apply. 

 As a result, parties will inevitably be guarded in mediation, lessening the likelihood of candid negotiations and, 
ultimately, the success of the mediation, which makes it more likely that the mediation will devolve into discovery 
disputes and litigation. Putting consistent guardrails around what parties can anticipate with respect to communica-
tions made and documents provided in advance of, during and even after mediation will help ensure that mediation 
continues to be a productive means of resolving disputes in bankruptcy cases.

13 Fed. R. Evid. 408.

14 See, e.g., Tribune Co. v. Purcigliotti, 1996 WL 337277, at *1 (S.D.N.Y. June 19, 1996) (FRE 408 “neither governs nor precludes” dis-
covery of settlement communications and documents).

15 See Del. Bankr. L.R. 9019-5(d)(i).
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The longstanding tension between the Federal Arbitration Act (FAA) and the Bankruptcy Code recently re-
sulted in an interesting harmonization of the two regimes by the U.S. Bankruptcy Court for the District of 
Delaware. In a pair of jointly administered bankruptcies,1 the debtors, the owner and lessee, respectively, 

of the former Fairmont San Jose (the hotel) filed chapter 11 petitions after COVID-related losses led to financial 
distress, as well as disputes with the hotel’s operator, Accor Management US Inc. When Accor sought to lift the 
stay in response to the debtors’ motion to estimate (and effectively cap) Accor’s claims, the bankruptcy court ulti-
mately permitted both arbitration — initially, on a conditional basis — and estimation, the latter ultimately only for 
feasibility purposes. 

Background 

 Prior to the bankruptcy, Accor operated the hotel as a Fairmont-branded property. Accor operated the proper-
ty pursuant to a hotel-management agreement (HMA) between Accor and FMT SJ, which leased the hotel from 
owner SC SJ.2 The three parties also entered into a separate owners’ agreement, which addressed SC SJ’s rights 
and obligations in relation to the HMA.3 The HMA contained an arbitration provision that applied to “any Dispute 
arising out of or relating to this Agreement.”4 

 The COVID-19 pandemic left the debtors unable to fill the hotel, which triggered significant financial distress 
beginning in 2020. Following discussions with Accor, the debtors closed the hotel on March 5, 2021. The closure 
breached the HMA.5 The debtors blamed the closure on the need to find a new management company and new 
financing, which Accor declined to provide.6 Shortly before the bankruptcy, Accor requested arbitration under the 
HMA, seeking damages and to enjoin the hotel’s closure.7 Among other things, the parties disputed the appropri-
ate-damages calculation. 

1 In re SC SJ Holdings LLC, Case No. 21-10549 (SC SJ); In re FMT SJ LLC, Case No. 21-10521 (FMT SJ). All docket indices refer to the 
SC SJ docket unless otherwise indicated.

2 In re SC SJ Holdings LLC, Case No. 21-10549 (SC SJ); In re FMT SJ LLC, Case No. 21-10521 (FMT SJ). All docket indices refer to the 
SC SJ docket unless otherwise indicated.

3 First Day Decl. Ex. E (Owners’ Agreement).

4 HMA § 1.10. A “Dispute” includes, subject to carve-outs in the HMA, “all disputes, controversies, claims or disagreements arising out of 
or relating to this Agreement.” Id. at § 1.9.

5 First Day Decl. ¶ 19.

6 Id. at ¶¶ 18-19.

7 Accor Management (U.S.) Inc.’s Preliminary Objection to Debtors’ Motion to Estimate Maximum Amount of Fairmont Hotel & Resorts 
(U.S.) Inc.’s Contingent and Unliquidated Claim [D.I. 107], ¶¶ 14-20.
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 The debtors sought to cap Accor’s claim based on the HMA’s liquidated-damages clause. That clause measured 
damages based on the prior year’s earnings and would have capped damages at approximately $2 million.8 Accor 
valued its damages at more than $22 million, arguing that the liquidated-damages formula should not apply in 
light of the pandemic, and Accor’s claim for breach of the implied covenant of good faith and fair dealing was not 
covered by the liquidated-damages clause.9 

 The debtors filed their chapter 11 petitions in early March 2021 before injunctive relief could enter, and they 
filed a motion seeking estimation soon thereafter.10 In addition, the debtors quickly filed their disclosure statement 
and proposed plan, which had the support of their secured lender and was premised on the entry into a management 
agreement with a new hotel operator and new financing.11 Accor asked the court to modify the stay and to enforce 
the HMA’s arbitration provisions.12 

Relevant Statutory Provisions 

 The FAA codifies the U.S.’s “liberal federal policy favoring arbitration.”13 Courts are required to “rigorously 
enforce agreements to arbitrate,”14 absent limited circumstances, such as “a contrary congressional command.”15 
A contrary intent may be evidenced by “an inherent conflict between arbitration and the [applicable] statute’s 
underlying purposes.”16 

 Section 2 of the FAA “makes arbitration agreements ‘valid, irrevocable, and enforceable’ as written ... and § 4 
requires courts to compel arbitration ‘in accordance with the terms of the agreement.’”17 Thus, a court generally 
will compel arbitration in accordance with the parties’ intent to arbitrate. Courts determine intent by reference to 
the underlying agreement, applying a rebuttable presumption to ambiguities in scope in favor of arbitration.18 A 
court “may submit to arbitration ‘only those disputes ... that the parties have agreed to submit.’”19 

 A longstanding theory suggests that the FAA and Bankruptcy Code must “inevitably clash,” creating inherent 
conflicts that would obviate the obligation to arbitrate.20 Bankruptcy throws a curve into an ordinary arbitration 
analysis, as the circumstances of a particular case may require an abbreviated path to resolution.21 

8 See Amended Disclosure Statement with Respect to Joint Chapter 11 Plan of Reorganization at 36 [D.I. 391].

9 Notice of Filing of Unredacted Version of Accor Management (U.S.) Inc.’s Additional Supplemental Opposition to Debtors’ Motion to 
Estimate Maximum Amount of Accor’s Claim (Estimation Objection), Ex. 1 [D.I. 466].

10 Motion of Debtors for Order Under Bankruptcy Code Section 502 (c) and Bankruptcy Rule 3018 Estimating Maximum Amount of 
Contingent and Unliquidated Claim of Fairmont Hotels & Resorts (U.S.) [D.I. 71].

11 Joint Chapter 11 Plan of Reorganization [D.I. 88] and Disclosure Statement with Respect to Joint Chapter 11 Plan of Reorganization 
[D.I. 89] (both of which were later amended).

12 Motion to (i) Modify the Automatic Stay to Permit Arbitration of Disputes; and (ii) Enforce Arbitration Clause Compelling Arbitration of 
Disputes (Arbitration Motion) [D.I. 92].

13 AT&T Mobility LLC v. Concepcion, 563 U.S. 333, 339 (2011) (quoting Moses H. Cone Memorial Hosp. v. Mercury Constr. Corp., 460 
U.S. 1, 24 (1983)).

14 Shearson/Am. Exp. Inc. v. McMahon, 482 U.S. 220, 226 (1987) (quoting Dean Witter Reynolds Inc. v. Byrd, 470 U.S. 213, 221(1985)).

15 Id.

16 Id. at 227.

17 AT&T, 563 U.S. at 344.

18 Granite Rock Co. v. Int’l Bhd. of Teamsters, 561 U.S. 287, 301 (2010).

19 Id. at 302 (quoting First Options of Chicago Inc. v. Kaplan, 514 U.S. 938, 943 (1995)).

20 Patrick M. Birney, “Reawakening Section 1334: Resolving the Conflict Between Bankruptcy and Arbitration through an Abstention 
Analysis,” 16 ABI L. Rev. 619, 657 (2008), available at abi.org/members/member-resources/law-review.

21 See, e.g., In re Interco Inc., 137 B.R. 993, 998 (Bankr. E.D. Mo. 1992) (“[A] lengthy arbitration proceeding will adversely affect [the] 
Debtors’ ability to formulate and implement a plan of reorganization.”); White Mountain Mining Co. LLC, 403 F.3d 164, 166 (4th Cir. 
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 To that end, § 502 (c) of the Bankruptcy Code permits estimation of “(1) any contingent or unliquidated claim, 
the fixing or liquidation of which ... would unduly delay the administration of the case; or (2) any right to payment 
arising from a right to an equitable remedy for breach of performance.” A party seeking estimation under § 502 (c) 
must prove, among other things, that proceedings to fully liquidate the claim would unduly delay the bankruptcy 
process.22 

 “Undue delay” is undefined, which places its determination in the hands of bankruptcy judges. Most courts 
agree that the undue delay must be something “excessive,”23 “fatal to moving the ... Chapter 11 cases” for-
ward,24 creating a “void in the Debtors’ plan formulation”25 or causing a situation where “no meaningful plan 
could be proposed.”26 In other words, “it is clear that estimation does not become mandatory merely because 
liquidation may take longer and thereby delay administration of the case. Liquidation of a claim ... will almost 
always be more time consuming than estimation.”27 Thus, “[a] bsent a finding of undue delay,” it is within a 
court’s “sound discretion and not [its] obligation” to estimate a claim.28 Faced with seemingly competing mo-
tions, the SC SJ court approached the requested relief in stages, holding three separate hearings: (1) a hearing 
on Accor’s stay motion; (2) a hearing on whether to permit estimation to proceed; and (3) an evidentiary hear-
ing on estimation. 

First Hearing: Enforceability of the Arbitration Provision 

 At a hearing in early April 2021, the SC SJ court heard Accor’s lift-stay motion. Accor’s pleadings argued for 
the broad applicability of the HMA’s arbitration provision, as well as public policy favoring arbitration.29 The debt-
ors countered that arbitration should be halted while the bankruptcy proceeded, as the HMA’s arbitration provision 
was not mandatory and, even if it was, the HMA was not binding on both debtors.30 In addition, the debtors relied 
heavily on their pending estimation motion, scheduled for a hearing later that month, as evidence of a contrary 
congressional intent rendering arbitration non-mandatory.31 

 The court rejected the arguments that the HMA’s arbitration clause was inapplicable. It found that the clause was 
the parties’ exclusive contractual remedy.32 In addition, the court rejected preliminary arguments that estimation 
and arbitration were in conflict, finding that “estimation and liquidation of a claim are not mutually exclusive,” 
and it modified the stay to permit arbitration to proceed in accordance with the HMA on an abbreviated schedule.33 
However, the court decided to proceed with the hearing on the debtor’s estimation motion later that month and 
ordered the parties to submit supplemental briefings to address the scope, if any, of estimation under § 502 (c).34 

2005) (affirming denial of motion to compel where arbitration “would have seriously interfered with the debtor’s efforts to reorganize”).

22 11 U.S.C. § 502(c).

23 In re John Q. Hammons Fall 2006 LLC, No. 16-21142, 2017 WL 4638439, at *4 (Bankr. D. Kan. Oct. 13, 2017).

24 Id.

25 Interco, 137 B.R. at 998.

26 In re CF. Smith & Assocs. Inc., 235 B.R. 153, 158 (Bankr. D. Mass. 1999).

27 In re Dow Corning Corp., 211 B.R. 545, 563 (Bankr. E.D. Mich. 1997).

28 In re RNI Wind Down Corp., 369 B.R. 174, 191 (Bankr. D. Del. 2007) (internal quotations omitted).

29 Arbitration Motion at 11, 13.

30 Debtors’ Memorandum and Points of Authority in Opposition to Fairmont’s Motion to (I) Modify the Automatic Stay to Permit 
Arbitration of Disputes; and (II) Enforce Arbitration Clause Compelling Arbitration of Disputes at 13, 15 [D.I. 108].

31 Hearing Transcript (April 7 Hr’g) at 72:1-20, 77:2-7, 79:3-85:18 (Bankr. D. Del. April 7, 2021) [D.I. 184].

32 Id. at 109:20-110:2.

33 Id. at 110:10-11.

34 Id. at 111:5-22.
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Second Hearing: The Need for Estimation

 On April 29, 2021, the SC SJ court considered whether it would estimate Accor’s claim value.35 The debtors 
argued that waiting for arbitration to conclude would place at risk their ability to secure mezzanine financing and 
contract with a new management company, both of which were required to effectuate the proposed reorganization.36 
The debtors further argued that estimation should fully adjudicate the claim for all purposes.37 

 Accor argued that the HMA’s timing constraints would force a prompt conclusion to arbitration and would not delay 
the debtors’ negotiations.38 In addition, Accor argued in the alternative that if the court were to estimate its claim at all, 
it should be for the limited purpose of determining plan feasibility.39 

 The SC SJ court saw merit in both arguments: An estimation, whether final or not, would advance the cases, and 
the arbitration, if it was expedited, would not unduly delay the bankruptcy.40 Therefore, the court elected to move 
down both paths simultaneously, scheduling an evidentiary hearing on estimation in June 2021 while allowing 
60 days for the arbitration to progress — roughly the amount of time that Accor stated that arbitration would take 
to conclude. The court reserved for the third hearing the scope of applicability of estimation. However, the court 
warned that it would not permit arbitration to delay case progress: “If it looks by June 11th that the arbitration isn’t 
going to be completed for another 30 or 60 days, then it’s highly likely ... I’m going to estimate for all purposes, 
because I can’t let this debtor sit in bankruptcy, shuttered for months, without the ability to reopen and start making 
reservations for new guests.”41 

Third Hearing: Limited Estimation

 At a three-day evidentiary hearing in June 2021, the parties presented the SC SJ court with cross arguments on 
undue-delay and damages-claim valuations.42 The debtors pressed their argument for estimation, arguing that the 
arbitration process would make it impossible for the debtors to meet plan milestones, pointing to delays in arbi-
tration arising from the selection of arbitration neutrals.43 Accor countered that the debtors had already completed 
much of the process of locating a new management company/mezzanine lender44 and suggested, as an alternative, 
an estimation limited to feasibility for plan purposes.45 

 In its oral ruling on June 29, 2021, the court declined to order estimation for claims-liquidation purposes. The 
court found that the debtors had preliminary offers in place, rendering the “bulk of their fears ... unsubstantiat-
ed.”46 In addition, the court found that the debtors had sufficient equity backing and a personal guarantee from the 
debtors’ ultimate owner, making it unlikely that the offers would be rescinded before the arbitration concluded.47 

35 Hearing Transcript (April 29 Hr’g) at 82:19-83:10 (Bankr. D. Del. April 29, 2021) [D.I. 273].

36 Debtors’ Memorandum of Points and Authorities in Support of Debtors’ Motion to Estimate Maximum Amount of Fairmont Hotel & 
Resorts (U.S.) Inc.’s Contingent and Unliquidated Claim at 13 [D.I. 226].

37 Id. at 19-21.

38 Estimation Objection at 3-4.

39 Id. at 1.

40 April 29 Hr’g at 82:16-83:16.

41 Id. at 83:11-16.

42 The parties met in May 2021 for several days of mediation, which proved unsuccessful.

43 Hearing Transcript at 32:10-33:1 (Bankr. D. Del. June 10, 2021) [D.I. 441].

44 Hearing Transcript at 54:24-25:10; 76:21–77:2 (Bankr. D. Del. June 17, 2021) [D.I. 472].

45 Id. at 77:3-17.

46 Hearing Transcript (June 29, 2022, Hr’g) 11:7-8 (Bankr. D. Del. June 29, 2021) [D.I. 509].

47 Id. at 11:5-21.
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However, the court determined that estimation was appropriate for plan purposes, noting that “the Plan itself is 
contingent on assigning a value to Accor’s claim in order to establish feasibility.”48 Thus, the court permitted ar-
bitration to continue and, because estimation was limited, constrained its consideration of the merits of Accor’s 
claims, and expressly held that no findings would be binding on an arbitrator.49 Ultimately, applying “prudence,” 
the court estimated Accor’s claim at $22.24 million, the “highest value [that Accor] could reasonably receive” 
if it prevailed on its claim — i.e., “the amount of lost profits over the term of the remaining time of the contract, 
without applying the liquidated-damages provision.”50 

Conclusion

 A dispute within the scope of an enforceable arbitration clause does not necessarily preclude any relief in 
the bankruptcy court. Situations where the enforcement of arbitration provisions might lead to undue delay or 
otherwise threaten the progress of a reorganization may be ripe for alternative relief, including estimation in the 
bankruptyc court.51 Nevertheless, as the bankruptcy court reminded the parties to the SC SJ/Accor dispute, “bank-
ruptcy law’s general rule is to liquidate, not to estimate.”52 Ultimately, as the proceedings in SC SJ showed, the 
harmonizing of the two regimes might not result in an either/or decision.

48 Id. at 13:25-14:3.

49 Id. at 14:8-15.

50 Id. at 21:12-13; 14-16.

51 Supra n.21.

52 June 29 Hr’g at 10:12-13 (quoting Dow Corning, 211 B.R. at 563).
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Confidentiality is a core component of, and integral to, the mediation process. Parties entering into media-
tion reasonably expect that communications and disclosures will be treated as confidential to the fullest 
extent permissible under applicable law. Protection and fulfillment of that expectation is thus important, 

as is understanding limitations on confidentiality in the mediation context. 

 Of course, not every mediation is successful. In some small number of instances, unfortunately, participants 
committed to a litigation strategy may attempt to seek discovery of documents or discussions obtained or ex-
changed during a prior mediation in furtherance of continued litigation. 

 A prudent mediator understands this risk and will take steps to promote and ensure the confidentiality of the 
mediation process. Moreover, parties to a mediation, and the mediator, should consider the issue of confidentiality 
prior to sharing information or making any disclosures in contemplation of a mediation, both during the process 
itself and after the conclusion of the mediation. 

 As discussed in a recent article,1 there is no national rule that provides any certainty of confidentiality. Rather, 
parties must ensure that applicable rules governing the mediation provide such protection or reach a similar result 
through court approval of a consensual agreement governing the process from start to finish. In addition, recently 
amended Local Rule 9019-5 (d) of the Local Rules of the U.S. Bankruptcy Court for the District of Delaware (ef-
fective Feb. 1, 2022) provides an example of a local rule promoting confidentiality.2 

 The lack of a national standard for ensuring confidentiality stands in contrast to the protection afforded ordi-
nary settlement communications pursuant to Rule 408 of the Federal Rules of Evidence, as made applicable to 
bankruptcy proceedings by Rule 9017 of the Federal Rules of Bankruptcy Procedure. The confidentiality rule 
governing settlement communications under Rule 408 is generally well understood and provides effective guidance 
in protecting against the admissibility of communications focused on settlement.3

 This article first discusses issues arising in two Delaware cases (both arising prior to the recent rule amend-
ment) to demonstrate how courts have grappled with limitations on confidentiality. It then suggests some strat-
egies for improving confidentiality given the absence of a comprehensive national rule. 

1 Tyler Layne, “Mediation Privilege and Confidentiality: New Local Rules and the Need for National Guidance,” XLI ABI Journal 5, 
42-43, May 2022, available at abi.org/abi-journal, and also in this publication.

2 Id.

3 The recently amended Delaware rule specifically provides that Federal Rule of Evidence 408 applies “[t] o the fullest extent applicable ... 
to the mediation conference and any communications with the mediator related thereto.”



AmericAn BAnkruptcy institute

266

Cases of Significant Import

 In the ongoing case of In re Boy Scouts of America and Delaware BSA LLC,4 Hon. Laurie Selber Silverstein 
recently wrestled with limitations on confidentiality in a complex mediation. The issue before the court was the 
debtor’s motion for a protective order in connection with ongoing mediation proceedings, and related requests for 
discovery concerning that process that were tied to upcoming confirmation hearings. 

 The debtor (BSA) had sought to mediate certain plan-related issues with various parties. The governing 
mediation order previously entered by the court included a provision providing that “no person shall seek 
discovery from any participant in the mediation with respect to any information disclosed during media-
tion.”5 The BSA mediation order further included a specific exception providing that “if a party puts at issue 
any good-faith finding concerning the Mediation in any subsequent action concerning insurance coverage, 
the [party’s] right to seek discovery, if any, is preserved.”6 

 In connection with various pending hearings, BSA filed a motion and sought to protect certain documents 
on various grounds, including, but not limited to, an assertion of a mediation privilege. In analyzing the exis-
tence of such a privilege, the court noted that only the Sixth Circuit had adopted and recognized the existence 
of a mediation privilege in In re Lake Lotawana Community Improvement District.7 The court concluded that 
“without the existence of a federal mediation privilege, relevant information in a confidential mediation is 
subject to discovery, when jurisdiction is based on a federal statute. But notwithstanding the lack of binding 
precedent in this circuit, Local Rule 9019-5 exists and was incorporated into my order [quoted above],” al-
lowing for discovery with respect to information disclosed during a mediation.8 The court further recognized 
how this provision was inconsistent with the construct of mediation and suggested that this was a bit of a 
“square peg, round hole” situation.9 In so doing, the court noted the distinction between a smaller dispute that 
goes to mediation based on the consent of the two impacted parties, with self-determination and the ability to 
fully control the outcome of the process, as opposed to a larger case with a multi-party mediation where not 
all parties were involved in every aspect of the comprehensive resolution and a plan vote by all creditors was 
still necessary. 

 The court recognized that in the context of BSA and the mediation in that case, not all parties were involved 
in the mediation process, and like most large cases, any resolution would need to be approved by the creditor 
body as a whole. As a result, the court found that certain communications were not protected by the construct 
of a mediation privilege. The court was focused on questions of proof related to confirmation of the existence 
of good faith, stating that “it cannot be the case that if a party is relying on the very fact of mediation to meet 
its standard of proof, that discovery is prohibited regarding the bona fides of the mediation.”10 However, while 
the court allowed some discovery, it did not rule on admissibility of that evidence at future hearings, and fur-
ther explicitly noted that the denial of the motion seeking protective relief was without prejudice to the debtors 

4 Case No. 20-10343 (LSS) (Bankr. D. Del. 2021).

5 References to “BSA TR” refer to the Oct. 25, 2021, transcript of hearings before Judge Silverstein in this matter, a copy of which is 
available for purchase at cle.abi.org (2022 ABI Annual Spring Meeting session titled “Privileges & Confidentiality in Bankruptcy 
Litigation” at p. 13). Order (I) Appointing Mediators, (II) Referring Certain Matters to Mediation, and (III) Granting Related Relief (the 
“BSA Mediation Order”), dated June 9, 2020 Dkt. No. 812; Tr. at 2.

6 Id.

7 563 B.R. 909 (2016). Tr. at 11.

8 Tr. at 11-12. As previously noted above and in footnote 2, the BSA Mediation Order was entered on June 9, 2020, and important amend-
ments to Local Rule 9019-5 became effective on Feb. 1, 2022. The amended rule explicitly acknowledges that “[c] onfidentiality is neces-
sary to the mediation process, and mediations shall be confidential under these rules and to the fullest extent permissible under otherwise 
applicable law.”

9 Id.

10 Tr. at 13-14.
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raising the request again at a future time, as the court noted that the request might have been premature at that 
point in the cases. 

 Separate and apart from the issues previously discussed, the court also considered and rejected the attempt to 
raise and apply mediation privilege to protect the production of documents by Prof. Eric Green, who had been 
initially proposed as a mediator in the BSA case, but not ultimately selected by the court.11 The court found that 
any information provided to Prof. Green or exchanged in contemplation of his engagement, and communications 
related thereto, could not be subject to a mediation privilege on any grounds, as he never was approved as a me-
diator.12

 Another case emanating out of the Delaware Bankruptcy Court years ago, In re Tribune Co., et al.,13 also 
required a balancing of competing tensions between the needs of multiple parties over a discovery dispute and 
the need for information contrasted with the need to protect and preserve the integrity of the mediation process. 
In that case, various parties sought information concerning a pending settlement arising out of a mediation con-
ducted by Hon. Kevin Gross. The documents sought were withheld from production on grounds of being both 
procured during or related to that mediation, as well as a common-interest privilege asserted by various parties 
to that process. The proponents of the settlement were in a “catch-22” situation, faced with either waiving the 
protections of the mediation order or being precluded from introducing evidence that they would need to provide 
to buttress the mediator’s endorsement of the settlement and evidence that the plan itself was the result of arm’s-
length bargaining.

 In balancing all of these competing interests, presiding Bankruptcy Judge Kevin J. Carey (ret.) recognized 
that there was a strong policy promoting the full and frank discussions during the mediation process and that 
confidentiality was essential for an effective mediation.14 As a result, the court crafted an order to protect com-
munications between the mediator and mediation parties, as well as communications between the mediation 
parties on mediation days (but not on off mediation days) and, as a result, worked out a solution that allowed 
for areas that opened the door to information that fell outside the context of the mediation to move forward.15

Strategies for Improving Confidentiality 

 As these cases demonstrate, challenges to confidentiality can (and do) arise in various settings. Mediators and 
parties participating in a mediation can strengthen claims of confidentiality by carefully reviewing at the outset 
proposed forms of order governing the proceeding. If the order will be entered in a jurisdiction lacking a robust 
local rule that might independently cover confidentiality, then parties should seek to provide as much protection 
as possible by incorporating provisions specifically geared toward maximizing confidentiality provisions. 

 For example, parties should carefully consider provisions similar to the language found in the amended Dela-
ware Local Rule 9019 providing that the “mediator shall not be compelled to disclose to the Court or to any person 
outside the mediation any records, reports, notes, communications ... or other documents receive [d] or made by or 
to the mediator.” Language contained in this Rule further providing that the mediator shall not testify or be sub-

11 In the BSA case, the parties were not free to choose their mediator and the court had selected the mediators, which is why there was an 
exchange of information prior to approval of the mediator.

12 The court noted that to the extent that Prof. Green might have a basis to assert other privileges (such as the attorney/client privilege), he 
was free to have those independently considered by the court.

13 No. 08-13141 (KJC) (Bankr. D. Del.).

14 Memorandum and Order entered by Judge Carey, dated Feb. 3, 2011, at p. 16 (citing Sheldone v. Pennsylvania Turnpike Comm’n, 104 
F. Supp. 2d 511, 514 (W.D. Pa. 2000) (citations omitted) (quoting Lake Utopia Paper Ltd. v. Connelly Containers Inc., 608, 928, 930 
(2d Cir. 1979), which is also embraced by Local Delaware Rule 9019-5 (d))). A copy of both the memorandum and order are available at 
“Privileges & Confidentiality in Bankruptcy Litigation,” supra n.5, at p. 32.

15 Id.
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poenaed or compelled to testify regarding the mediation is also supportive in protecting confidentiality and should 
be incorporated into any order authorizing mediation. Even in situations where a mediation is not directed by a 
court, parties can choose to seek approval of (or stipulate and agree upon) such provisions to govern a consensual 
mediation in the interest of judicial efficiency. 

 Further, any order approving a mediation should clearly state that the only communication authorized to the 
court about the session is limited to a basic report or certificate of completion of the mediation. Such a report 
should be limited to indicating compliance with the order of referral by the court (or agreement to mediate) and 
noting either a successful mediated resolution or not. Nothing more should be or needs to be said to preserve the 
integrity and confidentiality of the process. 

 In addition to ensuring an acceptable form of order and the incorporation of language mirroring robust 
local rules, a mediator and participating parties should enter into a binding agreement (with court approval) 
that recognizes the obligation of confidentiality. A mediator should also inform the parties at the outset of the 
meditator’s standard practice of shredding mediation notes and materials promptly upon the conclusion of the 
final mediation session to ensure that no documents with confidential information from the process remain 
going forward that are capable of being discovered.

 Parties can also consider not sending certain highly confidential pieces of information by way of email to the 
mediator and/or the other party. Wiping information off an email trail or server is far more difficult than shredding 
hard copies of information at the conclusion of a mediation. While this step might not be necessary or practical 
for every piece of information, some consideration should be given to guarding more sensitive information in 
order to protect it from resting on a server or document-management system. The convenience of email might be 
outweighed by the need to ensure privacy and confidentiality down the road.

 Other steps that can be taken are for mediators to keep time records in a very generic form so that there is 
little to no detail contained within such records. Unlike professional fee time records that require detail under 
§ 330 of the Bankruptcy Code, there is simply no reason for specific details to be contained within a mediator’s 
time records, other than to ensure the time in question related to the mediation. Moreover, many mediations are 
flat-fee-based, so time record might be irrelevant.

Conclusion

 Confidentiality is a fundamentally important concept in any mediation. While it is generally upheld and rec-
ognized in most situations, there have been cases (including the two noted, for example) where challenges to 
confidentiality have been asserted. Sometimes, such challenges arise in cases involving settlements that need to 
be approved pursuant to Rule 9019. The disclosure and scrutiny that comes along with that process can create 
additional conflict or tension with the sanctity of confidentiality in the mediation process. As previously noted, the 
best time for a mediator and participating parties to deal with potential confidentiality issues is at the outset of the 
mediation through a well-developed order that incorporates robust protections combined with the approval of a 
well-negotiated consensual agreement binding all parties participating in the process.


