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THE YEAR IN BANKRUPTCY: 2008

Mark G. Douglas

In last year’s edition of “The Year in Bankruptcy,” we referred to a “looming specter
of recession” in the U.S. near the end of 2007 triggered by the subprime-mortgage
meltdown and resulting credit crunch. The recession arrived in 2008. What’s more,
it proved to be global rather than American. Anyone brave enough to follow the
positively depressing financial and economic news stories of 2008 received a crash
course on subprime loans, mortgage-backed securities, naked short selling, Ponzi
schemes, and the $62 trillion (yes, trillion) global credit default swaps market, as well
as frightening insight into the intricacies of executive compensation and the finan-
cial condition of U.S. automobile and parts manufacturers, banks, brokerage houses,
homebuilders, airlines, and retailers, to name just a few. More than 1 million U.S.
homes have been lost to foreclosure since the housing crisis began in August 2007,
according to RealtyTrac, an online marketer of foreclosure properties. At year-end,
the (nonfarm) unemployment rate in the U.S. spiked to 7.2 percent, the highest since
1992, with 3.6 million U.S. jobs lost in 2008.

A record $7.3 trillion of stock market value was obliterated in 2008, under the Dow
Jones Wilshire 5000 index, the broadest measure of U.S. equity performance.
Commodity prices both soared and crashed during 2008, spurring outrage directed
at unscrupulous speculators accused of driving up prices. The price of light, sweet
crude oil peaked at $147 a barrel on July 11 and plummeted to $34 a barrel on
December 21. The average price of a gallon of regular unleaded gasoline in the U.S.
reached $4.11 on July 17 (the highest ever), only to finish the year at approximately
$1.67. The price of copper struck its highest-ever peak March 6 at $4.02 per pound,



surpassing the previous record set on May 12, 2006. Globally,
food prices continued to soar during 2008. From the begin-
ning of 2006 through the end of 2008, the average world
prices for rice, wheat, corn, and soybeans all rose well over

100 percent.

2008 was also the year in the U.S. of the “economic stimulus”
package and government bailouts of financial services com-
panies, banks, at least one major insurance company, and
the beleaguered U.S. auto industry. On a worldwide basis,
relief packages consumed more than $2 trillion in taxpayer
assets as of the end of 2008, with little prospect of abating

any time soon.

By any account, 2008 was a banner year for commercial
bankruptcies and bank and brokerage-house failures; 136
public companies filed for bankruptcy protection, a 74 per-
cent increase from 2007, when there were 78 public-company
filings. Private companies, particularly private equity compa-
nies, fared equally poorly, with no fewer than 49 leveraged
buyout-backed bankruptcies in 2008, according to a January
5, 2009, report posted by peHUB, a web-based public forum
for private equity. Hardest hit among private equity-backed
companies in 2008 were the automotive and retail sectors
(each with eleven chapter 11 filings), airlines (six chapter 11
filings), media properties and consumer products vendors
(three chapter 11 filings), and restaurants (two filings). All
told, there were 64,318 business bankruptcy filings in calen-
dar year 2008, compared to 28,322 in calendar year 2007,
according to figures provided by Jupiter eSources, LLC’s
Automated Access to Court Electronic Records. In 2008,
10,084 chapter 11 cases were filed, compared to only 6,200 in
2007, representing a 62.6 percent increase. Fiscal-year statis-
tics released by the Administrative Office of the U.S. Courts
on December 15 reflect that for the 12-month period from
October 1, 2007, through September 30, 2008, there were
38,651 business bankruptcy filings in the U.S., up 49 percent
from the business filings reported for the 12-month period
ending September 30, 2007. Chapter 11 filings during fiscal
year 2008 numbered 8,799, also a 49 percent increase from

the previous year.

No fewer than 25 federally insured U.S. banks failed in 2008,
pushing the Federal Deposit Insurance Corporation to the
wall to cover $373.6 billion in insured deposits by induc-
ing healthier institutions to step in when other banks foun-
dered due to extensive holdings in subprime assets. The
Federal National Mortgage Association (“Fannie Mae”) and
the Federal Home Loan Mortgage Corporation (“Freddie
Mac”), which own or guarantee nearly half of the U.S.'s $12 tril-
lion mortgage market and which back nearly $5.2 trillion of
debt securities held by investors worldwide, were essentially
nationalized by the U.S. government due to liquidity con-
cerns related to the subprime crisis when they were placed
into conservatorship by the Federal Housing Finance Agency
in 2008. Failures of other U.S. financial giants were averted
in 2008 only because the government stepped in with tax-
payer dollars to provide emergency assistance. The Federal
Reserve was forced to provide $85 billion initially, then up
to as much as $153 billion, in “bridge” financing to American
International Group (“AIG”), the largest insurer in the world
with $1 trillion in assets, to avoid a cataclysmic bankruptcy
brought on by mark-to-market losses from mortgage-related
investments and swap exposures that precipitated a liquid-
ity crisis. Investment banks Goldman Sachs Group Inc. and
Morgan Stanley agreed to be converted into more tightly
regulated depositary institutions in 2008 to avoid the fate of
rivals that either collapsed or were taken over and to gain
access to part of the $250 billion in capital provided by the
U.S. government in 2008 to shore up the U.S. banking system.

No fewer than 25 names were added to the public-company
billion-dollar bankruptcy club in 2008 (the most since 2002
and a sixfold increase over 2007), including the two larg-
est bankruptcy filings ever in U.S. history—Lehman Brothers
Holdings Inc. and Washington Mutual, Inc.—as well as the 10th-
largest bankruptcy filing of all time—IndyMac Bancorp, Inc.
The 10 largest of those bankruptcy filings are discussed in
more detail below. Seven of the companies on the Top 10 List
for 2008 were involved in the banking or financial services
business—all direct casualties of the subprime-mortgage

and credit crises.



HIGHLIGHTS OF 2008

January 24 The National Association of Realtors announces that 2007 experienced the largest drop in
existing home sales in 25 years and the first price decline in many years.

February 13 President Bush signs into law an economic stimulus package costing $168 billion, mainly taking
the form of income tax rebate checks mailed directly to taxpayers.

March 16 Bear Stearns is acquired by JPMorgan Chase for $1.2 billion in a fire sale transaction back-
stopped by up to $30 billion in federal financing to cover subprime-mortgage losses.

July 1 IndyMac Bank, the seventh-largest mortgage originator in the U.S,, is placed into FDIC receiv-
ership by the Office of Thrift Supervision, representing the fourth-largest bank failure in U.S.
history. Crude oil prices rise to an all-time high of $147.27 following concern over recent Iranian
missile tests.

July 17 The average price of a gallon of regular unleaded gasoline in the U.S. reaches $4.11 (the high-
est ever).

July 30 President Bush signs into law the Housing and Economic Recovery Act of 2008, which autho-

rizes the Federal Housing Administration to guarantee up to $300 billion in new 30-year fixed-
rate mortgages for subprime borrowers if lenders write down principal loan balances to 90
percent of current appraisal value.

September 7

The federal government takes over Fannie Mae and Freddie Mac, which own or guarantee
nearly half of the U.S’’s $12 trillion mortgage market and which back nearly $5.2 trillion of debt
securities held by investors worldwide.

September 14

Merrill Lynch agrees to be acquired by Bank of America for $50 billion in stock amid fears of a
liquidity crisis and Lehman Brothers’ collapse.

September 15

Lehman Brothers is forced to file for chapter 11 protection after buyout talks fall through and
the federal government refuses to provide a bailout.

September 17

The Federal Reserve loans $85 billion to AIG to avoid bankruptcy in exchange for an
80 percent equity interest and the right to veto dividend payments.

September 21

Investment banks Goldman Sachs and Morgan Stanley agree to be converted into more tightly
regulated depositary institutions to avoid the fate of rivals that either collapsed or were taken
over in the worst financial crisis to sweep Wall Street since the Great Depression.

September 25

Washington Mutual is seized by the FDIC and its banking assets are sold to JPMorgan Chase
for $1.9 billion.

September 29

The Emergency Economic Stabilization Act of 2008 (‘EESA”) is defeated 228—205 in the House
of Representatives. The FDIC announces that Citigroup Inc. will acquire the banking operations
of Wachovia with federal assistance for $2.16 billion in stock and assumption of $53 billion in
debt. The Dow Jones average has its worst single-day loss ever, plummeting 770.59 points to
finish at 10,372.54.

October 1

The Senate passes its version of the $700 billion bailout bill.

October 3

President Bush signs EESA into law, creating the $700 billion Troubled Assets Relief Program
(“TARP”) to purchase failing bank assets. The new law eases accounting rules that forced
companies to collapse due to toxic mortgage-related investments and is accompanied by
the SEC’s decision to ease mark-to-market accounting rules that require financial institutions
to show the deflated value of assets on their balance sheets. Based on the tax-law changes,
Wells Fargo makes a higher offer for Wachovia, ultimately acquiring the bank for $12.7 billion on
December 31, 2008. The FDIC temporarily raises the limit on insured deposits from $100,000 to
$250,000.

October 5

Bailout packages announced by various governments across the globe reach the $2 trillion
mark.




HIGHLIGHTS OF 2008 (continued)

October 6 The Federal Reserve announces that it will provide $900 billion in short-term cash loans to
banks.

October 7 The Federal Reserve announces that it will make emergency loans of approximately $1.3 trillion
directly to companies outside the financial sector.

October 8 The Federal Reserve reduces the federal funds rate, its emergency lending rate to banks, by

half a percentage point to 1.75 percent.

October 6 to 10

Worst week for the U.S. stock market in 75 years. The Dow Jones loses 22.1 percent, its worst
week on record, and is down 40.3 percent since reaching a record high of 14,164.53 on October
9, 2007. The Standard & Poor’s 500 index loses 18.2 percent, its worst week since 1933, and is
down 42.5 percent since its record high on October 9, 2007, of 1,565.15.

October 10

The Dow Jones caps its worst week ever with the highest-volatility day ever recorded in its 112-
year history. The G7, a group of central bankers and finance ministers from the Group of Seven
leading economies, meets in Washington and agrees to urgent coordinated action to prevent
the credit crisis from throwing the world into depression but does not agree on a concrete
plan for doing so.

October 13

The Dow Jones industrial average gains 936.42 points, or 11 percent, the largest single-day
point gain in the American stock market since the 1930s.

October 14

The U.S. government announces that it will tap into the $700 billion TARP to inject $250 billion
of public money into the U.S. banking system. The government will take an equity position in
banks that choose to participate in the program.

October 21

The Federal Reserve announces that it will spend $540 billion to purchase short-term debt
from money market mutual funds in an effort to unfreeze the credit markets and make it easier
for businesses and banks to obtain loans.

November 12

Treasury Secretary Paulson abandons the plan to buy toxic assets under the TARP and
announces that the fund’s remaining $410 billion would be better utilized to recapitalize finan-
cial companies.

November 17

The U.S. Treasury distributes $33.6 billion to 21 banks in the second round of disbursements
from the $700 billion bailout fund.

November 19

A Senate hearing on the automotive crisis is convened with the heads of Chrysler, Ford, and
General Motors, who explain that they need $25 billion in financial aid to avoid bankruptcy.

November 24

The U.S. government agrees to rescue Citigroup after its stock price plummets 60 percent
in one week, under a plan that includes injecting another $20 billion of capital into Citigroup,
bringing the total infusion to $45 billion.

November 25

The Federal Reserve pledges an additional $800 billion to help revive the financial system,
$600 billion of which will be used to buy mortgage bonds issued or guaranteed by Fannie Mae,
Freddie Mac, the Government National Mortgage Association (“Ginnie Mae”), and the Federal
Home Loan Banks.

December 2

The Big Three automakers submit revised plans to Congress that include more drastic cost-
cutting measures and increase their bailout request to $34 billion. Chrysler says it needs
$7 billion by the end of the month just to keep running, while GM asks for $4 billion immediately.

December 5

The U.S. Bureau of Labor Statistics releases a report indicating that U.S. employment declined
by 1.9 million jobs as of the end of November, with the unemployment rate rising to 6.7 percent.

December 10

The House Financial Services Committee releases a proposed $15 billion bailout package for
GM, Ford, and Chrysler that provides for the appointment of a “car czar” to oversee automak-
ers’ restructuring efforts and includes restrictions on executive compensation and benefits.




HIGHLIGHTS OF 2008 (continued)

December 11

The proposed auto-bailout package is rejected by the Senate. Bernard Madoff, former chair-
man of the NASDAQ Stock Market and founder in 1960 of Bernard L. Madoff Investment
Securities LLC, is arrested and charged with running a $50 billion Ponzi scheme in what may
rank among the biggest fraud cases ever.

December 16

Goldman Sachs Group Inc. reports its first quarterly loss since it went public in 1999, losing
$2.29 billion during its fiscal fourth quarter. The Federal Reserve lowers the federal funds rate
to between 0 and 0.25 percent, the lowest since July 1954.

December 18

Freddie Mac announces that the average 30-year fixed-mortgage interest rate is officially
5.19 percent, the lowest since it started the Primary Mortgage Market Survey in 1971.

December 19

President Bush announces approval of an auto-bailout plan giving an aggregate $17.4 billion in
loans to GM and Chrysler from the TARP, although the U.S. Treasury does not have the author-
ity to direct TARP funds to companies other than financial institutions. The President uses his
executive authority to declare that TARP funds may be spent on any program he personally
deems necessary to avert the financial crisis.

December 21

Light crude oil trades at $33.87 a barrel, less than one-fourth of the peak price reached in July.

December 22

Automaker Toyota Motor Corp., the world’s second-largest automaker, forecasts that it expects
to register its first operating loss since World War Il, due to the drastic decline in the demand
for cars in the U.S. and the rest of the world.

December 29

The U.S. Treasury Department injects $5 billion into GMAC, the automobile financing company,
as part of a deal that will permit GMAC to convert itself into a bank holding company to reduce

its borrowing costs and borrow money at low rates from the Federal Reserve.

TOP 10 BANKRUPTCIES OF 2008

Nothing lasts forever, even in bankruptcy. The seemingly
assured tenure of former telecommunications giant WorldCom
Inc. atop the list of the largest bankruptcy cases ever filed in
the U.S. lasted just over six years. The new titan among bank-
ruptcy mega-filings was crowned on September 15, 2008,
when 158-year-old international financial services conglomer-
ate Lehman Brothers Holdings Inc. filed for chapter 11 protec-
tion in New York. The bankruptcy of Lehman Brothers is (by
far) the largest bankruptcy filing in U.S. history, with Lehman
holding nearly $700 billion in assets—nearly seven times the
assets held by WorldCom when it filed for bankruptcy protec-
tion in 2002. Lehman’s bankruptcy also represented the larg-
est failure of an investment bank since the collapse of Drexel
Burnham Lambert in 1990. Lehman was founded in 1850 and
was headquartered in New York, New York, with regional head-
quarters in London and Tokyo. At the time of the bankruptcy
filings, Lehman had more than 25,000 employees worldwide

and was the fourth-largest investment bank in the U.S.

Lehman confronted unprecedented losses in 2008 due to the

subprime-mortgage crisis that began in mid-2007, principally

because it held approximately $4.3 billion in subprime and
other lower-rated mortgage-backed securities. After discus-
sions with several potential purchasers (including Bank of
America and Barclays PLC) proved to be unsuccessful during
the late summer of 2008, Timothy F. Geithner, the president
of the Federal Reserve Bank of New York, called a meeting
on September 12, 2008, to discuss Lehman’s future, including
the possibility of an emergency liquidation of the company’s
assets. By the end of that day, any interest by potential suit-
ors for all or part of Lehman’s assets appeared to evaporate,
and the federal government refused to offer any assistance
in the form of a bailout or loan guaranties, which it had pro-
vided in the spring of 2008 to facilitate the acquisition by
JPMorgan Chase & Co. of 85-year-old Wall Street icon Bear
Stearns Cos,, Inc., once the fifth-largest securities firm in the
U.S., using up to $30 billion in Federal Reserve emergency

financing.

On the day that Lehman filed for bankruptcy, sometimes
referred to as “Ugly Monday,” the Dow Jones Industrial
Average closed down just over 500 points, resulting in the

SEC’s prohibition of naked short selling and a three-week



temporary ban on all short selling of financial stocks. At the
time, the decline represented the largest drop by points in
a single day since the days following the September 11,
2001, terrorist attacks (it was subsequently eclipsed just two
weeks later on “Dark Monday,” September 29, when the Dow
experienced its largest daily point drop ever (more than 770
points), after Congress failed (albeit temporarily) to approve
a $700 billion bailout). Contemporaneous with Lehman’s deci-
sion to seek bankruptcy protection, another pillar of Wall
Street—94-year-old brokerage giant Merrill Lynch & Company
Inc. (the largest brokerage firm in the U.S.)—announced that
it had agreed to be purchased by Bank of America for just
over $50 billion in stock, rather than hazard the risk of being
pulled under by the maelstrom of failure that had already

swallowed Bear Stearns and Lehman Brothers.

Bankruptcy judge James M. Peck approved an emergency
sale of Lehman’s investment banking and brokerage opera-
tions, including Lehman’s 32-story, Midtown Manhattan office
tower, to Barclays Capital, Inc., for $1.35 billion in the early
hours of September 20, 2008. In connection with the sale,
Lehman’s brokerage subsidiary, Lehman Brothers Inc., which
was not a chapter 11 debtor because it is a registered broker-
dealer, agreed to the commencement of a liquidation pro-
ceeding against it under the Securities Investor Protection
Act of 1970. Judge Peck later approved the sale of Lehman’s
Asia-Pacific, European, and Middle Eastern operations, which
were collectively responsible for more than 50 percent of
Lehman’s global revenue in 2007, to Nomura Holdings, Inc.,
Japan’s largest brokerage firm, for approximately $2 billion.
The full impact of the Lehman bankruptcy on the U.S. and
world financial markets, as well as the thousands of compa-
nies and individuals who traded with Lehman, remains to be
seen. According to some estimates, Lehman’s emergency
bankruptcy filing wiped out as much as $75 billion of poten-

tial value for creditors.

Lehman Brothers is a hard act to follow under any circum-
stances, but the company that took the second spot on the
Top 10 List for public bankruptcy filings in 2008 is nearly as
remarkable, even in a year of catastrophic failures. Logging
in at No. 2 for 2008 was Washington Mutual, Inc., a savings
bank holding company and the former owner of Washington

Mutual Bank, which was once the largest savings and loan

association in the U.S. (adding yet another ignominious
superlative to the annals of U.S. bankruptcy history). On
September 25, 2008, the U.S. Office of Thrift Supervision
(“OTS”) seized Washington Mutual Bank and placed it into
receivership under the auspices of the Federal Deposit
Insurance Corporation (“FDIC”), after $16.4 billion in deposits
were withdrawn from the bank during a 10-day period. The
FDIC immediately sold the banking subsidiaries for $1.9 bil-
lion to JPMorgan Chase, which reopened the bank the next
day. The holding company, which was left with $33 billion in
assets and $8 billion in debt, filed for chapter 11 protection

the next day in Delaware.

Washington Mutual’s closure (and receivership) is the largest
bank failure in U.S. history. It was once the sixth-largest bank
in the U.S. According to Washington Mutual, Inc.’s annual
report for 2007, as of December 31, 2007, the company held
assets valued at $327.9 billion. In its chapter 11 filings, how-
ever, Washington Mutual, Inc., listed assets of $33 billion and
debt of $8 billion. Washington Mutual Bank operated 2,257
retail banking stores and 233 lending stores and centers in
36 states. It was one of the 25 federally insured banks that

were shut down in 2008.

The third-largest public bankruptcy filing of 2008 involved
another banking giant, Pasadena, California-based IndyMac
Bancorp, Inc., which, until July 11, 2008, was the holding com-
pany for hybrid thrift/mortgage bank IndyMac Bank, F.S.B.
IndyMac Bank originated mortgages in all 50 states of the
U.S. and was the seventh-largest savings and loan company
nationwide. On July 11, 2008, citing liquidity concerns, the OTS
placed IndyMac Bank into conservatorship with the FDIC. A
bridge bank was established to assume control of IndyMac
Bank’s assets and secured liabilities (such as insured deposit
accounts), and the bridge bank was also placed into con-
servatorship under the FDIC’s control. The failure of IndyMac
Bank is the seventh-largest bank failure in U.S. history and
the second-largest failure of a regulated thrift. Its hold-
ing company, IndyMac Bancorp, Inc., filed for chapter 7 on
August 1, 2008, in California to liquidate its remaining assets.
IndyMac Bancorp reported more than $32 billion in assets
in its annual report for 2007, but the holding company listed
only between $50 million and $100 million in assets when it

filed for chapter 7.



NEWSWORTHY

David G. Heiman (Cleveland), Heather Lennox (Cleveland), Charles M. Oellermann (Columbus), Brett P. Barragate
(New York), and Rachel L. Rawson (Cleveland) were selected as “Ohio Super Lawyers” for 2009 in the field of

Bankruptcy & Creditor/Debtor Rights by Law & Politics.

Peter J. Benvenutti (San Francisco) was identified in the Restructuring and Insolvency Category as a Highly

Recommended lawyer in Practical Law Company’s Which lawyer? 2009.

Heather Lennox (Cleveland) and Carl E. Black (Cleveland) gave a presentation entitled “Protecting Your Human
Capital: Indemnities and D&O Insurance in Troubled Times” on December 11 at a continuing legal education seminar in

Cleveland.

Tobias S. Keller (San Francisco) has been named one of the “10 Rising Stars of Bankruptcy/Restructuring Law and
Workouts” by Institutional Investor, a leading international business-to-business publisher focused primarily on interna-
tional finance. On February 5, Tobias sat on a panel discussing “How to Thrive in a Restructuring Economy,” which was
part of a San Francisco program sponsored by the Association for Corporate Growth, entitled “Capitalizing on Change:
M&A in 2009.”

Brett P. Barragate (New York) sat on a panel discussing “Current Trends in DIP Financing” at the Distressed Investing

Conference sponsored by The Deal in Las Vegas on January 23.

Volker Kammel (Frankfurt) and Michael Rutstein (London) gave a presentation entitled “Debt for Equity Swaps in the UK

and Germany” to clients and guests of the German-British Chamber of Industry & Commerce on January 22 in London.

An article written by Gregory M. Gordon (Dallas) and Dan B. Prieto (Dallas) entitled “Overview of Issues Related
to Professional Retention in Bankruptcy Cases” was published in the December 2008/January 2009 edition of the
AIRA Journal.

Michael Rutstein (London) gave a presentation on February 4 to BDO Stoy Hayward in London entitled “Unfinished

Business in the Next Round of Business Rescues.”

An article written by Mark G. Douglas (New York) entitled “Absence of Actual Harm to Creditors Defeats Equitable
Subordination Bid” was published in the January/February 2009 edition of The ABF Journal.




Logging in at No. 4 on the Top 10 List for 2008 was yet
another bank holding company, Newport Beach, California-
based Downey Financial Corp., which operated as the hold-
ing company for Downey Savings and Loan Association, FA,,
until November 21, 2008, when federal regulators seized the
bank due to its failure to satisfy minimum capital require-
ments. As of September 30, 2008, Downey Savings and Loan
had 170 branches in California and five branches in Arizona.
The bank lost $547.7 million in the first nine months of 2008,
largely due to extensive holdings in subprime adjustable-rate

mortgage loans.

The banking operations of Downey Savings and Loan were
immediately sold to U.S. Bank, N.A., in a transaction facili-
tated by the OTS and the FDIC. The sale transaction also
involved the banking subsidiary of PFF Bancorp, Inc. (No.
10 on the Top 10 List for 2008), PFF Bank & Trust, which was
also seized by federal regulators on November 21, 2008, after
posting losses from subprime-mortgage loans aggregating
nearly $290 million through the first three quarters of 2008.
Downey Savings and Loan had total assets of $12.8 billion
and total deposits of $9.7 billion as of September 30, 2008.
On November 25, 2008, Downey Financial Corp. filed a vol-
untary chapter 7 petition in Delaware to liquidate its remain-
ing assets. Although Downey Financial reported $13.4 billion
in assets as of September 30, 2008, the holding company’s
chapter 7 petition listed only between $10 million and $50 mil-

lion in assets.

Capturing the No. 5 spot was the first nonbanking or non-
financial services company to appear in the Top 10 List for
2008. The Chicago-based Tribune Company, which through
its subsidiaries operates as a U.S. media and entertainment
company engaged in newspaper publishing, television and
radio broadcasting, and entertainment operations, filed for
chapter 11 protection in Delaware on December 8, 2008,
listing more than $13 billion in assets. The debtor owns the
Chicago Tribune, Los Angeles Times, and Baltimore Sun
newspapers. Its broadcasting holdings include WPIX in
New York, KTLA in Los Angeles, and WGN in Chicago. Other
assets include the Chicago Cubs baseball team, Wrigley
Field, a share in the Food Network cable channel, and

stakes in various online entities. The Cubs and Wrigley Field,

both of which are for sale, were not included in the bank-
ruptcy filing. The Tribune Company was a victim of declin-
ing revenue, the general economic malaise, and the credit
crunch. Its enormous debt load—nearly $13 billion—coupled
with an industrywide downturn in advertising and circulation
revenue, made it impossible to stave off bankruptcy. Other
newspaper publishers are struggling with the same con-
fluence of bad news. The Tribune Company’s bankruptcy
filing is the largest (ranked by total pre-petition assets)

publishing-industry bankruptcy of all time.

The No. 6 spot on the Top 10 List for 2008 belongs to Brea,
California-based Fremont General Corporation, a finan-
cial services holding company that, through its subsidiary
Fremont General Credit Corporation, owned the California
bank Fremont Investment & Loan. Fremont Investment &
Loan operated 22 branches in California. Founded in 1963
as Lemac Corporation, Fremont General Corporation wrote
nonprime and subprime home mortgages nationwide until
2007 and sold the loans into the secondary market, retain-
ing the servicing. It was hit hard by the housing bust and
sold its subprime-lending unit to various investors. The com-
pany also sold its commercial real estate lending operations
to iStar Financial in 2007 and sold the retail deposits and
branches of Fremont Investment & Loan to CapitalSource
Inc. for approximately $170 million in 2008. Fremont General
Corporation filed for chapter 11 protection on June 18, 2008,
in California. Although the company reported nearly $12.9 bil-
lion in assets in its most recent financial statements, it listed
only $643 million in assets and debts exceeding $320 million

in its bankruptcy filings.

Seventh place on the list of the largest public bankruptcy
filings in 2008 went to Tulsa, Oklahoma-based SemGroup,
L.P, a privately held midstream service company with public
operating subsidiaries that provide the energy industry with
the means to move products from the wellhead to wholesale
marketplaces located principally in the U.S., Canada, Mexico,
and the United Kingdom. SemGroup, L.P, filed a chapter 11
petition in Delaware on July 22, 2008, after revealing that its
traders, including cofounder Thomas L. Kivisto, were respon-
sible for $2.4 billion in losses on oil futures transactions and

the company faced insurmountable liquidity problems. The



company listed more than $6.1 billion in assets at the time of
its bankruptcy filing. As of 2007, SemGroup, L.P, was the 18th-

largest private company in the U.S.

Houston, Texas-based Franklin Bank Corp., a savings and
loan holding company that until November 7, 2008, provided
community and commercial banking services, including
single-family mortgage origination, through its wholly owned
subsidiary, Franklin Bank, S.S.B., had the dubious distinc-
tion of being No. 8 on the Top 10 List for 2008. Ironically, the
company, which was headed by Lewis Ranieri, who helped
create the mortgage securities market in the 1980s while at
Salomon Brothers Inc., was a victim of the current mortgage
crisis, but on the commercial rather than residential side. In
addition to its corporate offices in Houston, the company
had 38 community banking offices in Texas; seven regional
commercial lending offices in Florida, Arizona, Michigan,
Pennsylvania, Colorado, California, and Washington, D.C.;
and mortgage origination offices in 19 states throughout the
U.S. On November 7, 2008, Franklin Bank, S.S.B., was closed
by the Texas Department of Savings and Mortgage Lending,
and the FDIC was named receiver. The bank’s deposits
were immediately sold by the FDIC to Prosperity Bank of El
Campo, Texas. Franklin Bank, S.S.B., reported total assets of
more than $5.5 billion as of September 30, 2008, and total
deposits of $3.7 billion. Franklin Bank Corp. filed a chapter
7 petition in Delaware on November 12, 2008, to liquidate its

remaining assets.

The penultimate spot on the Top 10 List for 2008 went to
Philadelphia-based Luminent Mortgage Capital, Inc., a real
estate investment trust investing primarily in both prime- and
subprime-mortgage loans and mortgage-backed securities.
Luminent, which once invested in billions of dollars of mort-
gages, including many rated “triple-A,” collapsed as inves-
tor demand for many fixed-income securities vanished and
the company was crippled by liquidity problems as it was
forced to sell many assets at a loss to meet margin calls and
heavy write-downs. Luminent filed for chapter 11 protection
on September 5, 2008, in Maryland, listing just $13.4 million
in assets and $486.1 million in debt as of July 31, 2008. The
company previously reported more than $4.7 billion in assets.

Securing the final spot on the Top 10 List for public bank-
ruptcy filings in 2008 was Rancho Cucamonga, California-
based PFF Bancorp, Inc., the parent company of PFF
Bank & Trust, which was seized by federal regulators on
November 21, 2008, together with Downey Savings and
Loan Association, F.A. (No. 4 on the Top 10 List), after post-
ing losses from subprime-mortgage loans aggregating nearly
$290 million through the first three quarters of 2008. The
banking operations of PFF Bank & Trust and Downey Savings
and Loan were immediately sold to U.S. Bank, N.A,, in a trans-
action facilitated by the OTS and the FDIC. PFF Bank, which
had 30 branches in California, had assets of $3.7 billion and
deposits of $2.4 billion at the time it was seized by regulators.
PFF Bancorp filed for chapter 11 protection on December 5,
2008, in Delaware. At the time of the filing, the holding com-
pany listed only between $10 million and $50 million in assets,

although it had previously reported more than $4.1 billion in

assets in its most recent financial statements.




Company

Lehman Brothers Holdings Inc.
Washington Mutual, Inc.
IndyMac Bancorp, Inc.
Downey Financial Corp.

The Tribune Company
Fremont General Corporation
SemGroup, L.P.

Franklin Bank Corp.

Luminent Mortgage Capital, Inc.

PFF Bancorp, Inc.

Pilgrim’s Pride Corporation
LandAmerica Fin. Group, Inc.
Circuit City Stores, Inc.

WCI Communities, Inc.
TOUSA, Inc.

VeraSun Energy Corporation
Linens 'n Things, Inc.
Tropicana Entertainment, LLC
Quebecor World (USA) Inc.
Hawaiian Telcom Comms,, Inc.

SIRVA, Inc.

Bally Total Fitness Holding Corp.

Integrity Bancshares, Inc.
Chesapeake Corporation

Frontier Airlines Holdings, Inc.

LARGEST PUBLIC BANKRUPTCIES OF 2008

Filing Date
9/15/08
9/26/08
7/31/08
11/25/08
12/08/08
6/18/08
7/22/08
11/12/08
9/05/08
12/05/08
12/01/08
11/26/08
11/10/08
8/04/08
1/29/08
10/31/08
5/02/08
5/05/08
1/21/08
12/01/08
2/05/08
12/03/08
10/10/08
12/29/08

4/10/08

Court

S.D.NY.

D. Del.

C.D. Cal.

D. Del.

D. Del.

C.D. Cal.

D. Del.

D. Del.

D. Del.

N.D. Tex.

E.D. Va.

E.D. Va.

D. Del.

S.D. Fla.

D. Del.

D. Del.

D. Del.

S.D.NY.

D. Del.

S.D.NY.

S.D.NY.

N.D. Ga.

E.D. Va.

S.D.NY.

Assets

$691 billion

$328 billion

$32.7 billion

$13.4 billion

$13 billion

$12.9 billion

$6.1 billion

$5.5 billion

$4.7 billion

$4.1 billion

$3.8 billion

$3.8 billion

$3.7 billion

$2.9 billion

$2.8 billion

$1.8 billion

$1.7 billion

$1.7 billion

$1.7 billion

$1.6 billion

$1.4 billion

$1.4 billion

$1.3 billion

$1.2 billion

$1 billion

Industry

Investment Banking
Banking

Banking

Banking
Media/Entertainment
Financial Services
Energy/Transportation
Banking

Real Estate Investment
Banking

Poultry Production
Insurance

Retail

Home Construction
Home Construction
Energy

Retail

Entertainment

Print Media
Telecommunications
Transportation
Entertainment
Banking

Packaging Prods. Mfg.

Aviation



Bank

Sanderson State Bank

Haven Trust Bank

First Georgia Community Bank

PFF Bank & Trust
Downey Savings and Loan
The Community Bank
Security Pacific Bank
Franklin Bank, S.S.B.
Freedom Bank

Alpha Bank & Trust
Meridian Bank

Main Street Bank
Washington Mutual Bank
Ameribank

Silver State Bank

Integrity Bank

The Columbian Bank and Trust

First Priority Bank

First Heritage Bank, NA

First National Bank of Nevada

IndyMac Bank

First Integrity Bank, NA
ANB Financial, NA
Hume Bank

Douglass National Bank

2008 U.S. BANK FAILURES

Headquarters

Sanderson, Texas

Duluth, Georgia

Jackson, Georgia
Pomona, California
Newport Beach, California
Loganville, Georgia

Los Angeles

Houston

Bradenton, Florida
Alpharetta, Georgia
Eldred, lllinois

Northville, Michigan
Henderson, Nevada, and Park City, Utah
Northfork, West Virginia
Henderson, Nevada
Alpharetta, Georgia
Topeka, Kansas
Bradenton, Florida
Newport Beach, California
Reno, Nevada

Pasadena, California
Staples, Minnesota
Bentonville, Arkansas
Hume, Missouri

Kansas City, Missouri

Failure Date

1212/08

1212/08

12/05/08

11/21/08

11/21/08

11/21/08

11/07/08

11/07/08

10/31/08

10/24/08

10/10/08

10/10/08

9/25/08

9/19/08

9/05/08

8/29/08

8/22/08

8/01/08

7/25/08

7/25/08

7/11/08

5/30/08

5/09/08

3/07/08

1/25/08



MUNICIPAL BANKRUPTCIES

Even though chapter 9 of the Bankruptcy Code has been
in effect for more than 30 years, fewer than 200 chapter 9
cases have been filed during that time. Municipal bankruptcy
cases—or, more accurately, cases involving the adjustment
of a municipality’s debts—are a rarity, compared to reorga-
nization cases under chapter 11. The infrequency of chapter
9 filings can be attributed to a number of factors, including
the reluctance of municipalities to resort to bankruptcy pro-
tection due to its associated stigma and negative impact,
perceived or otherwise, on a municipality’s future ability to
raise capital in the debt markets. Also, chapter 9’s insolvency
requirement, which exists nowhere else in the Bankruptcy

Code, appears to discourage municipal bankruptcy filings.

As the enduring fallout from the subprime-mortgage disaster
and the commercial credit crunch that it precipitated con-
tinue to paint a grim picture for the U.S. economy, municipali-
ties are suffering from a host of troubles. Among them are
skyrocketing mortgage-foreclosure rates and a resulting loss
of tax base, bad investments in derivatives, and the higher
cost of borrowing due to the meltdown of the bond mortgage
industry and the demise (temporary or not) of the $330 billion
market for auction-rate securities, which municipalities have
relied upon for nearly two decades to float inexpensive debt
in the $2.7 trillion U.S. market for state, county, and city debt.
According to the National Conference of State Legislatures,
states project a $97 billion shortfall over the next two years.
This confluence of financial woes is likely to propel an
increasing number of municipalities to the brink of insolvency
and beyond. This may mean a significant uptick in the vol-

ume of chapter 9 filings.

The present-day legislative scheme for municipal debt reor-
ganizations was implemented in the aftermath of New York
City’s financial crisis and federal government bailout in 1975,
but chapter 9 has proved to be of limited utility thus far. Only
a handful of cities or counties have filed for chapter 9 pro-
tection. The vast majority of chapter 9 filings involve munici-
pal instrumentalities, such as irrigation districts, public utility
districts, waste-removal districts, and health-care or hospital
districts. In fact, according to the Administrative Office of the
U.S. Courts, fewer than 500 municipal bankruptcy petitions

have been filed in the more than 60 years since Congress

established a federal mechanism for the resolution of munici-
pal debts. Until 2008, Bridgeport, Connecticut (pop. 138,000),
was the only large city even to have attempted a chapter 9
filing, but its effort to use chapter 9 in 1991 to reorganize its
debts failed because it did not meet the insolvency require-
ment. In 1999, mid-sized Camden, New Jersey (pop. 87,000),
and Prichard, Alabama (pop. 28,000), also filed for chapter 9.
Camden'’s stay in chapter 9 ended abruptly when the State of
New Jersey took over the failing city in 2000. Prichard con-
firmed its chapter 9 plan in October 2000. More recently, the
City of Vallejo, California (pop. 117,000), filed a chapter 9 peti-
tion on May 23, 2008, claiming that it lacked sufficient cash
to pay its bills after negotiations with labor unions failed to
win salary concessions from firefighters and police. The San
Francisco suburb became the largest city in California to file
for bankruptcy and the first local government in the state to
seek protection from creditors because it ran out of money
amid the worst housing slump in the U.S. in more than a quar-
ter century. Orange County, California (pop. 2.8 million), is
the other prominent municipality to have taken the plunge.
Having filed the largest chapter 9 case in U.S. history and
confirmed a plan in 1995, Orange County stands alone as the

only large municipal debtor to have navigated chapter 9.

Even so, the only alternative to chapter 9 is restructuring by
the municipality under applicable state law, which may be
difficult and require voter approval. The ability under chap-
ter 9 to bind dissenting creditors without obtaining voter
approval may make that option preferable. Thus, as the
financial problems of municipalities continue to mount, there
may be a significant surge in chapter 9 filings. To be sure,
chapter 9’s utility in dealing with some of these problems
may be limited. For example, to the extent that a municipal-
ity’s questionable investments include securities, forward or
commodities contracts, or swap, repurchase, or master net-
ting agreements, bankruptcy (and the automatic stay) will not
prevent the contract parties from exercising their rights. Also,
although a chapter 9 debtor can restructure its existing debt,
new long-term borrowing is unlikely to be obtained at any
favorable rate of interest. Still, the suspension of creditor col-
lection efforts and the prospect of restructuring existing debt
may mean that chapter 9 is the most viable strategy for many

beleaguered municipalities.



STOCKBROKER BANKRUPTCIES

By almost every estimate, the fallout from the subprime-
mortgagel/investment disaster and resulting credit calamity
has proved to be worse than anticipated, numbering among
its casualties more than 100 mortgage lenders, 25 feder-
ally insured banks and, in the span of only six months, no
fewer than three of the top five brokerage firms in the U.S.
Bear Stearns Cos,, Inc.; Lehman Brothers Holdings Inc.; and
Merrill Lynch & Co. Bear Stearns was acquired by JPMorgan
Chase in March 2008 for $1.2 billion in a fire sale transac-
tion backstopped by up to $30 billion in federal financing to
cover possible subprime-mortgage losses. Lehman Brothers
was forced into bankruptcy on September 15, 2008, after
talks with potential acquirers fell through and the federal
government refused to provide any assistance in the form
of a bailout. Fearing the same fate, Merrill Lynch agreed on
September 14, 2008, to be acquired by Bank of America for
$50 billion.

As the affairs of Bear Stearns, Lehman Brothers, and Merrill
Lynch unraveled at lightning speed, there was a good deal
of speculation that all of them might seek bankruptcy pro-
tection. Only Lehman Brothers ultimately did so, but its bro-
kerage subsidiary did not file for bankruptcy. Moreover,
although Bear Stearns and Merrill Lynch were global invest-
ment banking firms, a significant percentage of their busi-
ness involved brokerage services. To the extent that any of
their respective business entities are considered “stockbro-
kers” (defined generally to include any securities broker),
those entities would be ineligible for relief under chapter 11
of the Bankruptcy Code. As a result, the alternative would be
liquidation under either chapter 7 or the Securities Investor
Protection Act of 1970 (“SIPA”).

The Bankruptcy Code precludes relief to a securities broker
under any chapter other than chapter 7. Recourse to chap-
ter 11 is precluded because the complexities of chapter 11
are incompatible with the narrow purpose for which the spe-
cial stockbroker liquidation provisions in chapter 7 were
designed—the protection of customers. Notable attempts
have been mounted to circumvent that proscription, but with
limited success. For example, Drexel Burnham Lambert Group
Inc. filed for chapter 11 protection in 1990, but only after sell-

ing its brokerage operations, which were ultimately liquidated.

Commodities broker Refco Inc. filed for chapter 11 in 2005,
notwithstanding a similar ban on commodity-broker chapter 11
filings, contending that it should be permitted access to chap-
ter 11 because its substantial brokerage activities were carried
out by an offshore vehicle. The bankruptcy court ruled other-
wise, and the Refco affiliate that was a registered commodi-
ties broker was liquidated in chapter 7 while Refco’s remaining
operations and assets were ultimately liquidated in chapter
11. Lehman Brothers’ brokerage subsidiary, Lehman Brothers
Inc., did not file for chapter 11 protection along with its parent.
Instead, in connection with Lehman’s sale of its investment
banking and brokerage operations to Barclays Capital, Inc.,
Lehman Brothers Inc. assented to the commencement of a

liquidation proceeding against it under SIPA.

Thus, few options are available to stock or commodity
brokers intent upon obtaining a breathing spell while they
attempt to sort out financial problems brought on by the
subprime disaster. More likely than not, escalating liabili-
ties will propel many brokers toward either SIPA or chapter
7, both of which are geared toward protecting customers

rather than creditors.

NOTABLE EXITS FROM BANKRUPTCY IN 2008

Irvine, California-based New Century Financial Corp., once
the second-biggest subprime-mortgage lender in the U.S,,
ended its 16-month stint in bankruptcy on August 1, 2008,
after a Delaware bankruptcy court confirmed New Century’s
liquidating chapter 11 plan on July 15. During its heyday as
a mortgage-originating behemoth, New Century had 35
regional operating centers located in 18 states and originated
and purchased loans through its network of 47,000 mortgage
brokers, in addition to operating a central retail telemarketing
unit, two regional processing centers, and 222 sales offices.
New Century wrote nearly $51.6 billion in mortgages in 2006
and once employed more than 7,200 people. Its chapter 11
filing on April 2, 2007, was the largest public bankruptcy filing

in 2007, involving more than $26 billion in assets.

Troy, Michigan-based Delphi Corporation, once America’s
biggest auto-parts maker, obtained confirmation of a chapter
11 plan on January 25, 2008, but struggled throughout 2008
to secure exit financing or capital (including Delphi’s inability

to close on a $2.55 billion investment from private equity fund



Appaloosa Management) and has yet to emerge from bank-
ruptcy more than a year after confirmation. Delphi filed for
bankruptcy on October 8, 2005, in New York, listing $17 billion
in assets and $22 billion in debt, including an $11 billion
underfunded pension liability. While in bankruptcy, Delphi
radically contracted its manufacturing presence in the U.S,,
with thousands of Delphi workers taking buyouts financed by
General Motors Corp., which spun off Delphi a decade ago,
and the closure or sale of plants that made low-tech prod-
ucts like door latches and brake systems. Delphi also negoti-
ated lower wages with its remaining American workers. As a
consequence, Delphi’s U.S. operations have become a small
adjunct to its international businesses. At the end of 2007,
only 28,000 of Delphi’'s 169,000 employees worked in the U.S.

Auto-parts manufacturer Dana Corporation was able to
secure $2 billion in exit financing en route to emerging from
bankruptcy as Dana Holding Corporation on February 1,
2008, after obtaining confirmation of its chapter 11 plan on
December 26, 2007. The Toledo, Ohio-based company filed
for chapter 11 protection in New York on March 3, 20086, listing
$7.9 billion in assets and $6.8 billion in debt.

Delta Financial Corp., the Woodbury, New York-based sub-
prime lender that filed for chapter 11 protection in Delaware
on December 17, 2007, after a financing deal with alterna-
tive asset management firm Angelo, Gordon & Co. collapsed
because the derivatives market rejected Delta Financial’s
efforts to securitize $500 million in nonconforming loans,
obtained confirmation of a liquidating chapter 11 plan on
December 12, 2008. When it filed for bankruptcy, the com-
pany listed more than $6.5 billion in assets.

Georgia-based NetBank Inc., a pioneer of internet bank-
ing that filed for chapter 11 protection on September 28,
2007, in Florida, hours after federal regulators shut down its
online financial subsidiary due to problems associated with
its home mortgage loans, announced shortly after filing for
chapter 11 that it planned to liquidate its assets. It obtained
confirmation of a liquidating chapter 11 plan on September
12, 2008. NetBank listed approximately $4.8 billion in assets
at the time of its bankruptcy filing and was the fifth-largest

public bankruptcy filing of 2007.

A Delaware bankruptcy court confirmed a chapter 11 plan
on November 24, 2008, for Sea Containers Ltd., the London-
and Bermuda-based shipping and railroad company, after
the company was able to reach a crucial settlement regard-
ing funding of its two U.K.-based pension funds. Blaming
higher fuel prices and fallout from the July 2005 London
terrorist bombings, the company filed for chapter 11 pro-
tection on October 15, 2006, after failing to make a sched-
uled $115 million debt payment. Sea Containers had nearly
$2.75 billion in assets at the time of its bankruptcy filing and

was the second-largest public bankruptcy filing of 2006.

Rochester Hills, Michigan-based components supplier Dura
Automotive Systems Inc. finally emerged from bankruptcy
on June 27, 2008, after obtaining confirmation of a chapter
11 plan on May 13, 2008. Dura had hoped to exit chapter 11
before the end of 2007, but credit market instability under-
mined its efforts to obtain acceptable exit financing. Dura
filed for chapter 11 protection in Delaware on October 30,
2006, blaming an accelerating deterioration of the North
American automotive industry, including escalating raw-
materials costs. Dura’s filing was the third-largest in 2006,

with the company listing more than $2 billion in assets.

Interstate Bakeries Corp. (“IBC”), the Kansas City, Missouri-
based maker of Hostess Twinkies and Wonder Bread,
obtained confirmation of a chapter 11 plan on December 5,
2008, after more than four years in bankruptcy, leaving com-
pletion of an exit financing deal and investment as the only
impediments to the company’s emergence from bankruptcy.
IBC filed for chapter 11 protection in September 2004 in
Missouri in an effort to restructure $1.3 billion in debt. Under
the plan, Ripplewood Holdings LLC will provide a $130 million
equity investment, and IBC will fund its exit from bankruptcy
with a $125 million senior secured revolving credit facil-
ity led by GE Capital Corp. and a $339 million first-lien term
loan from Silver Point Finance LLC and Monarch Alternative
Capital LP.

Global relocation services provider SIRVA, Inc., better known
as Allied Van Lines Inc. and North American Van Lines Inc,,
obtained confirmation of its pre-packaged chapter 11 plan
and emerged from bankruptcy on May 12, 2008, as a pri-
vately owned company just over three months after it filed for



chapter 11 protection on February 5, 2008, in New York. The
company reported more than $1.4 billion in assets prior to fil-

ing for bankruptcy.

Dothan, Alabama-based Movie Gallery, Inc., the nation’s No.
2 video rental chain, emerged from bankruptcy on May 20,
2008, after a Virginia bankruptcy court confirmed a chapter
11 plan involving a debt-for-equity swap and cancellation of
the company’s existing common stock. Movie Gallery filed for
chapter 11 protection on October 16, 2007, with approximately
$14 billion in assets, after months of struggling with debt from
its purchase of rival Hollywood Entertainment Corp. for $1 bil-
lion in 2005. Its filing was the sixth-largest public bankruptcy
case of 2007.

WHERE DO WE GO FROM HERE?

The prognosis for 2009 is unclear, but given trends firmly
established in 2008, yet another surge in corporate bank-
ruptcies is likely, as companies across all sectors react
to the global economic crisis. Companies in the automo-
tive and retail industries top the list of markets impaired by
the credit crunch and constriction of consumer spending,
supplanting the homebuilding sector, which was gener-
ally regarded among industry professionals and watchdogs
as the most troubled industry for 2008 but falls to third for
2009. U.S. retailers are especially vulnerable, given a lack-
luster 2008 holiday shopping season that prompted retail-
ers to slash 66,000 jobs in December, the worst year for U.S.
retail employees since 1939, and what would appear to be an
enduring retrenchment in consumer spending. Other indus-
tries that are not likely to fare well due to the unavailability of
credit and a decrease in discretionary spending include the
media, entertainment, and restaurant sectors. Commercial
real estate is also likely to be hard hit, due to escalating
vacancy rates and the resulting difficulties in meeting debt

service demands.

The fundamental strategy of commercial bankruptcies may
also change in 2009, given the enduring difficulties in lining
up debtor-in-possession (“DIP”) and exit financing (DIP loans
dropped from $7.9 billion in the second quarter of 2008 to
$2.9 billion in the fourth quarter, according to statistics pub-
lished by the Deal Pipeline) and the more abbreviated “drop
dead” dates built into the Bankruptcy Code for the debtor’s

exclusive right to propose and solicit acceptances for a
chapter 11 plan and to assume or reject unexpired leases
of nonresidential real property. This means that more com-
panies may resort to bankruptcy protection in 2009 to effect
an orderly liquidation, rather than to reorganize, or to effect
expeditious cash-generating asset sales under section 363
of the Bankruptcy Code. This year may also see a greater vol-
ume of “pre-packaged” chapter 11 cases, a trend that began

in late 2005 after the new deadlines were implemented.

LEGISLATIVE DEVELOPMENTS

Supreme Court Approves Changes to Bankruptcy Rules

On April 23, 2008, the U.S. Supreme Court approved and for-
warded to Congress amendments to the Federal Rules of
Bankruptcy Procedure. The amendments generally reflect
interim rules already adopted to implement the Bankruptcy
Abuse Prevention and Consumer Protection Act of 2005. The

amended rules took effect on December 1, 2008.

Among the rule changes affecting large business bankruptcy

cases are the following:

Rule 1007 continues to require debtors to file a variety
of lists, schedules, statements, and other documents.
The amendments require any chapter 15 petition filed on
behalf of a foreign debtor to be accompanied by a list
of entities with which the debtor has been engaged in

litigation in the U.S.

Amended Rule 1010 requires service of a summons
and a chapter 15 petition (voluntary or involuntary) on
a debtor with respect to which recognition of a foreign
nonmain chapter 15 proceeding is sought, as well as
any entity against which the foreign debtor’s represen-
tative is seeking provisional or additional relief. The rule
also requires each corporate petitioner in an involuntary
chapter 15 case to file a corporate-ownership disclosure

statement.

Rule 1011 as amended provides that the debtor named
in an involuntary chapter 11 petition, or a party in interest
to a petition for recognition of a foreign proceeding, may
contest the petition. It further provides that in the case of

an involuntary chapter 15 petition against a partnership,



a nonpetitioning general partner, or a person who is
alleged to be a general partner but denies the allega-
tion, may contest the petition. The rule also now includes
a requirement that any corporation responding to an
involuntary or voluntary chapter 11 petition must file a

corporate-ownership disclosure statement.

New Rule 1021 establishes procedures for designating a

debtor as a health-care business.

Amendments to Rule 2002 require the bankruptcy court
to provide notice to a foreign debtor and to entities
against which relief is sought of a hearing on a petition

for recognition of a foreign proceeding under chapter 15.

New Rule 2007.2 implements the requirement in section
333 of the Bankruptcy Code that a patient-care ombuds-
man be appointed in the first 30 days of any health-care
business bankruptcy case unless the court finds it is not
necessary for the protection of patients. The rule also
establishes procedures for a party in interest to seek or

object to the appointment of an ombudsman.

Amended Rule 2015 requires a foreign representative
in a chapter 15 case to file notice of a change in sta-
tus in the foreign proceeding or in the representative’s

appointment.

New Rule 2015.1 governs reports issued by a patient-care
ombudsman and the protection of patient privacy when

the ombudsman requests access to patient records.

New Rule 2015.2 authorizes and prescribes procedures
for the relocation of patients when a health-care busi-

ness is being closed.

New Rule 2015.3 requires a chapter 11 debtor-in-
possession or trustee to file periodic reports of the value
and profitability of any entity in which the debtor has a

substantial or controlling interest.

Amended Rule 3002 provides that the bankruptcy court
may extend the time for a creditor with a foreign address

to file a proof of claim in a chapter 9 or chapter 11 case.

New Bankruptcy Rules to Implement Chapter 15

The Judicial Conference of the United States Committee on
Rules of Practice and Procedure released for public com-
ment a preliminary draft of the latest proposed amend-
ments to the Federal Rules of Bankruptcy Procedure. Many
of the proposed amendments would implement chapter 15,
which was added to the Bankruptcy Code in 2005 as part of
the Bankruptcy Abuse Prevention and Consumer Protection
Act. Chapter 15 establishes a framework of rules governing
cross-border bankruptcy and insolvency cases patterned
on the Model Law on Cross-Border Insolvency formulated
by the United Nations Commission on International Trade
Law in 1997.

The rule changes have been proposed by the various
advisory committees to the Judicial Conference’s Rules
Committee. The Rules Committee has not yet approved the
proposed amendments, other than authorizing their publica-
tion for comment. After considering the public comments,
the Advisory Committee on Bankruptcy Rules will determine
whether to submit the proposed amendments to the Rules
Committee for approval. Any proposals approved by the
Rules Committee will then go to the Judicial Conference, and
afterward to the U.S. Supreme Court, for approval. Comments
on the draft proposed amendments were due February 17,
2009. Approved amendments would become effective at the

earliest on December 1, 2010.

Changes to Italian Bankruptcy Law

After a number of unsuccessful attempts, Italy managed
to enact comprehensive reforms of its bankruptcy laws in
2005 and 2006. Among other things, the new legislation:
(a) redefined the basic focus of bankruptcy proceedings
toward satisfaction of creditor claims and away from penaliz-
ing debtors for their inability to pay their debts; (b) expanded
the role and scope of creditors’ committees; (c) allowed for
the continuation of a debtor’s business operations during a
bankruptcy proceeding; (d) introduced the concept of a dis-
charge from indebtedness for individual debtors; and (e) sim-
plified the procedures for liquidating a debtor’s assets and

distributing the proceeds among creditors.



These enactments were complemented on September 12,
2007, by the Italian government’s approval of Legislative
Decree No. 169 (the “Corrective Decree”). Effective January
1, 2008, the Corrective Decree further amended lItaly’s bank-
ruptcy laws to provide for more effective and efficient pro-
cedures governing the liquidation and/or reorganization of
distressed companies. Notably, the Corrective Decree intro-
duced more flexible pre-insolvency procedures, including the
possibility for arrangements between debtors and creditors
similar in substance to “pre-packaged” reorganizations under

U.S. bankruptcy law.

Australia Adopts Model Law on Cross-Border Insolvency

Australia’s Federal Parliament enacted the Cross-Border
Insolvency Act of 2008, which elevates to domestic law the
United Nations Commission on International Trade Law’s
Model Law on Cross-Border Insolvency (the “Model Law”),
a framework of principles designed to coordinate cross-
border bankruptcy and insolvency cases that has now been
adopted in one form or another by 15 nations or territories.
The U.S. adopted the Model Law in 2005 when it enacted
chapter 15 of the Bankruptcy Code as part of the Bankruptcy

Abuse Prevention and Consumer Protection Act.

NOTABLE BUSINESS BANKRUPTCY DECISIONS OF 2008

Allowance/Disallowance/Priority of Claims

Section 502(d) of the Bankruptcy Code provides that “any
claim” asserted by the recipient of an avoidable transfer shall
be disallowed unless and until the transferee returns the
property to the estate. In In re Plastech Engineered Products,
Inc., 394 B.R. 147 (Bankr. E.D. Mich. 2008), a Michigan bank-
ruptcy court ruled that section 502(d) applies only to pre-
petition claims, and not administrative claims asserted under
section 503(b)(9), which confers administrative priority upon
claims asserted by vendors for the value of goods received

by the debtor within 20 days of filing for bankruptcy.

Such “20-day claims” were the subject of another ruling
handed down in 2008 in the same bankruptcy case. In In
re Plastech Engineered Products, Inc., 397 B.R. 828 (Bankr.
E.D. Mich. 2008), the bankruptcy court examined the mean-
ing of “goods” in section 503(b)(9). It ruled that vendors may
provide both goods and services to a debtor, but only the

value of goods is entitled to section 503(b)(9) priority, and

natural gas sold to a debtor pre-bankruptcy, which qualifies
as goods, is not deprived of section 503(b)(9) priority merely
because the utility that provided it has rights and remedies
under section 366 (giving utilities the right to discontinue ser-

vice to a debtor absent adequate assurance of payment).

Equitable subordination, a common-law remedy codified in
section 510(c) of the Bankruptcy Code that permits a court
to reorder the relative priority of claims to redress creditor
misconduct, was the subject of a ruling handed down by the
Seventh Circuit Court of Appeals in 2008. In In re Kreisler,
546 F.3d 863 (7th Cir. 2008), the court reversed a lower court
ruling equitably subordinating secured claims held by a cor-
poration formed by the debtors for the purpose of acquiring
the claims, ruling that even if the debtors’ actions amounted
to misconduct, the other creditors of the estate were not

harmed in any way.

The Employee Retirement Income Security Act of 1974, as
amended by the Multiemployer Pension Plan Amendments
Act, imposes withdrawal liability on participating employers
that withdraw from a multi-employer defined-benefit pension
plan insured by the Pension Benefit Guaranty Corporation. In
United Mine Workers of Amer. v. Lexington Coal Co., LLC (In
re HNRC Dissolution Co.), 396 B.R. 461 (Bankr. 6th Cir. 2008),
a bankruptcy appellate panel for the Sixth Circuit was asked
to determine the priority of withdrawal liability claims against
debtor-employers that withdrew from a multi-employer pen-
sion plan two years after filing for chapter 11 protection. The
court ruled that such claims lacked the causal relationship
to the work performed by the debtors’ employees necessary
for the claims to be treated as an administrative expense.
According to the court, unlike other cases that have applied
the narrow exception stated in Reading Co. v. Brown, 391 U.S.
471 (1968), the withdrawal liability claim did not stem from tor-
tious or deliberate misconduct by the debtors.

The priority in bankruptcy of claims for damages under the
Worker Adjustment and Retraining Notification (“WARN”)
Act was the subject of a ruling handed down in 2008 by a
Delaware bankruptcy court. In In re Powermate Holding
Corp., 394 B.R. 765 (Bankr. D. Del. 2008), the court held that
WARN Act damage claims asserted by the employees of

chapter 11 debtors accrued in their entirety at the moment



the employees were terminated without notice (which
occurred shortly before their employers filed for chap-
ter 11 relief) so that the WARN Act claims were pre-petition
claims entitled not to second-level priority as administrative
expenses, but only to fourth- and fifth-level priority as wage
claims, to the extent that they did not exceed the statutory
cap on such claims, and to general unsecured status to the
extent that they did exceed the cap. According to the court,
it did not matter that the 60-day period over which WARN Act
damages were calculated extended after the petition date.

Automatic Stay

The enforceability of pre-petition agreements to modify the
automatic stay by a debtor that later files for bankruptcy
has been the subject of long-standing debate, with many
courts finding that such agreements are invalid due to the
countervailing interests of the estate and other stakeholders
involved, unless made during the course of a previous chap-
ter 11 case. A Florida bankruptcy court had an opportunity to
address this issue in 2008. In In re Bryan Road, LLC, 382 B.R.
844 (Bankr. S.D. Fla. 2008), the court ruled enforceable a stay
relief provision in a pre-petition forbearance agreement pur-
suant to which the debtor, in exchange for the mortgagee’s
agreement to reschedule the foreclosure sale to give the
debtor time to refinance the debt, agreed, on the advice of
experienced counsel, to waive the protections of the auto-
matic stay if it later filed for bankruptcy relief. According
to the court, factors that should be considered in deciding
whether to grant stay relief based on a pre-petition waiver
of the stay’s protections include: (i) the sophistication of the
debtor waiving the stay; (ii) the consideration that the debtor
received for the waiver, including the creditor’s risk and the
length of time covered by the waiver; (iii) whether other par-
ties are affected, including unsecured creditors and junior
lienholders; and (iv) the feasibility of the debtor’s reorganiza-

tion plan.

Avoidance Actions

The appropriate test for determining a company’s solvency in
connection with litigation later commenced in a bankruptcy
case to avoid a pre-bankruptcy transfer that is allegedly pref-
erential or fraudulent is the subject of considerable debate
in the bankruptcy courts. Several courts had an opportunity
to address this issue in 2008. For example, in In re American
Classic Voyages Co., 384 B.R. 62 (D. Del. 2008), a Delaware

district court held that a bankruptcy court properly relied on
a discounted cash flow analysis to evaluate the solvency of
chapter 11 debtors on the date of a transfer challenged as
preferential, given that the data and analysis were consistent

with available marketplace data.

Valuation is a critical and indispensable part of the bank-
ruptcy process. How collateral and other estate assets (and
even creditor claims) are valued will determine a wide range
of issues, from a secured creditor’s right to adequate protec-
tion, post-petition interest, or relief from the automatic stay to
a proposed chapter 11 plan’s satisfaction of the “best inter-
ests” test or whether a “cram-down” plan can be confirmed

despite the objections of dissenting creditors.

When assets are valued may be just as important as the
method employed to assign value. In the context of prefer-
ence litigation, for example, whether collateral is valued as of
the bankruptcy petition date or at the time pre-bankruptcy
that a debtor made allegedly preferential payments to a
secured creditor can be the determinative factor in estab-
lishing or warding off avoidance liability. This controversial
valuation issue was the subject of a ruling handed down
in 2008 by an Eighth Circuit bankruptcy appellate panel in
Falcon Creditor Trust v. First Insurance Funding (In re Falcon
Products, Inc.), 381 B.R. 543 (Bankr. 8th Cir. 2008). Taking
sides on an issue that has produced a rift among bankruptcy
and appellate courts, the bankruptcy appellate panel ruled
that in assessing whether a defendant in preference litigation
received more as a consequence of pre-bankruptcy pay-
ments than it would have been paid in a chapter 7 liquidation,
the creditor’s collateral must be valued as of the bankruptcy

petition date rather than the date of the payments.

In a matter of apparent first impression in the federal circuit
courts of appeal, the Ninth Circuit ruled in Aalfs v. Wirum (In
re Straightline Investments, Inc.), 525 F.3d 870 (9th Cir. 2008),
that although “diminution of the estate” is required to sup-
port an avoidance recovery under sections 547 or 548 of
the Bankruptcy Code, which involve preferential and fraudu-
lent pre-petition transfers, no such requirement exists with
respect to liability under section 549, which provides for the
avoidance of unauthorized post-petition transfers. Thus, the
Ninth Circuit held, a transferee who purchased receivables

from an estate outside the ordinary course of business was



not entitled to defend against a section 549 suit, based upon
the fact that he paid the estate more than the receivables

were worth.

A number of rulings handed down in 2008 addressed the
“earmarking” doctrine, a judicially created, equitable excep-
tion to a bankruptcy trustee’s power to avoid preferential and
unauthorized transfers, under which a payment that a debtor
makes to an existing creditor using funds loaned to the
debtor by a new creditor for the express purpose of paying
the pre-existing debt is not avoidable as preference because
it does not involve the “transfer of an interest of the debtor in
property.” For example, in Caillouet v. First Bank and Trust (In
re Entringer Bakeries, Inc.), 548 F.3d 344 (5th Cir. 2008), the
Fifth Circuit Court of Appeals ruled that the doctrine did not
apply to prevent a chapter 7 trustee from avoiding as a pref-
erence a pre-petition payment that the debtor made from the
proceeds of a long-term loan to a lender that had previously
provided the debtor with a short-term “bridge” loan, where
the long-term loan was not conditioned upon payoff of the
“bridge” loan and where, prior to challenged payment, the
proceeds of the long-term loan were deposited into a gen-
eral operating account over which the debtor had complete
control and which could be used for any purpose. In Chase
Manhattan Mortgage Corp v. Shapiro (In re Lee), 530 F.3d 458
(6th Cir. 2008), the Sixth Circuit Court of Appeals ruled that a
creditor that refinanced a debtor's mortgage was not a new
creditor and thus could not invoke the earmarking doctrine to
avoid preference liability with respect to a late-perfected refi-
nanced mortgage. A Sixth Circuit bankruptcy appellate panel
subsequently followed Lee in Baker v. Mortgage Electronic
Registration Systems, Inc. (In re King), 397 B.R. 544 (Bankr.
6th Cir. 2008), ruling that a mortgage-refinancing transaction
involving two separate lenders was not protected from avoid-
ance under the earmarking doctrine because the new mort-
gagee failed to perfect its mortgage within the grace period

specified in section 547(e).

In Betty’s Homes, Inc. v. Cooper Homes, Inc. (In re Betty’s
Homes, Inc.), 393 B.R. 671 (Bankr. W.D. Ark. 2008), the bank-
ruptcy court held that the earmarking doctrine did not apply
to prevent a chapter 11 debtor-contractor from avoiding as a
preference a $200,000 payment that the debtor made to one
of its suppliers by drawing down on its secured construction

loan from a bank in order to obtain a cashier’s check in the

supplier’s name because, although an agreement existed
between the debtor and the bank for payment of the debtor’s
antecedent obligation to the supplier, the transaction, viewed
as a whole, resulted in diminution of the estate by substitut-
ing a secured debt to the bank for the debtor’s unsecured
debt to the supplier. In In re Velazquez, 397 B.R. 231 (Bankr.
D. Puerto Rico 2008), the bankruptcy court ruled that a bank
mortgagee of property that was sold by a chapter 7 debtor
pre-petition could not rely on the earmarking doctrine to pre-
vent the chapter 7 trustee from avoiding as a preference the
mortgagee’s subsequent attachment of a bank account into
which the debtor had deposited the sales proceeds, where,
among other things, the debtor did not receive the proceeds
as a mere conduit but exercised dominion and control over
the funds. Finally, in Parks v. FIA Card Services, N.A. (In re
Marshall), 2008 WL 5401418 (10th Cir. Dec. 30, 2008), the Tenth
Circuit became the first federal circuit court of appeals to
rule that using one credit card to pay off another within 90
days of a bankruptcy filing is an avoidable preferential trans-

fer to the bank that was paid off.

Bankruptcy Court Powers/Jurisdiction

The power to alter the relative priority of claims due to the
misconduct of one creditor that causes injury to others is
an important tool in the array of remedies available to a
bankruptcy court in exercising its broad equitable powers.
As illustrated by a ruling handed down in 2008 by the Fifth
Circuit Court of Appeals, however, purported creditor mis-
conduct in and of itself does not warrant subordination of
a claim. In Wooley v. Faulkner (In re SI Restructuring, Inc.),
532 F.3d 355 (5th Cir. 2008), the Fifth Circuit reversed an
order equitably subordinating secured claims for the repay-
ment of “eleventh hour” insider financing provided to the
debtors to stave off bankruptcy, holding that subordination
was inappropriate, given the lack of evidence that other
creditors were injured in any way as a consequence of the

insider creditors’ alleged misconduct.

Section 303 of the Bankruptcy Code spells out the require-
ments for filing an involuntary bankruptcy case. Whether those
requirements are jurisdictional in nature, such that they cannot
be waived and may be raised at any time during a bankruptcy
case, was an issue addressed by the Eleventh Circuit Court of
Appeals three times in 2008, albeit all in the same bankruptcy
case. In In re Trusted Net Media Holdings, LLC, 525 F.3d 1095



(11th Cir. 2008), a panel of the court of appeals, concluding it
was bound by a previous ruling handed down by the Court of
Appeals for the Fifth Circuit, from which the Eleventh Circuit
was formed in 1980, ruled, contrary to the weight of authority
and what it considered sound judgment, that section 303’s
requirements are jurisdictional and cannot be waived. The
Eleventh Circuit reconsidered its stance on the issue less than
two months later in In re Trusted Net Media Holdings, LLC, 530
F.3d 1363 (11th Cir. 2008), vacating its ruling and agreeing to
rehear the matter en banc in the fall of 2008. On rehearing en
banc, the court of appeals did an about-face on the issue. In
In re Trusted Net Media Holdings, LLC, 550 F.3d 1035 (11th Cir.
2008), the Eleventh Circuit, observing that a court of appeals
“sitting en banc is not bound by prior decisions of a panel
of this Court or its predecessor,” ruled that the Bankruptcy
Code’s involuntary filing requirements are not jurisdictional and
that a debtor that failed to object to an involuntary bankruptcy
petition on the grounds of lack of subject matter jurisdiction
due to noncompliance with section 303(b) until two years
after the involuntary petition date waived the right to raise the
defense. The Trusted Net rulings are discussed in more detail

elsewhere in this edition of the Business Restructuring Review.

The constructive trust, an equitable remedy designed to
prevent unjust enrichment, is the vestige of a U.S. legal sys-
tem that originally comprised separate courts of law and
equity. Its vitality in the bankruptcy context is unclear, fuel-
ing an enduring debate that has evolved during the 30 years
since the Bankruptcy Code was enacted in 1978 to polar-
ize and confuse courts and practitioners alike on the ques-
tion. A ruling handed down in 2008 by the Second Circuit
Court of Appeals indicates that the controversy is far from
over. In Ades and Berg Group Investors v. Breeden (In re
Ades and Berg Group Investors), 550 F.3d 240 (2d Cir. 2008),
the court of appeals affirmed a decision below refusing to
impose a constructive trust on proceeds from a settlement
of reinsurance claims that were paid to a chapter 11 debtor.
According to the Second Circuit, “retention by the bank-
ruptcy estate of assets that, absent bankruptcy, would go to

a particular creditor is not inherently unjust.”

Chapter 11 Plans
The solicitation of creditor votes on a plan is a crucial part

of the chapter 11 process, yet the Bankruptcy Code does not
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provide a mechanism to force creditors to vote, nor does it
clearly spell out the consequences of not voting where none
of the creditors or interest holders in a given class has voted
to accept or reject a chapter 11 plan. The lack of any clear
guidance on this important issue has spawned a rift in the
courts. In In re Vita Corp., 380 B.R. 525 (C.D. Ill. 2008), an
lllinois district court addressed the ramifications of a credi-
tor class’s failure to vote in its entirety, ruling that classes in
which all impaired creditors fail to cast ballots either accept-
ing or rejecting a plan are not deemed to have accepted the

plan for purposes of confirmation.

For decades now, debtors in chapter 11 have proposed in
their chapter 11 plans “third-party releases,” whereby credi-
tors are deemed to have released certain nondebtor parties
(such as officers, directors, or affiliates of the debtor) upon
the confirmation and effectiveness of the plan. For an equally
long period, such third-party releases have engendered con-
troversy in the courts and elsewhere as to when, if ever, such
releases are appropriate. Over the years, the issue has been
considered by several courts of appeals, with somewhat
differing results. Until recently, the Second Circuit Court of
Appeals was widely thought to be one of the most favorable
jurisdictions to debtors on the issue of the propriety of third-

party releases in a chapter 11 plan.

In February 2008, however, the Second Circuit struck down
a third-party release in the long-running Johns-Manville
Corporation chapter 11 case, In re Johns-Manville Corp., 517
F.3d 52 (2d Cir. 2008), and in so doing potentially signaled
a shift in that Circuit’s position on the issue. Not long after,
in March 2008, the Seventh Circuit Court of Appeals issued
its own opinion on third-party releases in the case of In
re Airadigm Communications, Inc., 519 F.3d 640 (7th Cir.
2008). In approving the third-party release in that case, the
Seventh Circuit now may be viewed as a relatively favorable
jurisdiction for debtors on the issue. As such, the Circuit split
on third-party releases continues, but perhaps not for long.
The U.S. Supreme Court granted certiorari in the Manville

case on December 12, 2008.

In addressing asbestos liabilities, whether in bankruptcy or
otherwise, disputes between the company and its insurers

are common, if not inevitable. In In re Federal-Mogul Global



Inc., 385 B.R. 560 (Bankr. D. Del. 2008), a Delaware bank-
ruptcy court was tasked with resolving a dispute between
the debtor and its insurers. The issue was whether assign-
ment of asbestos insurance policies to an asbestos trust
established under section 524(g) of the Bankruptcy Code is
valid and enforceable against the insurers, notwithstanding
anti-assignment provisions in (or incorporated in) the policies
and applicable state law. Despite a Ninth Circuit ruling that
could be interpreted to support the insurers’ position, Pac.
Gas & Elec. Co. v. California ex rel. California Dept. of Toxic
Substances Control, 350 F.3d 932 (9th Cir. 2003), the bank-
ruptcy court held that assignment of the insurance policies
was proper because the Bankruptcy Code preempts any

contrary contractual or state-law anti-assignment provisions.

Claims/Debt Trading

Participants in the multibillion-dollar market for distressed
claims and securities had ample reason to keep a watchful
eye on developments in the bankruptcy courts during each
of the last three years. Controversial rulings handed down
in 2005 and 2006 by the bankruptcy court overseeing the
chapter 11 cases of failed energy broker Enron Corporation
and its affiliates had traders scrambling for cover due to the
potential that acquired claims/debt could be equitably subor-
dinated or even disallowed, based upon the seller’s miscon-
duct. Although the severity of the cautionary tale writ large in
the bankruptcy court’s Enron decisions was ultimately ame-
liorated on appeal in the late summer of 2007, the 20-month
ordeal (and the uncertainty it spawned) left a bad taste in the

mouths of market participants.

2008 proved to be little better in providing traders with any
degree of comfort with respect to claim or debt assignments
involving bankrupt obligors. In In re M. Fabrikant & Sons, Inc.,
385 B.R. 87 (Bankr. S.D.NY. 2008), a New York bankruptcy
court took a hard look for the first time at the standard trans-
fer forms and definitions contained in nearly every bank loan
transfer agreement, ruling that a seller’s reimbursement rights
were transferred along with the debt. The ruling indicates that
the rights assigned to a buyer using the standard transfer
forms are broad and include both contingent (and even post-
petition) claims. The decision also fortifies the conventional

wisdom that transfer documents should be drafted carefully
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to spell out explicitly which rights, claims, and interests are

not included in the sale.

Corporate Fiduciaries

The strictures of the fiduciary duties of loyalty and care in
a distressed scenario were the subject of a ruling handed
down by a Delaware bankruptcy court in In re Bridgeport
Holdings, Inc., 388 B.R. 548 (Bankr. D. Del. 2008), where the
court considered a motion to dismiss litigation commenced
by a liquidating trust against a chapter 11 debtor’s former
directors, officers, and restructuring professional asserting
claims for breach of fiduciary duty and lack of good faith.
The bankruptcy court ruled that the complaint alleged facts
sufficient to support a claim of breach of duty of loyalty by
detailing the directors’ conscious disregard of their duties to
the corporation by abdicating all responsibility to the hired
restructuring professional and then failing to adequately
monitor the restructuring professional’s execution of his own
sell strategy, which, according to the court, resulted in an
abbreviated and uninformed sale process and the ultimate

sale of assets for grossly inadequate consideration.

Corporate Governance

Principles of corporate governance that determine how a
company functions outside of bankruptcy are transformed
and in some cases abrogated once the company files for
chapter 11 protection, when the debtor’s board and man-
agement act as a DIP that bears fiduciary obligations to
the chapter 11 estate and all stakeholders involved in the
bankruptcy case. As illustrated by a ruling handed down
in 2008 by the Delaware Chancery Court, however, certain
aspects of corporate governance are unaffected by a bank-
ruptcy filing. In Fogel v. U.S. Energy Systems, Inc., 2008 WL
151857 (Del. Ch. Jan. 15, 2008), the court held that the auto-
matic stay did not preclude it from directing a chapter 11
debtor to hold a meeting of the corporation’s shareholders
in the absence of any showing that the call for a meeting

amounted to “clear abuse.”

Creditor Rights
An oversecured creditor’s right to interest, fees, and related
charges as part of its allowed secured claim in a bankruptcy

case is well established in U.S. bankruptcy law. Less clear,



however, is whether that entitlement encompasses interest at
the default rate specified in the underlying contract between
the creditor and the debtor. The answer to that question can
be a thorny issue in chapter 11 cases because the Bankruptcy
Code provides that a chapter 11 plan may cure and reinstate
most defaulted obligations, and courts disagree as to whether
the power to cure defaults nullifies all consequences of
default, including the obligation to pay default interest. The
Ninth Circuit Court of Appeals had an opportunity in 2008 to
examine the interplay between these seemingly incongruous
provisions of the Bankruptcy Code. In General Elec. Capital
Corp. v. Future Media Productions, Inc., 536 F.3d 969 (9th Cir.
2008), the court reversed a bankruptcy court order disallow-
ing default interest and costs as part of the claim of a secured
creditor whose collateral was sold by the debtor outside of
a chapter 11 plan, ruling that the court erred by applying the
Bankruptcy Code’s plan-confirmation provisions in a situation
where cure and reinstatement of the secured creditor’s debt

were neither contemplated nor possible.

The ability of stakeholders to participate in the plan-
confirmation process, either by voting to accept or reject a
chapter 11 plan or by articulating their concerns regarding
the terms of a proposed plan as part of a confirmation hear-
ing, is arguably the most important right given to creditors
and interest holders. As demonstrated by a ruling handed
down in 2008 by a New York bankruptcy court, however, a
stakeholder can forfeit its right to seek certain kinds of relief
following confirmation of a chapter 11 plan if it refuses to
participate fully in the confirmation process. In In re Calpine
Corp., 2008 WL 207841 (Bankr. S.D.N.Y. Jan. 24, 2008), the
bankruptcy court denied a request made by certain share-
holders for a stay pending their appeal of an order confirm-
ing a chapter 11 plan because even though the shareholders
had voted against the plan, they chose not to participate in

any other way in the confirmation process.

As a general rule, absent an express agreement to the con-
trary, expenses associated with administering the bankruptcy
estate, including pledged assets, are not chargeable to a
secured creditor’s collateral or claim but must be paid out
of the estate’s unencumbered assets. Section 506(c) of the
Bankruptcy Code creates an exception to this rule, providing

that a DIP or trustee “may recover from property securing an
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allowed secured claim the reasonable, necessary costs and
expenses of preserving, or disposing of, such property to the
extent of any benefit to the holder of such claim, including
the payment of all ad valorem property taxes with respect to

the property.”

As noted, secured creditors may expressly consent to pay-
ment of certain costs and expenses of administering a
bankruptcy estate from their collateral. Such administra-
tive “carve-outs” are common in chapter 11 cases involving
a debtor with assets that are fully or substantially encum-
bered by the liens of pre-bankruptcy lenders. As part of a
post-petition financing or cash collateral agreement, a pre-
bankruptcy lender may agree that a specified portion of its

collateral can be used to pay administrative claims.

The quid pro quo for an administrative carve-out in a post-
petition financing or cash collateral agreement, however, is
commonly waiver of the ability to surcharge under section
506(c). Because the total amount of administrative costs
incurred in connection with a chapter 11 case is difficult to
predict at the outset of the bankruptcy, a carve-out accom-
panied by a surcharge waiver must be negotiated carefully
to ensure as nearly as possible that there will be adequate
funds available to meet anticipated administrative expenses.
A ruling handed down in 2008 by the Ninth Circuit Court
of Appeals illustrates what can happen when a carve-out
later proves to be inadequate to satisfy costs in a chapter
11 case bordering on administrative insolvency. The court of
appeals held in Weinstein, Eisen & Weiss v. Gill (In re Cooper
Commons LLC), 512 F.3d 533 (9th Cir. 2008), that professional
fees and expenses incurred by a DIP could not be paid from
the DIP lender’s collateral because the DIP waived its right
to seek a section 506(c) surcharge and, unlike the subse-
quently appointed bankruptcy trustee, failed to negotiate an

adequate carve-out in connection with the financing.

A creditor’s ability in a bankruptcy case to exercise rights
that it has under applicable law to set off an obligation it
owes to the debtor against amounts owed by the debtor to
it, thereby converting its unsecured claim to a secured claim
to the extent of the setoff, is an important entitlement. Setoff
rights are generally preserved in a bankruptcy case under

section 553 of the Bankruptcy Code. The provision, however,



does not create a setoff right, but provides merely that the
Bankruptcy Code shall not “affect” setoff rights that exist
under applicable nonbankruptcy law as of the bankruptcy
petition date. A Delaware bankruptcy court had an oppor-
tunity in 2008 to consider whether a claim arising from the
rejection in bankruptcy of a pre-petition contract, which the
Bankruptcy Code designates a pre-petition claim, can be
set off against the nondebtor contract party’s pre-petition
obligation to the debtor. In CDI Trust v. U.S. Elec., Inc. (In re
Commun. Dynamics, Inc.), 382 B.R. 219 (Bankr. D. Del. 2008),
the court ruled that the setoff was appropriate, adopting the
majority view on the issue and repudiating a competing (and
widely criticized) approach taken by a New York bankruptcy
court in its 2006 ruling in In re Delta Airlines, Inc., 341 B.R. 439
(Bankr. S.D.NY. 2006).

Since the Sarbanes-Oxley reforms were implemented in
2002, the heightened accountability of corporate fiduciaries
has made restatements of public-company SEC filings and
indictments of corporate fiduciaries routine fodder for busi-
ness and financial headlines. The financially devastating
and sometimes criminal consequences of such revisionism
for the companies and their fiduciaries have been highly
visible. Less attention, however, has been devoted to the
impact that forensic accounting may have on the company’s
obligations to its creditors. A New York district court had an
opportunity in 2008 to examine this issue. In Bank of Nova
Scotia v. Adelphia Communications Corp. (In re Adelphia
Communications Corp.), 2008 WL 3919198 (S.D.N.Y. Aug. 22,
2008), the district court reversed a bankruptcy court order
excluding from the allowed amount of a secured claim “grid”
interest to which the lenders would have been entitled under
their loan agreement had the debtors provided them with

accurate financial information.

The Bankruptcy Code generally preserves the rights of ven-
dors under applicable nonbankruptcy law to reclaim goods
sold to an insolvent buyer, providing in most cases that a
reclaiming seller that makes a timely demand is entitled to
either the goods or equivalent compensation such as an
administrative claim. Even though the statute was amended
in 2005 to clarify that reclamation rights are subordinate to

the rights of any creditor asserting a security interest in the
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goods, a number of unsettled issues endure concerning the
impact of a bankruptcy filing on reclamation rights. One such
issue—whether sale of the goods during a chapter 11 case
to satisfy a DIP lender’s claims effectively extinguishes the
seller’s reclamation right—was the subject of a ruling handed
down by the Sixth Circuit Court of Appeals in 2008. In Phar-
Mor, Inc. v. McKesson Corp., 534 F.3d 502 (6th Cir. 2008), the
court ruled that disposition of goods to satisfy a DIP lender’s
claims did not extinguish a pre-petition vendor’s valid recla-

mation right.

A secured creditor’s right to “credit-bid” its claim in a pro-
posed sale of the underlying collateral free and clear of inter-
ests under section 363(f) of the Bankruptcy Code was the
subject of a significant ruling in 2008 by a bankruptcy appel-
late panel from the Ninth Circuit. In Clear Channel Outdoor,
Inc. v. Knupfer (In re PW, LLC), 391 B.R. 25 (Bankr. 9th Cir.
2008), the court ruled that section 363(f)(5) of the Bankruptcy
Code does not allow a senior secured creditor to credit-bid
its claim and, by doing so, wipe out the junior secured credi-
tor’s interest. Adopting an extremely narrow view of when
section 363(f) applies, the panel concluded that the debtor
must establish that there is some form of legal or equitable
proceeding in which the junior lienholder could be com-
pelled to take less than the value of the claim secured by the
lien. The court also held that section 363(m), which makes
approved sale transactions irreversible unless the party
objecting obtains a stay pending appeal, does not apply to

lien stripping under 363(f).

A creditor’s right to due process in the bankruptcy context
was addressed by the First Circuit Court of Appeals in Arch
Wireless, Inc. v. Nationwide Paging, Inc. (In re Arch Wireless,
Inc.), 534 F.3d 76 (1st Cir. 2008), where the court affirmed the
bankruptcy court’s denial of a chapter 11 debtor’s motion for
an order holding in contempt a creditor that sued the debtor
post-confirmation to collect on a pre-petition claim, because
the creditor did not receive proper notice of the chapter 11
proceedings. According to the First Circuit, the creditor was
a “known creditor,” and a known creditor’s general awareness
of a pending chapter 11 reorganization proceeding is insuffi-
cient to satisfy the requirements of due process and render a

discharge injunction applicable to the creditor’s claims.



Cross-Border Bankruptcy Cases

The failed bid of liquidators for two hedge funds affili-
ated with defunct investment firm Bear Stearns Cos,, Inc., to
obtain recognition of the funds’ Cayman Islands winding-up
proceedings under chapter 15 of the Bankruptcy Code was
featured prominently in business headlines during the late
summer and fall of 2007. News of the July 2007 filings fueled
speculation that offshore investment funds, of which it is esti-
mated that approximately 75 percent are registered in the
western Caribbean, would potentially utilize chapter 15 of the
Bankruptcy Code to thwart creditor action or litigation in the
U.S. while attempting to wind up their affairs in non-U.S. juris-

dictions perceived to be more management-friendly.

In a pair of decisions issued on August 30, 2007 (and later
amended on September 5), bankruptcy judge Burton R. Lifland
denied recognition of the Cayman proceedings as either
“main” or “nonmain” foreign proceedings under chapter 15. In
In re Bear Stearns High-Grade Structured Credit Strategies
Master Fund, Ltd. (In Provisional Liquidation), 374 B.R. 122
(Bankr. S.D.NY. 2007), Judge Lifland ruled that the funds, whose
operations, assets, managers, clients, and creditors were not
located in the Caymans, failed to prove either that their “cen-
ter of main interests” was located in the Caymans or that they
even maintained an “establishment” there. The judge did so
despite the absence of any objection to the liquidators’ peti-
tions for recognition under chapter 15. His rulings sent a clear
message that U.S. bankruptcy courts interpreting the newly
minted chapter 15 will not rubber-stamp requests designed
to take advantage of the broad range of relief available under
the statute to assist qualifying bankruptcy and insolvency pro-

ceedings commenced abroad.

The decision was decidedly unwelcome news for a great
number of offshore hedge funds and other investment vehi-
cles scrambling to sort out financial woes precipitated by the
subprime-mortgage crisis. Even so, trepidation in the hedge
fund community over the hard-line approach adopted in Bear
Stearns was ameliorated somewhat by the prospect that the
ruling might be overturned during the appellate process,
which the liquidators began in earnest in September 2007.
The appellate process at the district court level ended on
May 22, 2008. In In re Bear Stearns High-Grade Structured
Credit Strategies Master Fund, Ltd., 389 B.R. 325 (S.D.N.Y.
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2008), U.S. district court judge Robert W. Sweet affirmed

Judge Lifland’s rulings in all respects.

A further significant development in the evolution of chapter
15 jurisprudence was contributed in 2008 by Judge Robert E.
Gerber of the U.S. Bankruptcy Court for the Southern District
of New York. In In re Basis Yield Alpha Fund (Master), 381 B.R.
37 (Bankr. S.D.N.Y. 2008), Judge Gerber denied a request
by the court-appointed liquidators of a Cayman Islands-
registered hedge fund for summary judgment on their peti-
tion seeking recognition of the fund’s Cayman Islands
liquidation proceeding as a “foreign main proceeding”
because the liquidators declined to submit any evidence to
support their allegations that the company’s “center of main
interests” was located in the Cayman Islands. The ruling dem-
onstrates that U.S. bankruptcy courts will not rubber-stamp
recognition requests that pay lip service to the strictures of
chapter 15 without fulfilling the substantive requirements of

the statute.

Another ruling handed down in 2008 illustrates that U.S.
bankruptcy courts can and will look to the purpose behind
chapter 15 to ensure a result that is consistent with the goals
chapter 15 is trying to advance for foreign debtors here in
the U.S. as well as U.S. debtors that may be the subject of
cross-border proceedings outside the U.S. In In re Oversight
and Control Commission of Avanzit, S.A., 385 B.R. 525 (Bankr.
S.D.NY. 2008), the court ruled that a “suspension proceeding”
commenced by a telecommunications company in a Spanish
court, pursuant to which creditor collection activity against
the company was stayed while the company attempted to
work out a repayment agreement with its creditors, qualified
as a “foreign proceeding” under chapter 15, even after the
repayment agreement was approved by the Spanish court,
as the debtor was still subject to court supervision and could
be forced into a liquidation proceeding if it failed to comply

with the terms of the repayment agreement.

Executory Contracts and Unexpired Leases

The ability of a DIP or bankruptcy trustee to assume or
reject unexpired leases or contracts that are “executory” as
of the bankruptcy filing date is one of the most important
entitlements created by the Bankruptcy Code. It allows a

DIP to rid itself of onerous contracts and to preserve con-



tracts that can either benefit its reorganized business or be
assigned to generate value for the bankruptcy estate and/
or fund distributions to creditors under a chapter 11 plan.
The fundamental importance of affording the DIP or trustee
adequate time to decide whether a given contract should
be assumed or rejected, even when the attendant delay
and uncertainty may subject nondebtor contracting parties
to considerable prejudice, is deeply rooted in the fabric of

U.S. bankruptcy jurisprudence.

As demonstrated by a ruling issued in 2008 by the Second
Circuit Court of Appeals, courts only rarely find that the right
to assume or reject can be compromised or abridged under
circumstances not expressly spelled out in the Bankruptcy
Code. In COR Route 5 Co. v. The Penn Traffic Co. (In re The
Penn Traffic Co.), 524 F.3d 373 (2d Cir. 2008), the court of
appeals held that post-petition completion of performance
by a nondebtor party to a contract that was executory as of
the chapter 11 petition date cannot strip the DIP of the right
to assume or reject the contract.

Courts rarely prevent a debtor from assuming or rejecting
an unexpired lease if the debtor has demonstrated a sound
business reason for the decision. A ruling issued in 2008 by
a Delaware bankruptcy court, however, indicates that a debt-
or’s discretion to assume or reject its unexpired leases may
not exist in situations where an individual lease is part of a
master agreement. In In re Buffets Holdings, Inc., 387 B.R. 115
(Bankr. D. Del. 2008), the court prevented the debtors from
assuming or rejecting the individual leases contained under
master agreements, forcing the debtor to determine whether
to assume or reject the master agreement as a whole, rather

than each agreement on an individual basis.

The Bankruptcy Code requires current payment of a debt-
or’'s post-petition obligations under a lease of nonresiden-
tial real property pending the decision to assume or reject
the lease. However, if a debtor fails to pay rent due at the
beginning of a month and files for bankruptcy protection
sometime after the rent payment date—thereby creating
“stub rent” during the period from the petition date to the
next scheduled rent payment date—it is unclear how the
landlord’s claim for stub rent should be treated. Two notable

decisions issued in 2008 addressed this controversial issue.
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In In re Goody’s Family Clothing, Inc., 392 B.R. 604 (Bankr. D.
Del. 2008), a Delaware bankruptcy court ruled that even if
section 365(d)(3) of the Bankruptcy Code does not require
immediate payment of stub rent claims, such claims may
nevertheless be entitled to administrative priority whether
or not the lease is later assumed. In In re Stone Barn
Manhattan LLC, 398 B.R. 359 (Bankr. S.D.N.Y. 2008), a New
York bankruptcy court ruled that section 365(d)(3) requires
payment of stub rent, but recognizing that the “proration”
approach has been rejected by three circuit courts and a
number of intermediary appellate courts, the court stayed
its decision so that the parties would have an opportunity to
appeal the ruling immediately to the Second Circuit Court
of Appeals, which has not yet considered the issue. These
rulings are discussed in more detail elsewhere in this edi-

tion of the Business Restructuring Review.

Financial Contracts

The 2005 amendments to the Bankruptcy Code included
provisions designed to clarify, expand, and augment the
Bankruptcy Code’s treatment of financial transactions, includ-
ing securities, commodities, and forward contracts; repurchase
agreements; swap agreements; and master netting agree-
ments. In a case of first impression regarding application of
the Bankruptcy Code’s amended financial and securities con-
tract “safe harbor” provisions to a mortgage loan repurchase
agreement, a Delaware bankruptcy court ruled in Calyon, New
York Branch v. Amer. Home Mortgage Corp. (In re Amer. Home
Mortgage, Inc.), 379 B.R. 503 (Bankr. D. Del. 2008), that under
the plain meaning of section 101(47) of the Bankruptcy Code,
a contract for the sale and repurchase of mortgage loans is
a “repurchase agreement” under the statute. The court also
held that the “safe harbor” provisions of sections 555 and 559
of the Bankruptcy Code applied to exclude from the reach
of the automatic stay the counterparty bank’s exercise of its
rights under the contract, except for that portion of the con-
tract providing for the servicing of the mortgage loans, which
was neither a “repurchase agreement” nor a “securities con-
tract” under the Bankruptcy Code. The bankruptcy court revis-
ited the issue in In re American Home Mortgage Holdings, Inc.,
388 B.R. 69 (Bankr. D. Del. 2008), ruling that: (i) subordinated
notes qualified as “interests in mortgage related securities”
under section 559 of the Bankruptcy Code, even though the
notes did not receive one of the two highest credit ratings



from either of the two nationally recognized credit-rating com-
panies, because the notes were secured by mortgage loans;
and (ii) the counterparty to the subordinated note transaction
with the debtor was a “stockbroker” and did not violate the
automatic stay when it foreclosed on or liquidated the subor-
dinated notes pursuant to the repurchase agreement’s ipso
facto clause. The major role played by credit default swaps
and other financial derivatives in the prevailing economic crisis
portends increased litigation in U.S. bankruptcy courts in 2009
and beyond regarding the impact of a bankruptcy filing on the
rights of contract counterparties under the Bankruptcy Code’s

financial contract provisions.

Good-Faith Filing Requirement

For the third time in as many years, the Delaware Chancery
Court handed down an important ruling in 2008 interpret-
ing the interaction between federal bankruptcy law and
Delaware corporate law. The thorny question this time was
whether a bankruptcy court’s determination that the direc-
tors of a corporation acted in good faith when they autho-
rized a chapter 11 filing precluded a subsequent claim that
the directors breached their fiduciary duties by doing so.
The Delaware Chancery Court concluded that it did, ruling in
Nelson v. Emerson, 2008 WL 1961150 (Del. Ch. May 6, 2008),
that a minority shareholder’s claims for breach of fiduciary
duty must be dismissed because a bankruptcy court’s find-
ing that a chapter 11 filing was not made in bad faith “pre-
cludes a finding that the Company’s directors violated their

fiduciary duties by filing for bankruptcy.”

Pension Plans

Under the Employee Retirement Income Security Act of 1974,
as amended by the Deficit Reduction Act of 2005 and the
Pension Protection Act of 2006, and regulations implemented
by the Pension Benefit Guaranty Corporation (‘PBGC”), a pre-
mium must be paid to PBGC annually for three years after
termination of an insured pension plan for certain distress
and involuntary plan terminations, including terminations
that take place during a chapter 11 case. The premiums,
which amount to $1,250 per employee (except for certain
airline-related plans), could aggregate hundreds of millions

of dollars in post-petition liabilities for debtors, limiting sig-
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nificantly the benefits of terminating an underfunded pension

plan in chapter 11.

In a matter of first impression, a New York bankruptcy court
held in Oneida Ltd. v. Pension Benefit Guaranty Corp. (In re
Oneida Ltd.), 383 B.R. 29 (Bankr. S.D.NY. 2008), that the termi-
nation premiums assessed against a chapter 11 debtor as a
result of the distress termination of its pension plan during its
chapter 11 case were pre-petition claims that were discharged
when the bankruptcy court confirmed the debtor’'s chapter
11 plan. According to the court, Congress did not intend to
amend the Bankruptcy Code to create a new class of non-
dischargeable debt, as such a provision would give states
and private parties an avenue to circumvent the Bankruptcy
Code’s priority scheme. The ruling has broad-ranging implica-
tions for all chapter 11 debtors, including troubled industries,
such as the automotive, airline, home construction, and retail
sectors, that are burdened with unsustainable “legacy” costs

associated with pension obligations.

Standing

A bankruptcy trustee or DIP is entrusted in the first instance
with prosecuting avoidance claims and other causes of
action that are part of a debtor’s estate when it files for bank-
ruptcy protection. However, in some cases, a trustee or DIP
is either unwilling or unable (due, for example, to a lack of
funds) to pursue such actions. Although the Bankruptcy Code
does not unambiguously create a mechanism for conferring
“standing” to prosecute estate claims on someone other than
a trustee or DIP, the majority of courts recognize the concept
of “derivative standing.” The Eighth Circuit Court of Appeals
had an opportunity in 2008 to reconsider the legitimacy of
derivative standing, but under circumstances that it had
never previously encountered. In PW Enterprises, Inc. v. North
Dakota Racing Commission (In re Racing Services, Inc.),
540 F.3d 892 (8th Cir. 2008), the court of appeals ruled that
derivative standing may be appropriate if a trustee or DIP
consents to, or does not oppose, the prosecution of estate
claims by a creditor or committee, and the doctrine is not
limited to situations involving a trustee’s inability or unwilling-

ness to prosecute such claims.



The Second Circuit added yet another chapter to the evo-
lution of the doctrine of derivative standing in 2008. In
Official Committee of Equity Security Holders of Adelphia
Comm. Corp. v. Official Committee of Unsecured Creditors of
Adelphia Comm. Corp. (In re Adelphia Comm. Corp.), 544 F.3d
420 (2d Cir. 2008), the court of appeals affirmed a district
court ruling dismissing an official equity committee’s chal-
lenge of an order confirming Adelphia’s chapter 11 plan. The
equity committee challenged the plan-confirmation order
on the grounds that the bankruptcy court lacked the power
to transfer derivative claims that the committee had been
authorized to prosecute to a litigation trust established under
the plan, the proceeds of which would benefit unsecured
creditors. According to the Second Circuit, a court “may
withdraw a committee’s derivative standing and transfer the
management of its claims, even in the absence of that com-
mittee’s consent, if the court concludes that such a transfer is

in the best interests of the bankruptcy estate.”

Standing to challenge a chapter 11 plan was the subject of a
New York bankruptcy court’s ruling in In re Quigley Co., Inc.,
391 B.R. 695 (Bankr. S.D.N.Y. 2008), where the court held that
although section 1109(b) of the Bankruptcy Code appears to
give stakeholders a broad right to participate in a chapter 11
case, including the right to object to confirmation of a plan,
a party in interest cannot challenge portions of a chapter
11 plan that do not affect its direct interests. Thus, the court
ruled, the insurers in a case involving asbestos liabilities
could object to a provision in the plan that would assign the
debtor’s policy rights, and to trust distribution procedures as
they affected the debtor’s duty to cooperate with the insur-
ers, but could not object to the plan based upon how it
affected the rights of third parties, even if those objections

might provide a basis for denying confirmation.

From the Top

The ability to sell assets during the course of a chapter 11
case without incurring the transfer taxes customarily levied
on such transactions outside of bankruptcy often figures
prominently in a potential debtor’s strategic bankruptcy plan-

ning. However, the circumstances under which a sale and
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related transactions (e.g., mortgage recordation) qualify for
the tax exemption have been a focal point of vigorous dis-
pute in bankruptcy and appellate courts for more than a
quarter century, resulting in a split on the issue among the
federal circuit courts of appeal and, finally, the U.S. Supreme

Court’s decision late in 2007 to consider the question.

The Supreme Court resolved that conflict decisively when it
handed down its long-awaited ruling on June 16, 2008. The
missive, however, is decidedly unwelcome news for any
chapter 11 debtor whose reorganization strategy includes
a significant volume of pre-confirmation asset divestitures
under section 363(b) of the Bankruptcy Code. The 7-2
majority of the Court ruled in State of Florida Dept. of Rev.
v. Piccadilly Cafeterias, Inc. (In re Piccadilly Cafeterias, Inc.),
128 S. Ct. 2326 (2008), that section 1146(a) of the Bankruptcy
Code establishes “a simple, bright-line rule” limiting the
scope of the transfer tax exemption to “transfers made pur-

suant to a Chapter 11 plan that has been confirmed.”

Piccadilly Cafeterias was the Supreme Court’s sole con-
tribution to bankruptcy jurisprudence in 2008. Coming up
for 2009, the Court agreed to hear an appeal to reinstate a
$500 million settlement blocking asbestos-related lawsuits
against Travelers Cos. Inc., insurer of one of the world’s larg-
est asbestos producers, former chapter 11 debtor Johns-
Manville Corp. The justices agreed to hear the case, on
appeal from the U.S. Second Circuit Court of Appeals, on
December 12, 2008, consolidating two cases—Travelers
Indemnity Co. v. Bailey and Common Law Settlement
Counsel v. Bailey—both of which were addressed by the
Second Circuit Court of Appeals in In re Johns-Manville
Corp., 517 F.3d 52 (2d Cir.), cert. granted, 2008 WL 4106796
(Dec. 12, 2008). The court is expected to offer some much-
needed clarification on the propriety of third-party releases
that are sometimes incorporated into chapter 11 plans, a
controversial issue that concerns the scope of a bankruptcy
court’s jurisdiction. Oral argument on the case is scheduled
for March 2009.



STUB RENT CLAIMS ENTITLED TO
ADMINISTRATIVE PRIORITY

Dennis N. Chi and Mark G. Douglas

The Bankruptcy Code requires current payment of a debtor’s
post-petition obligations under a lease of nonresidential real
property pending the decision to assume or reject the lease.
However, if a debtor fails to pay rent due at the beginning of
a month and files for bankruptcy protection sometime after
the rent payment date—thereby creating “stub rent” dur-
ing the period from the petition date to the next scheduled
rent payment date—it is unclear how the landlord’s claim for
stub rent should be treated. A ruling recently handed down
by a Delaware bankruptcy court addresses this controver-
sial issue. In In re Goody’s Family Clothing, the court ruled
that even if section 365(d)(3) of the Bankruptcy Code does
not require immediate payment of stub rent claims, such
claims may nevertheless be entitled to administrative priority

whether or not the lease is later assumed.

PAYMENT OF POST-PETITION COMMERCIAL LEASE
OBLIGATIONS

Section 365(d)(3) of the Bankruptcy Code provides that a
bankruptcy trustee or chapter 11 debtor-in-possession (“DIP”)
“shall timely perform all the obligations of the debtor . . . aris-
ing from and after the order for relief under any expired lease
of nonresidential real property, until such lease is assumed
or rejected, notwithstanding section 503(b)(1).” Added to the
Bankruptcy Code in 1984, the provision was intended to ame-
liorate the immediate financial burden borne by commercial
landlords pending the trustee’s decision to assume or reject
a lease. Prior to that time, landlords were routinely compelled
to seek payment of rent and other amounts due under a
lease by petitioning the bankruptcy court for an order des-
ignating these amounts as administrative expenses. The pro-
cess was cumbersome and time-consuming. Moreover, the
lessor’s efforts to get paid were hampered by the standards
applied in determining what qualifies as a priority expense of

administering a bankruptcy estate.

Section 503(b)(1) of the Bankruptcy Code provides that
allowed administrative expenses include “the actual, neces-

sary costs and expenses of preserving the estate.” It might
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appear that rent payable under an unexpired commercial
lease during a bankruptcy case falls into this category. Even
so, section 503(b)(1) has uniformly been interpreted to require
that in addition to being actual and necessary, an expense
must benefit the bankruptcy estate to qualify for adminis-
trative priority. Prior to the enactment of section 365(d)(3) in
1984, “benefit to the estate” in this context was determined on
a case-by-case basis by calculating the value to the debtor
of its “use and occupancy” of the premises, rather than look-
ing to the rent stated in the lease. Even if a landlord’s claim
for post-petition rent was conferred with administrative prior-
ity, the Bankruptcy Code did not specify when the claim had
to be paid.

Section 365(d)(3) was designed to remedy this prob-
lem. It requires a trustee or DIP to remain current on lease
obligations pending assumption or rejection of a lease.
Nevertheless, courts have struggled with the precise mean-
ing of the statute. For example, courts are at odds over
whether the phrase “all obligations of the debtor . .. arising
from and after the order for relief” means: (i) all obligations
that become due and payable upon or after the filing of a
petition for bankruptcy; or (ii) obligations that “accrue” after
filing a petition for relief. The former approach—commonly
referred to as the “performance” or “billing date” rule—has
been adopted by the Courts of Appeal for the Third, Sixth,
and Seventh Circuits. An alternative approach employed by
other courts (representing the majority view), including the
Second, Fourth, and Ninth Circuits, is sometimes referred to
as the “proration” or “pro rata” approach. According to this
view, real estate taxes and other nonrent expenses that
accrue in part prior to a bankruptcy filing but are payable
post-petition are akin to “sunken costs” that need not be paid
currently as administrative expenses pending a decision to

assume or reject the lease.

Section 365(d)(3) has also been controversial in cases where
the timing of a bankruptcy filing creates stub rent. “Stub rent”
is the rent that is due for the period following the bankruptcy
petition date until the next rent payment date. For example,
if a lease calls for the pre-payment of rent on the first of
each month, and the petition date falls on the 10th day of the
month, assuming that rent was not paid prior to the petition

date, the “stub rent” period would be from the 10th day of the



month through the end of the month. Because section 365(d)
(3) requires current payment of obligations “arising from and
after the order for relief,” it could be argued that stub rent
need not be paid under section 365(d)(3) because the pay-
ment was due prior to the petition date. Some courts, includ-
ing the Seventh Circuit, have rejected this approach, ruling
that section 365(d)(3) requires a debtor to pay stub rent on a
prorated basis as part of its duty to “timely perform” its obli-
gations arising under its unexpired leases. Others, including
the Third Circuit, reject this interpretation, holding that stub
rent need not be paid under section 365(d)(3).

If the DIP or trustee were to assume the lease, there is no
question that unpaid stub rent would have to be paid in full
prior to assumption by operation of section 365(b)(1)(A), which
conditions assumption of an unexpired lease upon cure of
payment defaults. However, under section 502(g), a claim aris-
ing from the rejection of an unexpired lease is treated as if
it arose prior to the bankruptcy filing, so that in some cases,
a landlord’s claim for unpaid rent (even stub rent) may be
treated as a general unsecured claim. The interaction of these
provisions (sections 365(d)(3), 365(b)(1)(A), 502(g), and 503(b)
(1)) and, more specifically, whether section 365(d)(3) is the sole
basis for conferring administrative priority on a commercial
landlord’s claim for stub rent were addressed by the bank-

ruptcy court in Goody’s Family Clothing.

GOODY’S FAMILY CLOTHING

Goody’s Family Clothing, Inc., and its affiliates (‘GFC”) oper-
ated a 350-store chain of family apparel retail stores located
throughout the U.S. At the time that it filed for chapter 11 pro-
tection in Delaware in June 2008, GFC was a tenant under a
number of nonresidential real property leases for its stores.
Some of these leases obligated GFC to pay monthly rent on
the first of each month. GFC, however, did not pay the rent
due to the landlords on the first of the month preceding the
petition date, thus giving rise to claims for stub rent. Three
landlords sought an order from the bankruptcy court des-
ignating their stub rent claims as administrative claims and

directing that the claims be paid immediately.

GFC objected, arguing that: (i) an administrative claim was not
available under 365(d)(3) because the stub rent obligation did

not arise post-petition; (ii) section 365(d)(3) (and, in the event
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that the lease was assumed, section 365(b)(1)(A)) provided the
sole basis for awarding an administrative claim to a landlord
for post-petition rent; and (i) even assuming that an adminis-
trative claim for stub rent was authorized under section 503(b)

(1), immediate payment should not be required.

THE BANKRUPTCY COURT’S RULING

Section 365(d)(3), the court explained, does not apply to the
landlords’ request for allowance and payment of stub rent
because GFC’s obligation to pay rent arose on the first day
of each month—in this case, eight days prior to the peti-
tion date. Even so, the court emphasized, the pre-petition
nature of the payment obligation did not necessarily pre-
clude administrative status for the stub rent claims. The
court’s analysis on this point turned on the meaning of the
phrase “notwithstanding section 503(b)(1)” in section 365(d)
(3). According to GFC, the presence of the word “notwith-
standing” in section 365(d)(3) means that section 365(d)(3)
alone establishes the criteria for conferring administrative
priority on post-petition lease obligations (unless the lease is
assumed and the cure obligations of section 365(b)(1)(A) are
triggered) and that the standards for administrative priority in

section 503(b)(1) do not apply.

The court rejected this approach. The meaning of “notwith-
standing,” the court noted, is “in spite of,” such that, under
section 365(d)(3), a debtor must timely perform its obligations
under an unexpired lease of nonresidential property “in spite
of the terms of section 503(b)(1).” Stated differently, the court
explained, the statute effectively reads: “forget what § 503(b)
(1) says.” Thus, the court held that section 365(d)(3) gives land-
lords a remedy in the event that the debtor has an obligation
under an unexpired lease in addition to the right under sec-
tion 503(b)(1) to seek an administrative claim and immediate
payment. In other words, the court held, section 365(d)(3) does
not preempt 503(b)(1). Although the burden is on the claimant
under section 503(b)(1) to establish that its asserted admin-
istrative expense claim is an actual, necessary expense of
preserving the debtor’s estate, a debtor’s occupancy of prem-
ises is sufficient, in and of itself, to meet the burden under
section 503(b)(1). Because the debtors in this case continued
to occupy and operate out of the locations covered by the
leases at issue, the court allowed the landlord’s administrative

expense claim for the amount of the stub rent.



According to the court, whether GFC ultimately decided
to assume or reject the leases had no bearing on the stub
rent claims’ entitlement to administrative status under sec-
tion 503(b)(1). Administrative expense status, the bankruptcy
court emphasized, is routinely conferred upon claims arising
from post-petition occupancy and use of real property, where
there is a benefit to the estate, even when the debtor has

rejected the lease or the lease expired pre-petition.

IMMEDIATE PAYMENT NOT REQUIRED

Unlike claims made under section 365(d)(3), however, admin-
istrative expense claims under section 503(b)(1) for post-
petition rent need not be “timely paid.” Rather, the timing of
the payment is in the court’s discretion. Most of the Delaware
bankruptcy court decisions addressing the timing of pay-
ment of an administrative expense claim for stub rent, citing
judicial economy, have not permitted the immediate payment
of such amounts, instead deferring liquidation and payment
of claims to plan confirmation or lease assumption. In In re
HQ Global Holdings, Inc., the bankruptcy court identified four
factors to consider when evaluating the timing of payment:
(i) bankruptcy’s goal of orderly and equal distribution among
creditors; (ii) preventing a race for the debtor’s assets; (iii) the
particular needs of the administrative claimant; and (iv) the

length and expense of the case’s administration.

In Goody’s Family Clothing, GFC had filed a chapter 11 plan,
and confirmation hearings were scheduled imminently. Under
the proposed plan, administrative claims would be paid in
full. Thus, the bankruptcy court found, there would be little
delay in payment, and the risk of administrative insolvency
was low. The court further found that the debtors’ decision
not to pay the stub rent immediately was “a business judg-
ment made in good faith upon a reasonable basis.” Thus, the
court denied the landlords’ motions for an order directing
immediate payment of their stub rent claims but granted the

claims administrative priority.
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OUTLOOK

The timing of a chapter 11 filing is an important element of
any company’s pre-bankruptcy planning. A cash-starved
prospective debtor that is a tenant under nonresidential real
property leases may be able to time its chapter 11 filing in a
way that at least defers the obligation to pay stub rent until

sometime later in the bankruptcy case.

The ruling in Goody’s Family Clothing is consistent with the
bankruptcy court’s prior decision in In re Valley Media, Inc.,
where Judge Peter J. Walsh held that section 365(d)(3) could
be read to say that “aside from administrative expenses pro-
vided for in § 503(b)(1), § 365(d)(3) creates a new and differ-
ent kind of ‘obligation’—one that does not necessarily rest
on the administrative expense concept.” Both rulings can
be viewed as a positive development for commercial land-
lords, but only to a point. Although the landlord of a debtor
in Delaware will have an administrative claim for unpaid stub
rent, it may have to wait until confirmation of a chapter 11 plan

to get paid.

It should be noted that in determining whether the landlords’
administrative claims should be paid immediately, the bank-
ruptcy court in Goody’s Family Clothing applied both the HQ
Global factors as well as the business judgment test cus-
tomarily applied in bankruptcy to a proposed nonordinary-
course use, sale, or lease of estate property. Although courts
generally do not apply the business judgment standard to
the payment or nonpayment of post-petition rent, the bank-
ruptcy court concluded that it was a “logical and appropriate”
standard to apply. It ultimately held that the GFC’s proposal
to defer payment to the plan-confirmation stage of the case
was appropriate under both the HQ Global factors and the

business judgment standard.



Confusion persists regarding the proper treatment under
the Bankruptcy Code of a commercial landlord’s claim for
stub rent, with bankruptcy courts arrayed in relatively equal
numbers on both sides of a growing divide. For example, a
New York bankruptcy court ruled on December 17, 2008, in In
re Stone Barn Manhattan LLC that section 365(d)(3) requires
payment of stub rent, but recognizing that the proration
approach has been rejected by three circuit courts and a
number of intermediate appellate courts, the bankruptcy court
stayed its decision so that the parties would have an oppor-
tunity to appeal the ruling immediately to the Second Circuit

Court of Appeals, which has not yet considered the issue.
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SECOND TIME MAY BE THE CHARM FOR THE
ELEVENTH CIRCUIT ON SUBJECT MATTER
JURISDICTION IN INVOLUNTARY BANKRUPTCY
CASES

Ross S. Barr

Courts often wrestle with navigating the subtle distinctions
between “subject matter” jurisdiction over a controversy,
on the one hand, and the essential ingredients of a claim
for relief, on the other. Along those lines, in In re Trusted
Net Media Holdings, LLC (“Trusted Net II”), the U.S. Court of
Appeals for the Eleventh Circuit, sitting en banc, recently held
that the requirements for commencing an involuntary bank-
ruptcy case in section 303(b) of the Bankruptcy Code are
not subject matter jurisdictional in nature and thus may be
waived. The decision reversed a prior panel decision of the
Circuit (“Trusted Net I”) holding that, contrary to the majority
of the courts that have addressed the issue, section 303(b) is
subject matter jurisdictional. The reversal does not come as a
surprise, however, because the Trusted Net | panel had held
that although the majority reasoning on the issue was more
persuasive, it was bound by prior Eleventh Circuit precedent
that appeared to hold that section 303(b)’s requirements
were indeed subject matter jurisdictional. Presumably in light
of the reluctance of the Trusted Net | panel’s ruling, among
other reasons, the Eleventh Circuit vacated the Trusted Net
| decision and reheard the case en banc. Ultimately, the
Trusted Net Il decision relied on U.S. Supreme Court and
other precedent in holding that section 303(b) is not subject
matter jurisdictional and that to the extent that prior Eleventh

Circuit precedent held otherwise, it was overruled.

JURISDICTION OVER INVOLUNTARY BANKRUPTCY CASES

Congress established the jurisdiction of the bankruptcy
courts in title 28 of the United States Code. Title 28 provides
generally that the district courts shall have “original and
exclusive jurisdiction of all cases under title 11” and “original
but not exclusive jurisdiction of all civil proceedings arising
under title 11, or arising in or related to cases under title 11.”
Title 28 further provides that each bankruptcy court is “a unit

of the district court” in the federal district where it is located.



Finally, title 28’s jurisdictional strictures for bankruptcy courts
provide that “[b]lankruptcy judges may hear and determine
all cases under title 11 and all core proceedings arising under

title 11, or arising in a case under title 11... "

Although most bankruptcy cases are initiated voluntarily by
the debtor, creditors may force the debtor into bankruptcy
involuntarily. Section 303(b) of the Bankruptcy Code contains
the requirements for commencement by creditors of an invol-
untary chapter 7 or 11 bankruptcy case against a debtor. It

provides, in pertinent part, that the case must be filed:

(1) by three or more entities, each of which is either a
holder of a claim against such person that is not contin-
gent as to liability or the subject of a bona fide dispute
as to liability or amount, or an indenture trustee repre-
senting such a holder, if such noncontingent, undisputed
claims aggregate at least $13,475 more than the value of
any lien on property of the debtor securing such claims

held by the holders of such claims; [or]

(2) if there are fewer than 12 such holders, excluding
any employee or insider of such person and any trans-
feree of a [voidable transfer ] ..., by one or more of
such holders that hold in the aggregate at least $13,475

of such claims.

At issue in Trusted Net was whether these requirements are
jurisdictional, such that the bankruptcy court, notwithstanding
the jurisdictional grant in title 28, may assert subject matter
jurisdiction over an involuntary case only if section 303(b)’s

requirements have been satisfied.

TRUSTED NET

Trusted Net Media Holdings, LLC (“Trusted Net”), was an
internet service provider based in Marietta, Georgia. In 2002,
one of Trusted Net’s creditors filed an involuntary chapter 7
petition against the company, claiming that it held a trade
debt or judgment in the amount of “not less than $534,000.”
An order for relief was entered into the case after Trusted Net
failed to contest the petition. Two years afterward, Trusted
Net filed a motion to dismiss the case, arguing that: (i) the
petitioning creditor’s claim against the debtor was subject
to bona fide dispute, and thus, such creditor did not hold a

noncontingent, undisputed claim against the debtor; and (ii)
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Trusted Net had more than 12 eligible creditors, so that an
involuntary filing by a single creditor was invalid. The bank-
ruptcy court denied the motion to dismiss and no appeal

was taken.

Two more years later, after five of Trusted Net’s creditors
had settled their claims with the chapter 7 trustee, Trusted
Net again filed a motion to dismiss the case based on lack
of subject matter jurisdiction. This time, the debtor reiter-
ated its previous arguments in support of dismissal but fur-
ther maintained that section 303(b)’s requirements must be
met in order for the bankruptcy court to have subject matter
jurisdiction. The bankruptcy court again denied the motion,
reasoning that section 303(b) was not jurisdictional and any
argument by the debtor that the petitioning creditor’s claim
was subject to a bona fide dispute or that other creditors
needed to join the petition was waived because the debtor
failed to raise it earlier in the case. The district court upheld
that determination on appeal without elaboration, finding that
the bankruptcy court’s ruling was well reasoned and correct.
Trusted Net appealed to the Eleventh Circuit, confining the
scope of its appeal, however, to that aspect of the ruling per-
taining to the allegedly jurisdictional requirements of section

303(b), which Trusted Net maintained cannot be waived.

THE ELEVENTH CIRCUIT’S INITIAL RULING

The precise issue considered by the court of appeals was
whether, notwithstanding the clear grant of jurisdiction over
bankruptcy cases to bankruptcy courts in title 28, section
303(b) of the Bankruptcy Code must be satisfied in order
to confer subject matter jurisdiction upon the bankruptcy
court over involuntary bankruptcy cases or “whether, instead,
they are merely substantive matters which must be proved
or waived for petitioning creditors to prevail in involuntary
proceedings.” Acknowledging the existence of a split in
the Circuits on this issue, the Eleventh Circuit examined the

rationale underlying both sides.

The Ninth Circuit, as articulated in its 1985 ruling in In re
Rubin, along with the majority of the courts that examined the
issue, held that petitioning creditors in an involuntary case
cannot prevail unless they can prove that their claims are not
subject to bona fide dispute, but that the bankruptcy courts

are not without subject matter jurisdiction prior to making this



determination. According to this view, because title 28 vests
the bankruptcy court with jurisdiction over all cases under
title 11, the requirements of section 303(b) may be waived. By
contrast, the minority approach, exemplified by the Second
Circuit’s 2003 ruling in In re BDC 56 LLC, is that the require-
ments of section 303(b) are jurisdictional. In BDC, the court of
appeals reasoned that the bankruptcy court must determine
whether section 303(b)’s requirements have been met at the
earliest possible juncture to prevent creditors with disputed
claims from inappropriately hauling a solvent debtor into
bankruptcy court and forcing it to defend an involuntary peti-
tion while the bankruptcy court leaves for a later determina-

tion the propriety of the petition.

In Trusted Net I, the Eleventh Circuit panel found the major-
ity approach to be the more logical and persuasive for two
important reasons. First, it noted that such decisions comport
with the basic nature of subject matter jurisdiction—the abil-
ity to hear a class of cases—because, as a class of cases,
involuntary bankruptcy cases unquestionably arise under title
11 and thus fall within the grant of jurisdiction to bankruptcy
courts under title 28. Second, the panel explained, the deci-
sions are more consistent with section 303’s language: (i)
section 303(b) makes no reference to jurisdiction; (ii) section
303(h) of the Bankruptcy Code provides that “[ilf the petition
is not timely controverted, the court shall order relief against
the debtor”; and (iii) section 303(c) states that a creditor that
has not joined the involuntary petition may be added before
the case is dismissed or relief ordered. According to the
court, it would be anomalous to permit the court, in a case
where it lacks subject matter jurisdiction due to noncompli-
ance with the requirements of section 303(b), to manufacture
such jurisdiction merely by adding more eligible petitioning

creditors to the case.

Ultimately, however, the Eleventh Circuit panel held in Trusted
Net | that although the great weight of authority and, in its
opinion, superior reasoning supported a holding that the
requirements of section 303(b) are not jurisdictional and can
be waived, it was bound by prior precedent to rule other-
wise. In In re All Media Properties, the Court of Appeals for
the Fifth Circuit (from which the Eleventh Circuit was created
in 1980) affirmed a bankruptcy court ruling regarding a chal-
lenge to an involuntary case under section 303(b). In that

case, the bankruptcy court held that the petitioning creditors’
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claims were not contingent and therefore satisfied section
303(b). Although the procedural posture of the case dif-
fered from that of Trusted Net I—the All Media debtors chal-
lenged the petition immediately so that there was no waiver
issue—the opinion was replete with references to section
303(b)’'s requirements as “jurisdictional” and, according to the
Eleventh Circuit panel in Trusted Net I, of the “non-waivable,
subject matter jurisdiction variety.” Due to the express hold-
ing of All Media, the Trusted Net | panel considered itself
bound to follow the ruling.

THE ELEVENTH CIRCUIT’S RULING ON REHEARING

The Eleventh Circuit vacated its ruling in Trusted Net | less
than two months afterward and agreed to rehear the mat-
ter en banc on October 20, 2008. On rehearing en banc, the
Trusted Net Il court joined the majority, holding that section
303(b)’s requirements are not subject matter jurisdictional
in nature and thus may be waived. In order to get there, the
court first recognized that it had to clarify “two sometimes
confused or conflated concepts: federal-court ‘subject mat-
ter’ jurisdiction over a controversy; and the essential ingre-
dients of a federal claim for relief.” With respect to subject
matter jurisdiction, the court noted that a federal court has
an independent obligation to determine whether it has sub-
ject matter jurisdiction over a controversy even if no party
raises the issue. If the court finds that it does not, it must dis-
miss the case. On the other hand, if a cause of action fails,

that does not automatically produce a failure of jurisdiction.

For instruction on this murky issue, the court turned to the
U.S. Supreme Court’s 2006 decision in Arbaugh v. Y & H
Corp., where the court ruled that title VII's requirement that an
“employer” have “fifteen or more employees” is not subject
matter jurisdictional, but instead relates only to the “substan-
tive adequacy” of a title VII plaintiff's claim and thus cannot
be raised for the first time post-trial. Adopting some of the
Supreme Court’s reasoning in that case, the Eleventh Circuit
held that section 303(b) of the Bankruptcy Code: (i) does not
evince a congressional intent to implicate the bankruptcy
court’s subject matter jurisdiction; (ii) contains no explicit
reference to its requirements being jurisdictional and never
uses the word “jurisdiction”; and (iii) merely states that an
involuntary bankruptcy case is commenced by filing a peti-

tion that meets certain requirements.



The Eleventh Circuit explained that it had previously inter-
preted similar “commencement of the case” language, found
elsewhere in the Bankruptcy Code, as nonjurisdictional. In
particular, the court had previously ruled that sections 546(a)
and 549(d) of the Bankruptcy Code, which establish limita-
tions periods on a trustee’s avoiding powers and, like sec-
tion 303(b), provide conditions under which a proceeding
under title 11 may be “commenced,” were waivable statutes
of limitations, rather than restrictions on a bankruptcy court’s
subject matter jurisdiction. Among other reasons, the court
had relied upon the fact that the subject matter jurisdiction of
bankruptcy courts derives from title 28 and that neither sec-
tion 546(a) nor section 549(d) explicitly refers to jurisdiction.
According to the Eleventh Circuit, the conclusion that section
303(b) is nonjurisdictional comports with the bankruptcy-
related jurisdictional grant in title 28, as well as the basic
nature of subject matter jurisdiction: the statutorily conferred
power of the court to hear a class of cases (e.g., involuntary

bankruptcy cases).

Like the majority of courts that have addressed the issue,
the Eleventh Circuit stated that its holding was consistent
with the language of section 303, for the same reasons the
Eleventh Circuit panel previously articulated in Trusted Net /
but felt bound to disregard due to binding precedent to the
contrary. The Eleventh Circuit found Trusted Net’s reliance on
the Supreme Court’s 1923 ruling in Canute Steamship Co. v.
Pittsburgh & West Virginia Coal Co. to be misplaced. In con-
sidering a similar issue arising under the former Bankruptcy
Act of 1898, the Supreme Court noted that “the filing of [an
involuntary] petition, sufficient upon its face . . . clearly
gives the bankruptcy court jurisdiction of the proceeding.”
Emphasizing that the word “jurisdiction” does not necessarily
mean “subject matter jurisdiction,” the Eleventh Circuit high-
lighted limiting language elsewhere in the decision that fore-
closed the possibility that the Supreme Court actually meant
that the involuntary petition requirements were subject mat-
ter jurisdictional. Otherwise, the Eleventh Circuit explained,
failure to satisfy the requirements would divest the bank-
ruptcy court of jurisdiction even if no party raised a challenge

and even if the petition was outwardly sufficient.

Finally, in reaching its conclusion that section 303(b) does

not implicate subject matter jurisdiction and that a debtor’s
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objection to the involuntary petition on the grounds of non-
compliance with section 303(b) can therefore be waived, the
Trusted Net Il court held that to the extent that the former
Fifth Circuit’s ruling in All Media Properties held that section

303(b)'s elements are jurisdictional, it is overruled.

CONCLUSION

Under the prior panel precedent rule in the Eleventh Circuit,
holdings made or adopted by an earlier panel, including
express jurisdictional holdings, need to be followed. However,
because the Eleventh Circuit, sitting en banc, is not bound
by prior decisions of a panel of the court or its predecessors
(i.e., the Fifth Circuit), it is not surprising that the court used
the en banc route to vacate the Trusted Net | panel’s deci-
sion, overrule All Media to the extent necessary, and adopt
the majority position in Trusted Net Il, especially considering,
among other things, the Trusted Net | panel’s clear hesitation
in its own ruling. In the end, the decision was based on what
the Eleventh Circuit construed as binding Supreme Court
precedent. It is important to note that the decision also helps
to clarify a blurred distinction between what is purely subject
matter jurisdictional and what forms the basis of a federal

claim but is not jurisdictional.
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THE EARMARKING DOCTRINE: BORROWING
FROM PETER TO PAY PAUL

Charles M. Persons and Mark G. Douglas

The requirements to establish that a pre-bankruptcy asset
transfer can be avoided as a preference by a trustee or
chapter 11 debtor-in-possession (“DIP”) are well known to
bankruptcy practitioners. Any transfer made by a debtor to
a creditor within a certain time frame prior to the debtor’s
bankruptcy filing will come under scrutiny to determine
whether it can be avoided, as a means of maximizing the
assets in the bankruptcy estate and ensuring that one credi-
tor (or group of creditors) is not unfairly preferred over the
body of general creditors. Preferential transfer issues affect
both unsecured and (to a lesser extent) secured creditors

and can be the source of intense litigation.

The elements of a voidable preference are spelled out in
section 547 of the Bankruptcy Code. Section 547(b) pro-
vides in substance that transfers of property to (or for the
benefit of) creditors made on account of an antecedent
debt within the 90 days before a bankruptcy filing (or up to
one year for “insiders”) while the debtor was insolvent can
be avoided by a trustee or DIP, if the transferee received as
a result a greater recovery on its claim than it would have
received had the transfer not taken place and the debtor’s
assets been liquidated in a chapter 7 case. However, there
are exceptions to the rules—certain transactions have been
given safe haven (by statute or otherwise) despite facially

being voidable preferences.

One such safe haven is the earmarking doctrine, a judicially
created doctrine that is most frequently invoked in the con-
text of a refinancing that occurs within the 90 days prior to a
bankruptcy filing. By closely following the requirements of the
doctrine, lenders can help refinance troubled debtors, and
prior mortgage holders can be relieved of their debt without
fear of the transfer being attacked as a preference. However,
courts have made clear in a number of recent rulings just
how cautious creditors seeking to invoke the doctrine must
be to ensure that the safe haven offered by the earmarking

doctrine does not prove to be illusory.
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ELEMENTS OF THE EARMARKING DOCTRINE

A creature of judicial invention, the earmarking doctrine pro-
vides an equitable defense for a creditor in a preference
action. The earmarking doctrine provides that the debtor’s
use of borrowed funds to satisfy a pre-existing debt is not
deemed a transfer of property of the debtor and therefore is
not avoidable as a preference. If a third party provides funds
for the specific purpose of paying a creditor of the debtor,
hence “earmarking” them for that purpose, the funds may not
be recoverable as a preferential transfer. The doctrine rests
on the idea that the funds are not within control of the debtor,
and because one debt effectively is exchanged for another,

there is no diminution of the debtor’s bankruptcy estate.

Three requirements have been uniformly established as the
criteria necessary to apply the earmarking doctrine as a
defense to a preference action: (i) there must be an agree-
ment between the new lender and the debtor that the new
funds will be used to pay a specified antecedent debt; (i) the
agreement must be performed according to its terms; and
(i) the transaction viewed as a whole (including the transfer
in of the new funds and the transfer out to the old creditor)

must not result in any diminution of the bankruptcy estate.

While the earmarking doctrine is frequently accepted as a
valid defense to a preference action, courts are divided on
the applicability of the doctrine to a preference action in a
“refinance” situation where the new lender delays perfection
of its security interest under the circumstances described in
section 547(e) of the Bankruptcy Code, which provides a lien
perfection grace period to secured creditors. Not wanting
to punish a pre-existing creditor for the inaction of the new
creditor, courts generally agree that the earmarking defense
insulates from preference recovery the receipt of funds by
the pre-existing creditor from the new lender. But courts
disagree as to whether the earmarking defense insulates
the new lender from preference exposure following its fail-
ure to perfect in a timely fashion. This unusual scenario was
recently addressed by a Sixth Circuit bankruptcy appellate
panel in Baker v. Mortgage Electronic Registration Systems,
Inc. (In re King), where the court aligned itself with courts that
refuse to insulate the tardy new lender by strictly following
the guidance provided by the Sixth Circuit Court of Appeals
in Chase Manhattan Mortgage Corp v. Shapiro (In re Lee).



KING

The debtors in King refinanced their home in 2005, obtaining
a new mortgage to pay off the two original mortgages they
had obtained in 2004. They executed a mortgage in favor of
the new lender, Mortgage Electronic Registration Systems, Inc.
(“MERS”), but MERS did not record the new mortgage until 28
days later. The debtors filed a chapter 7 petition in Kentucky
less than 90 days following the refinancing transaction (and
one day before the effective date of the Bankruptcy Abuse
Prevention and Consumer Protection Act (“BAPCPA")). The
chapter 7 trustee sued to avoid the new mortgage as a prefer-
ence. The bankruptcy court ruled that the new mortgage was
avoidable, finding that: (i) because MERS failed to perfect its
lien within the grace period specified in section 547(e), the
obligation incurred by the debtors in the form of the new mort-
gage was “on account of an antecedent debt,” as required by
section 547(b); and (ii) the earmarking doctrine did not insu-
late the transfer from avoidance because the challenged
transfer did not involve repayment of the original mortgage,
but incurrence of the new mortgage obligation, and because
MERS’ perfection of its mortgage after expiration of the statu-
tory grace period resulted in diminution of the estate. MERS

appealed to the bankruptcy appellate panel.

The appellate panel affirmed in an unpublished opinion.
Noting that the facts of this case differed from those pres-
ent in the Sixth Circuit’'s decision in Lee only in the respect
that Lee involved a refinancing with a single lender, while
two separate lenders were involved in King, the court found
the two cases otherwise indistinguishable and reached the
same legal conclusion. MERS’ failure to perfect its mort-
gage until 28 days after funding the new loan (after expira-
tion of the statutory grace period for perfection), the court
emphasized, was fatal to its efforts to establish that it was
entitled to the safe haven of either the earmarking doctrine
or the statutory exception to avoidance specified in section
547(c)(1), which protects from avoidance a transfer involving
“a contemporaneous exchange for new value.” According
to the court, had MERS perfected its mortgage within the
10-day grace period specified in section 547(e) (increased
to 30 days by BAPCPA), MERS would have simply stepped
into the shoes of the pre-existing lender, there would not

have been any antecedent debt, and the debtor’s estates
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would not have been diminished in any way by incurring
a new obligation within the preference period. Because it
failed to do so, the court reasoned, perfection of the new

mortgage was an avoidable preference.

BETTY’S HOMES

An Arkansas bankruptcy court refused to shield a trans-
fer under the earmarking doctrine under a different theory
in Betty’s Homes, Inc. v. Cooper Homes, Inc. (In re Betty’s
Homes, Inc.). Betty’s Homes, Inc., was a homebuilder and
received a variety of materials to build homes from Cooper
Homes, Inc. When Cooper Homes informed Betty’s Homes
that it would be filing materialman’s liens on several homes,
Betty’s Homes went to Community First Bank (“CFB”) and
was able to draw down $200,000 on its existing construction
loan with CFB, which Betty’s Homes then used to pay Cooper
Homes. CFB maintained its previously perfected security
interest in the properties. After Betty’s Homes filed for chap-
ter 11 protection in 2006, the trustee under the company’s
liquidating chapter 11 plan sued Cooper Homes to recover
the $200,000 payment.

The bankruptcy court, applying the three elements of the
earmarking doctrine, found that there was an agreement
that the funds would be used to pay Cooper Homes, and the
funds were in fact used that way. However, it concluded that
the transaction, when viewed as a whole, resulted in diminu-
tion of the bankruptcy estate. Any claims secured by liens
that Cooper Homes threatened to file before Betty’'s Homes
borrowed money to pay them, the court emphasized, were
unsecured because Cooper Homes had not perfected those
liens at the time the debtor made the payment. Thus, the
court explained, Betty’'s Homes swapped unsecured debt for
secured debt during the statutory preference period, and the
earmarking doctrine could not save the payment from avoid-
ance. According to the court, “[blecause this is not simply a
substitution of a creditor in a class for another creditor in the

same class, the earmarking doctrine is not applicable.”

ENTRINGER

Section 547(b) of the Bankruptcy Code expressly pro-
vides that the trustee may avoid “any transfer of an interest

of the debtor in property” if the conditions enumerated in



the remainder of the section are satisfied. At its core, the
earmarking doctrine relies on the premise that property
transferred is never the debtor’s property because it was
merely entrusted to the debtor for payment to a creditor.
The first two requirements of the earmarking-doctrine test
address the “property of the debtor” issue to an extent, but
a ruling recently handed down by the Fifth Circuit Court of
Appeals in Caillouet v. First Bank and Trust (In re Entringer
Bakeries, Inc.), 548 F.3d 344 (5th Cir. 2008), brings the impor-

tance of this requirement into focus.

These rulings are a cautionary tale for creditors
intent upon minimizing preference exposure by rely-
ing upon the earmarking doctrine as a defense.
Underpinning all of them is the reluctance of bank-
ruptcy courts to recognize exceptions (especially
nonstatutory exceptions) to a trustee’s power to
avoid transfers that unfairly prefer a single creditor.

In Entringer, Entringer Bakeries, Inc. (“Entringer”), sought a
loan from Whitney National Bank (“Whitney”) to repay a loan
provided by First Bank and Trust (“FBT”) that was secured
by a guaranty and pledge of a personal brokerage account
owned by one of Entringer’s principals, but not by any of the
company’s assets. Whitney agreed to loan the debtor the
money necessary to pay off the FBT loan and in doing so
deposited the funds needed to repay FBT into Entringer’s
general bank account (approximately $180,000), but with
no written restrictions on how the money was to be used.
Entringer used the money the following day to repay the FBT
loan. After Entringer filed for chapter 7 protection in 2001 in
Louisiana, the bankruptcy trustee sued to avoid the payment
to FBT as a preference. Applying the earmarking doctrine,
the bankruptcy court held that the payments to FBT were not
transfers of Entringer’s property. However, it ruled that pay-
ment of earmarked funds to an unsecured creditor, such
as FBT, were avoidable as a preference to the extent of the
value of the collateral given to the new lender, Whitney. Thus,
the court entered a judgment in favor of the trustee for just

over $74,000, the value of the collateral pledged to secure
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the Whitney loan. FBT appealed to the district court, which
affirmed, and then to the Fifth Circuit.

The court of appeals affirmed, but only in part. Rejecting the
trustee’s argument that “the earmarking doctrine is no longer
a viable exception to a preferential transfer under § 547(b),”
the Fifth Circuit concluded that the doctrine did not apply
because the funds transferred were never “earmarked” for
payment, as Entringer had dispositive control over the loan
proceeds and could have done anything it wanted with the
funds. Although not dispositive, the court found it “particu-
larly relevant” that no formal agreement existed between the
debtor and Whitney to ensure that the money was paid to
FBT. The intent of the parties had no bearing on the appli-
cability of the doctrine. Finally, the court of appeals faulted
the bankruptcy court’s calculation of damages, vacating the
award and directing that judgment should be awarded in
favor of the trustee for the full amount of the $180,000 pay-
ment made to FBT, not merely the value of the collateral

pledged by Entringer to secure the Whitney loan.

OUTLOOK

These rulings are a cautionary tale for creditors intent upon
minimizing preference exposure by relying upon the ear-
marking doctrine as a defense. Underpinning all of them is
the reluctance of bankruptcy courts to recognize exceptions
(especially nonstatutory exceptions) to a trustee’s power to
avoid transfers that unfairly prefer a single creditor. If a finan-
cially strapped company discloses to a creditor that it intends
to borrow money to pay off its debt, the creditor should insist
upon strict compliance with the requirements of the earmark-
ing doctrine, including a written agreement explaining the pur-
pose of the loan and directing that the borrower may use the

loan proceeds only to repay the existing debt.

By way of a postscript, the need for strict compliance with
the requirements of the earmarking doctrine in avoidance liti-
gation was the message conveyed unequivocally in a ruling
handed down at the very end of 2008 by the Tenth Circuit
Court of Appeals. In Parks v. FIA Card Services, N.A. (In re
Marshall), the court became the first federal circuit court

of appeals to rule that using one credit card to pay off



another within 90 days of a bankruptcy filing is an avoidable
preferential transfer to the bank that was paid off. Reversing
the lower courts’ rulings on the issue, the Tenth Circuit con-
cluded that the so-called earmarking defense shields a
payment from avoidance as a preference only “when the

lender requires the funds be used to pay a specific debt.”

Baker v. Mortgage Electronic Registration Systems, Inc. (In re
King), 397 B.R. 544 (Bankr. 6th Cir. 2008).

Chase Manhattan Mortgage Corp v. Shapiro (In re Lee), 530
F.3d 458 (6th Cir. 2008).

Betty’s Homes, Inc. v. Cooper Homes, Inc. (In re Betty’s
Homes, Inc.), 393 B.R. 671 (Bankr. W.D. Ark. 2008).

Caillouet v. First Bank and Trust (In re Entringer Bakeries,
Inc.), 548 F.3d 344 (5th Cir. 2008).

Parks v. FIA Card Services, N.A. (In re Marshall), 2008 WL
5401418 (10th Cir. Dec. 30, 2008).
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THE U.S. FEDERAL JUDICIARY

U.S. federal courts have frequently been referred to as
the “guardians of the Constitution.” Under Article Ill of the
Constitution, federal judges are appointed for life by the
U.S. president with the approval of the Senate. They can be
removed from office only through impeachment and con-
viction by Congress. The first bill considered by the U.S.
Senate—the Judiciary Act of 1789—divided the U.S. into 12
judicial “circuits.” In addition, the court system is divided
geographically into 94 “districts” throughout the U.S. Within
each district is a single court of appeals, regional district
courts, bankruptcy appellate panels (in some districts), and

bankruptcy courts.

As stipulated by Article Il of the Constitution, the Chief
Justice and the eight associate justices of the Supreme
Court hear and decide cases involving important ques-
tions regarding the interpretation and fair application of the
Constitution and federal law. A U.S. court of appeals sits in
each of the 12 regional circuits. These circuit courts hear
appeals of decisions of the district courts located within
their respective circuits and appeals of decisions of federal
regulatory agencies. Located in the District of Columbia,
the Court of Appeals for the Federal Circuit has nationwide
jurisdiction and hears specialized cases such as patent and
international trade cases. The 94 district courts, located
within the 12 regional circuits, hear nearly all cases involv-
ing federal civil and criminal laws. Decisions of the district
courts are most commonly appealed to the district’s court

of appeals.

Bankruptcy courts are units of the federal district courts.
Unlike that of other federal judges, the power of bankruptcy
judges is derived principally from Article | of the Constitution,
although bankruptcy judges serve as judicial officers of the
district courts established under Article Ill. Bankruptcy judges
are appointed for a term of 14 years (subject to extension or
reappointment) by the federal circuit courts after considering

the recommendations of the Judicial Conference of the U.S.



Appeals from bankruptcy court rulings are most commonly Two special courts—the U.S. Court of International Trade and
lodged either with the district court of which the bankruptcy the U.S. Court of Federal Claims—have nationwide jurisdic-
court is a unit or with bankruptcy appellate panels, which tion over special types of cases. Other special federal courts
presently exist in five circuits. Under certain circumstances, include the U.S. Court of Appeals for Veterans’ Claims and
appeals from bankruptcy rulings may be made directly to the the U.S. Court of Appeals for the Armed Forces.

court of appeals.
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