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In this article, the authors examine what the changing landscape of
Chapter 11 restructuring means for trade creditors of distressed companies.

uch has been written in the last few years about the changing nature
of Chapter 11." A primary focus of these writings has been the rise in
importance of hedge funds, private equity funds, and similar players
in the Chapter 11 arena.” Based upon the perceived increase in the influence of
hedge funds and other similar entities in Chapter 11 cases, one may infer that
trade creditors now possess less influence in the typical Chapter 11 case. Trade
creditors often may not possess the resources or a sufficient economic stake to
hire their own advisors and meaningfully participate in a bankruptcy case. As
a result, trade creditors generally rely on the actions of official committees of
unsecured creditors, which represent the interests of all unsecured creditors. In
Chapter 11 cases where hedge funds and other similar entities decide to partici-
pate as members of an official committee, trade creditors’ influence may even
diminish further. One would expect this apparent decreased influence would
cause a decrease in trade creditors’ recoveries.
Recent developments in Chapter 11, however, appear otherwise. In fact,
several different developments in the Chapter 11 process represent a triumph
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for trade creditors. These developments are not necessarily the result of sig-
nificant influence exerted in the Chapter 11 process by any trade creditor
interest group or similar body, although such interests have been successful
in certain respects. Instead, it would appear that the growing triumph of
trade creditors in Chapter 11 reorganizations actually is closely associated
with the rise of hedge funds and other similar entities in the restructuring
process. Whereas one traditionally may have viewed Chapter 11 as a pro-
cess to reorganize a distressed business and discharge debts, Chapter 11 cases
today often resemble corporate transactions designed solely to recapitalize a
company’s balance sheet.” In this type of restructuring process, hedge funds
and other similar entities often exchange their debt holdings for equity in the
reorganized debtor, and trade creditors often act simply as bystanders in the
restructuring, their claims unaltered. In fact, as new equity holders of the
reorganized debtor, hedge funds and other similar entities commonly view
trade creditors’ support as critical to the success of the debtor’s business and,
therefore, seek to negatively impact the reorganized debtor’s relationship with
its trade creditors as minimally as possible during the restructuring process.
What does the changing landscape of Chapter 11 restructuring mean for
trade creditors of distressed companies? First, trade creditors that believe a
distressed business will simply restructure its balance sheet (either through a
debt exchange offer or through a Chapter 11 plan) may decide to continue
providing credit terms as a result of the trade creditor’s increased confidence
a restructuring will leave its payment rights unaltered. Unfortunately, it may
be difficult for a typical trade creditor to predict the likely structure or success
of a potential restructuring. Some companies may be able to avoid a liquida-
tion only by selling their assets through a section 363 sale process. Where the
assets of the company are fully encumbered, trade creditors may receive very
little, if any, recovery as the proceeds of sale may be available only to the se-
cured creditors. Even in these situations, however, buyers of distressed assets
often want to ensure continued trade support. As such, in a section 363 sale
process, buyers often assume the trade obligations of vendors that the buyer
views as important to the future operations of the purchased company.
Ultimately, the increased recoveries for trade suppliers means that other
creditors of a distressed business, including secured lenders and bondholders,
may need to adjust their recovery models in assessing their workout and re-
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structuring strategies for such companies. While the “absolute priority rule”
in Chapter 11 tells us that secured creditors are paid before unsecured credi-
tors, that result literally is true only in liquidation, and, as discussed below,
various changes in bankruptcy practice and the Bankruptcy Code itself often
provide for payment to unsecured creditors at the same time as, or before,
secured creditors. As a result, traditional, asset based secured lenders, who
typically attempt to ensure that they are fully secured even in the event of lig-
uidation, may need to adjust their collateral reserves upward to some degree
to ensure full payment of their secured debt.

Unsecured bondholders, meanwhile, may need to focus on the fact that,
while under state law they have the same unsecured status as trade creditors,
it is much more likely that a trade creditor will be paid in full, or at least
with a higher recovery, than a bondholder in a Chapter 11 case. Where the
amount of a debtor’s trade debt is relatively small compared to its bond debt,
the resulting change in recovery for bondholders may be modest in absolute
percentage recovery terms, but potentially much more meaningful in abso-
lute terms. For example, full payment of trade debt in a Chapter 11 case
could reduce unsecured bondholder recoveries from 10 percent to 9 percent
where the amount of trade debt is modest. While that is only a 1 percent
reduction for the bondholder who bought its bonds at par and is suffering
large losses regardless, it would constitute a 50 percent reduction in profit for
the distressed trader that bought its bonds at 8 cents on the dollar.

CRITICAL VENDORS

While trade creditors may be enjoying larger recoveries in Chapter 11 re-
organizations as a result of recent changes in Chapter 11 practice, the funda-
mental basis to treat trade claims differently in Chapter 11 than other creditors
appears to have arisen from reorganizations in the 19 century. Bankruptcy
practice has long contained two fundamental principles: (1) that, upon the
occurrence of bankruptcy, the debtor stops making payment on debts that
arose prior to the bankruptcy filing;* and (2) that similarly situated creditors
should be treated equally in the bankruptcy process.” For as long as these two
principles have existed, however, there also has existed many exceptions. At
its core, Chapter 11 functions as a mechanism to resuscitate a failing business.
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While equal treatment of creditors is a noble principle and arguably funda-
mental to bankruptcy liquidations, strict application of the principle in some
cases creates the risk of actually undermining the reorganization. Thus, from
its earliest days in the 19" century, the bankruptcy reorganization practice
has recognized that certain creditors are “more important” than others in the
sense that, if such creditors are not paid, they could hurt the reorganization
process itself.

The most obvious of such creditors are the employees of a distressed
business. Employees typically are creditors in a bankruptcy case, as a Chapter
11 debtor typically will owe its employees amounts for accrued, but unpaid,
wages and benefits at the time of a Chapter 11 filing. The failure to pay
employee wages simply because a company has filed for Chapter 11 in the
middle of a pay period would be foolish for any business seeking to reorga-
nize. As such, not only does the Bankruptcy Code grant a priority for wage
and benefit claims,® but it is standard in Chapter 11 reorganization practice
to obtain from the bankruptcy court authority at the inception of a Chapter
11 case to pay such wage and benefit claims in the ordinary course of busi-
ness, at least up to such priority amounts.

Allowing a debtor to continue to pay its employees amounts earned prior
to a bankruptcy filing typically is not controversial in Chapter 11 cases. This
is true even after the enactment of Rule 6003 of the Federal Rules of Bank-
ruptcy Procedure on December 1, 2007. This rule requires that a debtor
demonstrate the payment of any prepetition debt within the first 21 days of a
bankruptcy filing, including the payment of any prepetition employee wages,
is necessary to “avoid immediate and irreparable harm.” In most circum-
stances, a debtor can satisfy the “avoid immediate and irreparable harm” stan-
dard of Rule 6003 with relative ease, as payment of prepetition wages with
respect to current employees likely is necessary to ensure the debtor maintains
the ability to continue business operations after commencing a Chapter 11
case. Thus, it appears unlikely that a bankruptcy court would challenge a
Chapter 11 debtor on this issue.

There is a significant distinction between paying priority creditors, such
as employees, at the beginning of a Chapter 11 case and paying a distinct set
of favored trade creditors. The non-favored trade creditors (i.e. those trade
creditors whose prepetition claims the Chapter 11 debtor is not paying) likely
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will be quite unhappy receiving such unequal treatment. This unhappiness
only will be elevated in cases where trade creditors expect to receive little or
no recovery. Further if the Chapter 11 debtor had made the identical pay-
ments to the favored trade creditors within 90 days prior to the bankruptcy
filing and outside of the debtor’s ordinary course of business, the Chapter 11
debtor would have the ability to recover the payments as preferential transfers
under section 547 of the Bankruptcy Code. Accordingly, one may take the
position that a bankruptcy court essentially is sanctioning the use of prefer-
ential payments by authorizing critical vendor payments.

Nonetheless, the need and benefit of paying certain unsecured creditors
in a case and not others has been a facet of the reorganization practice for
a long time. The issue came before the Supreme Court as early as 1882 in
the case of Miltenberger v. Logansport, Crawfordsville & Southwestern Railway
Company, 106 U.S. 286 (1882). This case involved a railroad receivership.
In Miltenberger, a railroad company issued $1.5 million of senior bonds to
finance the construction of a railway.” The bonds were secured by all of the
then-owned and after-acquired property used in, and connected with, the
operation of the railway.® Thereafter, the railroad company issued another
$500,000 of junior bonds that were secured by a junior priority interest in
the same property as the senior bonds.’

After the railroad company was unable to service the railway project’s
bond debt, the indenture trustee for the junior bonds initiated foreclosure
proceedings, and the district court appointed a receiver to take control of
the mortgaged property.'” The district court provided the receiver with the
authority to operate the property and pay the railway’s operating expenses ac-
cruing in the 90 days preceding the receiver’s appointment and certain other
older obligations for materials and repairs and for ticket and freight balanc-
es.'" With respect to the obligations relating to the materials and repairs and
ticket and freight balances, the receiver noted that absent the authority to
satisfy these claims, the railway “would suffer great detriment.”'*

The senior bondholders challenged the district court’s authority to au-
thorize the payment of debts arising prior to the receivership on appeal.”
The Supreme Court upheld the district court’s order with respect to the
payment of the pre-receivership debts and determined that courts possessed
the authority to permit a receiver to pay debts arising before a receivership’s
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commencement, but that courts should exercise their discretion to allow for
such payments “with very great care.”'® In its analysis, the Supreme Court
explained that the Miltenberger facts provided a sufficient basis to justify the
receiver’s payment of the pre-receivership debts, stating:

It is easy to see that the payment of unpaid debts for operating expenses,
accrued within ninety days, due by a railroad company suddenly deprived
of the control of its property, due to operatives in its employ, whose cessa-
tion from work simultaneously is to be deprecated, in the interests both
of the property and of the public, and the payment of limited amounts
due to other and connecting lines of road for materials and repairs and
for unpaid ticket and freight balances, the outcome of indispensable
business relations, where a stoppage of the continuance of such business
relations would be a probable result, in case of non-payment, the general
consequence involving largely, also, the interests and accommodation of
travel and traffic, may well place such payments in the category of pay-
ments to preserve the mortgaged property in a large sense, by maintain-
ing the good-will and integrity of the enterprise, and entitle them to be
made a first lien."”

As Miltenberger was not a bankruptcy case, it provides only general au-
thority for bankruptcy courts to authorize payment of pre-bankruptcy debts
outside of a plan of reorganization. However, the general concept of paying
such debt has carried forward since its day where it is determined that such
payment is clearly for the benefit of the debtor’s estate and creditors.

After the enactment of the Bankruptcy Code, the concept of paying criti-
cal vendors has become increasingly common in Chapter 11 cases, as, for a
debtor trying to reorganize, the concept is quite logical. Parties increasingly
began to recognize that a Chapter 11 debtor’s ability to obtain trade terms
from key vendors often is critical to the survival and success of a struggling
business in Chapter 11. From this perspective, one may deem critical vendor
dollars as money well spent. This may remain true even from the perspective
of an official committee of unsecured creditors, which has the responsibil-
ity of representing the interests of the debtor’s unsecured creditor body as a
whole (although often a bankruptcy court enters an order authorizing critical
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vendor payments prior to the formation of an official unsecured creditors
committee, thus, practically eliminating a committee’s ability to oppose and
stop critical vendor payments).

Not surprisingly, once the concept of being able to pay critical vendors
became relatively mainstream, the concept itself began to broaden. One of
the original concepts was that a debtor needed to pay certain vendors who
were the “sole source” of a key good or service.'® If the payment were not
made, such vendor, if it were sufficiently dependent on the debtor, might
actually go out of business. Alternatively, absent payment, the key vendor
might instead simply refuse to do business with the debtor. In either case, the
debtor would be without a vital product or service needed for its business.

As critical vendors programs became more common, however, the justi-
fication for such payments often expanded and was described more in terms
of it “would be difficult” to replace the vendors that the debtor sought to pay,
rather than the replacement of such vendors was impossible. The expansion
was not surprising. For the management team of a struggling business faced
with the critical task of keeping the business alive, the line between paying
vendors that are absolutely critical from an objective prospective, and paying
vendors because it was helpful for the business, was difficult to draw. In any
case, making such distinction likely was not as critical to a debtor’s manage-
ment as the many other difficult tasks facing it at the beginning of the case.
Switching vendors often is difficult and costly for any business, much less
a business trying to navigate a Chapter 11 reorganization. Thus, from the
perspective of management, the choice between paying a vendor in full to
quickly stabilize a business relationship or, alternatively, trying to negotiate
with such vendor or simply replace it quickly, often is simple. As such, the
pressure to increase critical vendor requests was inevitable.

Once critical vendor programs expanded, vendors soon discovered the
benefit of being the squeaky wheel. Take for instance the Chapter 11 reor-
ganization case of Carmike Cinemas, which filed for Chapter 11 in Delaware
in August of 2000. Carmike operated a chain of movie theaters throughout
the country. Its largest trade creditors were the studios that produced the
movies shown in Carmike’s theaters to the public. At the time of its filing,
Carmike owed the movie studios approximately $37 million. Carmike did
not seek to pay the studios under a critical vendor program. In fact, at the
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time of its filing, Carmike did not seek to make any critical vendor payments
atall. The studios, however, had no interest in becoming part of the Carmike
bankruptcy process. As such, they threatened to no longer supply movies to
Carmike unless Carmike promptly sought to pay their pre-bankruptcy debts
in full."” While such threats potentially violated the automatic stay under the
Bankruptcy Code,'® that legal nicety likely mattered little to Carmike. With-
out movies to show in its theaters, its business would have been finished. As
such, Carmike soon moved the bankruptcy court to pay the entire $37 mil-
lion owed to the movie studios, which the bankruptcy court approved."

What if the concept of a “critical vendor” had not existed at the time of
the Carmike filing? Would the movie studios have actually stopped supply-
ing movies to Carmike and shut down its business? Would that have made
economic sense for them, and, if they had all done it together, would that
have attracted the interest of the Antitrust Division of the Department of
Justice? No one will ever know the answer to those questions. What is of
note, however, is that because it was accepted that a debtor could make criti-
cal vendor payments to important prepetition creditors, the movie studios
had the leverage to force their way to early and full payment in the Carmike
Chapter 11 case. The lesson should not be lost on other distressed purveyors
of media content from limited outlets, such as the owners of distressed televi-
sion stations who have to provide certain mainstream content expected by the
public in order to remain viable.

The concept of critical vendors hit a few bumps as the first decade of the
century progressed. In 2002, Kmart Corporation commenced Chapter 11
proceedings in the United States Bankruptcy Court for the Northern District
of lllinois. Though Kmart’s operations were immense, with over 2,000 stores
nationwide and $37 billion in annual revenue, to some its critical vendor
requests were stunning, as Kmart requested authority to make approximately
$300 million in critical payments.”® Capital Factors, an entity that had fac-
tored accounts receivable held by Kmart’s vendors and held approximately
$20 million in prepetition unsecured claims as a result (and who would not
be paid under the critical vendor program), objected to Kmart’s critical ven-
dor motion.

The bankruptcy court approved Kmart’s critical vendor program, but
Capital Factors appealed the decision. At issue before the district court on

10
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appeal was whether the program could be approved under section 105(a) of
the Bankruptcy Code, as Kmart had sought. Section 105(a) provides bank-
ruptcy courts with the authority to “issue any order, process, or judgment
that is necessary or appropriate to carry out the provisions” of the Bankruptcy
Code.”" The district court found that section 105(a) allows a bankruptcy
court to use its equitable powers to enforce the provisions of the Bankruptcy
Code, but not to add to these provisions. As such, since payment of prepeti-
tion critical vendor debt nowhere was expressly authorized by the Bankruptcy
Code, section 105(a) itself could not provide a basis for such payment.*”

On further appeal, the Seventh Circuit affirmed the decision of the dis-
trict court, stating section 105(a) “does not give the judge a free-floating dis-
cretion to redistribute rights in accordance with his personal views of justice
and fairness, however enlightened those views may be.” Further, while the
Seventh Circuit recognized that the Supreme Court in Miltenberger and other
cases had held that courts “in the days before bankruptcy law was codified
wielded power to reorder priorities and pay particular creditors in the name
of ‘necessity,” the court found that now only the Bankruptcy Code deter-
mined whether such payments are permissible.

While some may have thought that the Seventh Circuit’s Kmart opinion
was the death knell for critical vendor relief in that circuit, this reaction was
incorrect. Simply providing that section 105(a) of the Bankruptcy Code
could not be used to support critical vendor relief meant little. In fact, a
much more firm basis for such relief always had existed — section 363(b)
of the Bankruptcy Code, which states that a debtor can use estate resources
out of the ordinary course of business as long as the bankruptcy court ap-
proves such request upon proper notice. While some may have thought that
a Chapter 11 debtor could use only section 105(a) of the Bankruptcy Code as
a legal basis to justify the payment of pre-bankruptcy claims prior to the con-
firmation of a Chapter 11 plan, that is not the case. The Bankruptcy Code,
however, contains no provision that prohibits the payment of claims arising
prior to a Chapter 11 filing outside of a confirmed Chapter 11 plan. Instead,
such payment is simply out of the ordinary course of business for a debtor in
bankruptcy and, thus, must be approved by the bankruptcy court as a proper
exercise of the debtor’s business judgment.

In Kmart, the Seventh Circuit noted that section 363(b) of the Bank-

11
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ruptcy Code provided a potential legal basis to approve the critical vendor
program proposed in Kmart, although the Seventh Circuit also stated that “it
is prudent to read, and use, section 363(b)(1) to do the least damage possible
to priorities established by contract and by other parts of the Bankruptcy
Code.”” Ultimately, the Seventh Circuit found that the evidentiary record
in the bankruptcy court simply was insufficient to support the critical ven-
dor program under section 363(b) of the Bankruptcy Code. Among other
things, the debtor failed to demonstrate that various creditors would stop
supplying it with goods absent payment of their prepetition debt, nor that
payment of prepetition debt would have been beneficial to unsecured credi-
tors not receiving such payments.”® Yet, with the guidance provided in the
Seventh Circuit’s Kmart opinion, debtors filing Chapter 11 cases in the Sev-
enth Circuit were soon obtaining critical vendor relief from the bankruptcy
court under section 363(b) of the Bankruptcy Code with a proper evidentiary
showing.”

Another bump in the road for, but necessary limit on, critical vendor
relief next occurred in the Delaware bankruptcy court. Critical vendor relief
had become sufficiently common and mainstream in Delaware that the typi-
cal critical vendor motion only stated that a Chapter 11 debtor “expected”
that the amount of critical vendor payments it would make approximated a
certain dollar amount. Thus, the motions and corresponding orders typically
did not place a hard cap on the total amount a debtor possessed authority to
pay to its critical vendors.

On certain occasions, it appears debtors estimated that they were going
to make a certain amount of critical vendor payments, but actually made dra-
matically more payments during the course of a case. As a result, the General
Chambers Procedures for the Delaware bankruptcy court now require that
all first day motions seeking authority to pay prepetition claims include the
maximum amount the debtor seeks to pay.*®

THE 2005 AMENDMENTS TO THE BANKRUPTCY CODE

While the recent success of trade creditors in Chapter 11 reorganiza-
tions has more to do with the changing landscape of Chapter 11 itself, trade
creditor interests were successful in lobbying for important changes to the

12
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Bankruptcy Code as part of the Bankruptcy Abuse Prevention and Consumer
Protection Act of 2005, Pub. L. 109-8, 119 Stat., 23 (“BAPCPA”), which
have helped trade creditors.” Two of the primary changes were to the prefer-
ence provisions of the Bankruptcy Code and the creation of a new priority
for goods supplied to a debtor within the 20-day period prior to bankruptcy,
as now set forth in section 503(b)(9) of the Bankruptcy Code.

Prior to BAPCPA, trade creditors faced a difficult dynamic in preference
litigation. A trade creditor who continued to supply goods to a debtor prior
to Chapter 11 typically had two primary defenses to preference liability. First,
the creditor could assert the “subsequent new value” defense set forth in sec-
tion 547(c)(4) of the Bankruptcy Code. To the extent that a creditor supplied
a debtor with new goods after receiving an alleged preference payment (and
such new trade credit remained unpaid prior to bankruptcy), the creditor could
reduce its preference liability in an amount equal to the value of goods subse-
quently supplied. While the subsequent new value defense is relatively objec-
tive, trade creditors often would lack the defense because they stopped supply-
ing goods to a debtor prior to bankruptcy or provided goods to the debtor only
on a prepayment or cash on delivery basis after the alleged preference payment.

Thus, trade creditors more commonly sought to avoid preference liability
by asserting that they received an alleged preference payment “in the ordi-
nary course of business,” a valid defense to preference liability under section
547(c)(2) of the Bankruptcy Code. To assert this defense prior to BAPCPA’s
enactment, section 547(c)(2) of the Bankruptcy Code required that a prefer-
ence defendant demonstrate that the preferential payment was:

(A) in payment of a debt incurred by the debtor in the ordinary course of
business or financial affairs of the debtor and the transferee;

(B) made in the ordinary course of business or financial affairs of the debtor
and the transferee; and

(C) made according to ordinary business terms.
11 U.S.C. 547(c)(2) (2004) (emphasis added).

The case law that interpreted the concept of “ordinary business terms”
provided that “ordinary business terms” meant what is common in the spe-
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cific industry in which the debtor and the creditor operated.*® The problem
with that formulation was that for a trade creditor truly to prove that a pay-
ment was in the ordinary course of business for the debtor and creditor’s
industry, the trade creditor might have to commission a study, or at least
procure expert testimony, as to common payment terms in its industry.’’ In
most cases, such an effort would be too expensive given the creditor’s likely
preference exposure. Trade creditors, therefore, often would be required to
settle preference liability for a greater amount than their actual potential li-
ability might dictate to avoid the cost of litigation.

BAPCPA modified section 547(c)(2), which now simply requires that a
preference defendant demonstrate the alleged preference payment was “made
in the ordinary course of business or financial affairs” of the debtor and the
transferee” o7 “made according to ordinary business terms.” Thus, by chang-
ing one word in the statute, from “and” to “or”, trade creditors’ interests
greatly eased their evidentiary burden in preference litigation. As a result of
BAPCPA’s modification to section 547(c)(2), a trade creditor now only must
demonstrate that an alleged preference payment was in the ordinary course of
its dealing with the debtor, the far easier prong of section 547(c)(2) to prove.

While the revision to section 547(c)(2) was a relatively minor, but im-
portant, change to the Bankruptcy Code, the creation of a new priority for
prepetition trade debt in BAPCPA, now set forth in section 503(b)(9) of the
Bankruptcy Code, represented a very significant modification to prior practice.
Section 503(b)(9) provides administrative expense priority treatment for “the
value of any goods (but not services) received by the debtor” within 20 days
before bankruptcy, so long as such goods “have been sold to the debtor in the
ordinary course of such debtor’s business.” Pursuant to section 507(a) of the
Bankruptcy Code, such administrative expenses have priority over any other
unsecured claim in a bankruptcy proceeding, and, pursuant to section 1129(a)
(9) of the Bankruptcy Code, such administrative expenses must be paid in full
in cash on the effective date of any Chapter 11 plan for the debtor.

Prior to the enactment of section 503(b)(9), prepetition unsecured trade
claims did not enjoy any statutory priority under the Bankruptcy Code. In-
stead, the only benefit to which such claims were entitled was the arguable
preservation in bankruptcy of a creditor’s state law reclamation rights. The
Uniform Commercial Code has long recognized the concept that the supplier

14
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of goods to an insolvent purchaser should have the right to “reclaim” such
goods in the event of nonpayment.”” The underlying concept of reclamation
statutes is that an entity that purchases goods on credit without the ability to
make payment has essentially committed fraud on the seller, and, thus, the
seller should be able to obtain a return of such goods notwithstanding that
title already has passed to the buyer.”> Prior to BAPCPA, seller’s reclamation
rights effectively were preserved in a bankruptcy proceeding. Section 546(c)
of the Bankruptcy Code previously provided that:

(c) Except as provided in subsection (d) of this section, the rights and pow-
ers of a trustee under sections 544(a), 545, 547, and 549 of this title are
subject to any statutory or common-law right of a seller of goods that
has sold goods to the debtor, in the ordinary course of such seller’s busi-
ness, to reclaim such goods if the debtor has received such goods while
insolvent, but — (1) such a seller may not reclaim any such goods unless
such seller demands in writing reclamation of such goods — (A) before
10 days after receipt of such goods by the debtor; or (B) if such 10-day
period expires after the commencement of the case, before 20 days after
receipt of such goods by the debtor...

Assuming a seller of goods satisfied the provisions of section 546(c) of the
Bankruptcy Code, a bankruptcy court could deny the seller’s right to reclaim
its goods only if the bankruptcy court provided the seller with a lien to secure
the seller’s claim or an administrative claim in the bankruptcy case.*

The problem for trade creditors, however, was that reclamation rights
typically were not very effective. Often, the goods no longer existed or were
sufficiently altered or incorporated with other goods prior to the bankruptcy
filing, therefore eliminating the seller’s reclamation rights. Other legal im-
pediments also existed. Bankruptcy courts often required sellers to initiate
an adversary proceeding or other judicial action to enforce their reclamation
rights, as simply sending a reclamation notice was insufficient.”” In addition,
if the goods were subject to a secured creditor’s lien, this typically eliminated
the seller’s reclamation rights.*

While amendments to the Bankruptcy Code in 1994 added section 546(h),

which allowed a debtor to return goods to a trade vendor, subject to certain sig-
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nificant limitations, in exchange for offsetting the claim of the vendor, allowed
effectively for “voluntary reclamation,” such provision was rarely used. There-
fore, reclamation typically meant very little for trade creditors in bankruptcy.

Congresss addition of section 503(b)(9) to the Bankruptcy Code
changed the Chapter 11 landscape dramatically for trade creditors. Under
that section, a trade creditor receives an administrative expense claim equal
to the value of the goods that a debtor receives in the ordinary course of busi-
ness within 20 days prior to a bankruptcy filing. Unlike reclamation, Section
503(b)(9) of the Bankruptcy Code contains no procedural or other substan-
tive requirements such as proof of the debtor’s insolvency upon receipt of
goods, deadlines for demand for payment, or the absence of liens on the
goods supplied. As such, section 503(b)(9) automatically elevates the claims
of 20-day goods suppliers over all other unsecured claims in a bankruptcy
case.

When prepetition lenders possess blanket liens on a debtor’s assets and the
debtor possesses no equity in the assets, the existence of section 503(b)(9) may
be problematic. Upon the bankruptcy filing, the debtor already is administra-
tively insolvent, since the value of its business does not exceed its secured debt.
Many courts are uncomfortable administering administratively insolvent cases.
These courts believe that they should not allow debtors to operate in Chapter
11 if they cannot pay all debts that arise during the Chapter 11 proceeding.”’
In addition, a debtor that is administratively insolvent generally would not be
able to confirm a Chapter 11 plan, the main purpose of a Chapter 11 proceed-
ing, as section 1129(a)(9)(A) of the Bankruptcy Code requires that a debtor pay
all administrative claims in full in cash at the time of confirmation, unless the
holders of such claims agree to lesser treatment.™

To the extent that bankruptcy courts are concerned about a debtor’s admin-
istrative insolvency based on section 1129(a)(9)(A), section 503(b)(9) creates
significant issues. Often, a debtor has numerous section 503(b)(9) claims that
represent a significant dollar amount in the aggregate. In these circumstances,
it may be difficult for a debtor whose assets are fully encumbered to obtain the
consents necessary to confirm a Chapter 11 plan under section 1129(a)(9)(C)
by paying such creditors less than the amount of their claims in full in cash un-
der a Chapter 11 plan. Section 503(b)(9) is equally problematic to the concern
of courts that they not permit a debtor to operate in Chapter 11 if it will not

16
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be able to pay all debts incurred during the Chapter 11 proceeding. Under the
Bankruptcy Code, section 503(b)(9) claims and administrative claims arising
during the bankruptcy proceeding have equal priority. While a debtor might
have the resources to pay all postpetition administrative claims in full, it may
not have the ability to pay in full both those claims and all of its section 503(b)
(9) claims. Since the two sets of claims share equal priority, this would mean
that the debtor would have the ability to pay its postpetition administrative
claims only in part. A bankruptcy court might determine that it is not willing
to allow the debtor to operate under these circumstances.

Many courts, however, likely will make efforts to allow the Chapter 11 to
proceed if it will maximize the value of the estate or allow a sale of the debtor’s
business as a going concern, thereby preserving jobs, even if the potential
for administrative insolvency exists. To allow full payment of postpetition
administrative claims, the court could attempt to elevate the priority of such
claims above those of section 503(b)(9) claimants even though there is no
express authority for such a result in the Bankruptcy Code.”

TREATMENT OF TRADE CREDITORS UNDER CHAPTER 11
REORGANIZATION PLANS

While the advent of critical vendor programs and section 503(b)(9) of
the Bankruptcy Code have helped trade creditors in Chapter 11, these devel-
opments have not been the only recent benefit for such creditors. Chapter 11
reorganization practice now often greatly favors the payment in full of trade
creditors for a variety of reasons.

Prepackaged Plans

One of the main reasons that trade creditors are faring better today in
Chapter 11 reorganizations is the advent of so-called “prepackaged” plans of
reorganization. In a prepackaged case, the debtor solicits votes on its plan of
reorganization even before it files for Chapter 11, as section 1126(b) of the
Bankruptcy Code permits. The main purpose of a prepackaged Chapter 11
plan is to affect the business of a debtor as minimally as possible by entering
Chapter 11 with an understanding that a debtor has the plan votes to exit
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quickly with a restructuring solution and therefore minimizing the length of
a debtor’s Chapter 11 case. Debtors with major operational issues, therefore,
are not good candidates for prepackaged plans, as a Chapter 11 designed to
address operational issues likely will require much more time than a prepack-
aged case will permit.

In addition, the holders of funded debt may want to ignore a debtor’s
operational issues during a Chapter 11 case. As future owners of the business,
they may believe that most of the needed changes can be effectuated after
the reorganization. While contract rejection, for instance, might benefit the
debtor and can only be implemented during a bankruptcy, if such creditors
want to pay trade creditors in full, rejection provides no benefit, as the debtor
would need to pay the resulting rejection claim in full (other than potentially
for rejection of real estate leases). Funded debt creditors also may believe that
the primary changes to the business simply involve management, strategy,
or other operational initiatives that a company can implement regardless of
whether it files for Chapter 11. In fact, such creditors may be incentivized
to effectuate such operational changes after the bankruptcy process concludes
to avoid an increase in the company’s going concern value before the funded
debt holders possess a controlling interest. If the going concern value of a
company increases during a Chapter 11 case, junior creditors, such as the
company’s second lien creditors, subordinated debt holders, or preferred or
company equity owners, may seek to receive value under the debtor’s plan
where, under a prepackaged plan with no operational changes implemented,
such junior creditors or interest holders might be fully eliminated without
any material consideration.

As such, a debtor typically utilizes prepackaged plans to fix its balance
sheet, with the prepackaged plan itself only effectuating a deleveraging of
the debtor’s capital structure.* The Chapter 11 filing itself is necessitated
because, absent bankruptcy, a debtor normally would need near unanimous
approval of the debt restructuring by its funded debt creditors, a condition
that may be almost impossible to satisfy where numerous bank debt or public
bond debt holders exist. Since a prepackaged plan provides only for a balance
sheet recapitalization, typically prepackaged plans provide for payment in full
to unsecured trade creditors.

There also is another, practical, reason why prepackaged plans do not
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seek to impair trade creditors. If a debtor rendered its trade creditors im-
paired under a prepackaged plan, the debtor likely would need to solicit votes
on its prepackaged plan from such creditors prior to any bankruptcy filing.
A debtor, of course, may not want to signal to its trade creditor constituency
that it intends to file for Chapter 11 prior to the actual filing for fear of los-
ing its trade credit. However, often the fact that such debtor intends to file a
prepackaged bankruptcy case may be well known in the financial community,
especially as to public company debtors, although the extent of such knowl-
edge in the trade community may be somewhat less.

Another impediment to soliciting trade creditors as part of a prepackaged
plan also exists. In a traditional Chapter 11 filing, a debtor’s pre-bankruptcy
debt is fixed as the bankruptcy filing date. Prior to a bankruptcy filing, how-
ever, the amounts owed to trade creditors are in a constant flux. As such, it is
difficult to solicit trade creditors for a prepackaged plan, as the creditors who
existed as of the record date for voting on the plan likely will not be the same
creditors that exist on the bankruptcy petition date. While the difference may
be small when the bankruptcy filing quickly follows the plan voting deadline,
the sufficiency of such a pre-bankruptcy solicitation of trade creditors may be
suspect nevertheless. While a debtor could solicit trade creditors only after its
bankruptcy filing, that process will slow down the reorganization and, there-
fore, detract from the purpose of the prepackaged bankruptcy case itself. As
such, in almost every case, trade creditors are simply paid in full.

Once in a while, however, funded debt creditors attempt to become more
creative in the prepackaged plan context. The bankruptcy case of Sirva Inc.
provides an example.?! Sirva was a roll up of various moving companies and
related businesses, such as National Van Lines, headquartered in suburban
Chicago. In addition to contracting with other businesses to provide reloca-
tion services, Sirva purchased the relocating employees’ homes. As such, the
financial downturn in 2008 and corresponding housing crisis affected Sirva’s
business quite detrimentally. Not only were businesses limiting expenditures
to relocate employees, with house prices collapsing, the value of Sirva’s inven-
tory of homes dropped dramatically, thereby impairing its solvency.*?

Sirva needed, as a result, to convert a significant portion of its then $511
million in secured debt to equity in order to right size its balance sheet. A
prepackaged plan, therefore, made sense. One problem existed, however.
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The value of Sirva’s business was less than its secured debt, and the secured
creditors that were taking a significant hit on their loans to Sirva, apparently
felt that some of Sirvas trade creditors should “share the pain” of the bank-
ruptey filing.* As a result, Sirva developed a novel Chapter 11 plan. Sirva’s
initial prepackaged plan divided Sirva’s unsecured creditors into two classes
— what Sirva called its Class 4 “Unsecured Ongoing Operations Claims” and
its Class 5 “General Unsecured Claims.”** In other words, Sirva divided its
unsecured creditors into a class of trade creditors that it wanted to pay and
support its reorganization, Class 4, and then a class of everyone else that had
non-priority unsecured claims.

The treatment of the two classes under the proposed prepackaged plan
was polar opposite. Class 4, like the traditional trade creditor class in a pre-
packaged case, was to receive 100 percent on its claims in cash under the plan.
Class 5 was to receive nothing. This structure also fit nicely into the problem
of soliciting trade creditors before bankruptcy under a prepackaged plan of
reorganization. Under the Bankruptcy Code, Sirva’s Class 4 creditors were
deemed to have accepted the plan without the need for the debtor to solicit
them, because the plan contemplated paying the Class 4 creditors in full.®
Similarly, under the Bankruptcy Code, Sirva’s Class 5 creditors were deemed
to reject the plan without the need for the debtor to solicit them, because the
Class 5 creditors were to receive no distribution under the plan.*

Sirva’s wrinkle in the typical prepackaged plan structure had the expected
effect. While most prepackaged cases enter and exit bankruptcy in 30-45
days without contention and, in fact, typically even without an unsecured
creditors committee appointed, the Sirva case became mired in litigation over
the treatment of Class 5. The Sirva creditors committee objected to the plan
and commenced litigation involving extensive discovery and briefing over
a period of approximately 90 days that appears to have cost in excess of $5
million in legal fees and other related costs. One of the primary arguments
of the Sirva creditors committee against the plan was that it failed the “un-
fair discrimination” test of section 1129(b) of the Bankruptcy Code.”” Since
Class 5 was deemed to reject the Sirva plan, the bankruptcy court could only
approve the plan under the cramdown provisions of the Bankruptcy Code.
For unsecured creditors like Class 5, that meant the plan could not “discrimi-
nate unfairly.”* What that term meant under bankruptcy jurisprudence was
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that the plan could not unfairly treat two similarly situated classes of creditors
differently.® Since Class 4 was receiving 100 percent treatment and Class 5
was receiving nothing, the Sirva creditors committee had a straightforward
argument that unfair discrimination existed.

Sirva and its secured creditors, however, were ready for the creditors com-
mittee’s attack on the plan. They argued to some extent that it is not unfair
to pay trade creditors that are “needed” 100 percent on their claims and credi-
tors that are not needed something less, even nothing.”® In fact, one could as-
sert, this proposed disparate treatment has the same effect as a critical vendor
order, where “critical” trade vendors receive payment in the ordinary course,
while other identically situated creditors wait for whatever payment the reor-
ganization can support, which sometimes may be nothing.

Sirva and its secured creditors’ main argument, however, was that un-
fair discrimination was not relevant at all, because the distribution to Class
5 simply was a gift from the secured creditors’ recoveries under the plan.’!
The secured creditors asserted Sirva’s value was less than the secured debt,
which, under the plan would be converted into the equity of the reorganized
company. Since the prospective new owners of Sirva wanted continued trade
support, they were willing to pay the Class 4 “ongoing” trade vendors in full
under the plan. In this regard, the secured creditors argued it was appropriate
to provide full recoveries to Class 4 and nothing to Class 5, because the se-
cured creditors were funding Class 4’s recoveries out of the secured creditors’
own pockets or, stated otherwise, providing a gift to Class 5.7

“Gifting” was not a concept that arose for the first time in Sirva. The
issue had taken hold after the First Circuit issued an opinion in 1993 in the
Chapter 7 case of SPM Manufacturing, although the issue well predates that
case and, in fact, existed in the early 20% century equity receivership reorga-
nizations.” In SPM, the debtor originally had filed for reorganization under
Chapter 11 of the Bankruptcy Code. In the Chapter 11 proceeding, the
debtor’s secured creditor, which held a lien on substantially all of the debtor’s
assets, and the official committee of unsecured creditors entered into a settle-
ment agreement on how to divide the value of the debtor’s estate.”* Ultimate-
ly, however, the debtor was not able to reorganize and sold its assets for sig-
nificantly less than the amount of the secured creditors’ debt.”> Nonetheless,
after the sale, the secured creditor agreed to abide by its settlement agreement
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with the creditors committee and filed a motion with the creditors committee
seeking court approval to distribute the sale proceeds in accordance with the
debtor’s and committee’s original agreement.® A problem existed however;
the distribution scheme contemplated in the settlement agreement was not
in accordance with the distribution scheme set forth in Chapter 7 of the
Bankruptcy Code, as the agreement would leave certain priority creditors,
such as the Internal Revenue Service, unpaid, while providing distributions
to the debtor’s general unsecured creditors. As a result, both the debtor and
the Chapter 7 trustee objected to the motion.”

The bankruptcy court denied the settlement motion as contrary to the
distribution scheme of the Bankruptcy Code, and the district court on appeal
affirmed the decision of the bankruptcy court. The First Circuit, however,
reversed. The First Circuit noted that, since the secured creditor’s claim ab-
sorbed all of the value of the debtor’s estate, “there was nothing left for any
other creditor in the case.”® As a result, the court held, “it is hard to see how
the priority creditors lost anything owed them”.” Instead, “While the debtor
and the trustee are not allowed to pay nonpriority creditors ahead of prior-
ity creditors...creditors are generally free to do whatever they wish with the
bankruptcy dividends they receive, including the ability to share them with
other creditors.”®

Emboldened by SPM, where a Chapter 11 debtor was arguably worth
less than its secured debt, not an uncommon occurrence, debtors and secured
creditors started to construct plans that paid other constituencies, be it trade
creditors, shareholders, or other constituencies under the guise of “gifting”.
The practice, however, was controversial and appeared unseemly for the same
reason it was frowned upon in the equity receivership practice — it had the
air of collusion among a senior interest and a junior interest to the detriment
of other interests, some of which might actually be senior to the favored ju-
nior class.®!

The issue came to a head in an asbestos driven Chapter 11 case filed in
2000 Armstrong Worldwide Industries, Inc. Armstrong was the largest manu-
facturer of ceiling tile systems in the United States.® In Armstrong, the debt-
ors had a legacy asbestos liability that was no longer manageable absent a
bankruptcy filing that would allow the debtor to utilize section 546(g) of the
Bankruptcy Code and address its asbestos liabilities in a single forum.® After
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several years of negotiation posturing and litigation, Armstrong filed a plan of
reorganization in May 2003. The plan provided that non-asbestos creditors
would receive approximately 59.5 percent on account of their $1.65 billion
in claims.** Asbestos creditors received approximately $1.8 billion in consid-
eration in the form of certain assets contributed to a trust for their benefit.®
The exact percentage recovery for asbestos claimants was debatable, as most
of the asbestos claims were unliquidated.

Armstrong’s asbestos creditors argued that they were receiving only 20
percent on account of their claims, but that assumed the allowed amount of
their claims and all future asbestos claims against the trust would exceed $9.0
billion. The plan also contemplated that Armstrong’s existing equity holders
would receive warrants, estimated to be worth between $35 million and $40
million, to purchase the reorganized debtor’s stock, contingent upon the non-
asbestos creditors voting in favor of the plan.®® If the class of non-asbestos
creditors voted against the plan, the asbestos creditor class was to receive the
warrants, but then deemed to waive its right to receive the warrants, which,
instead, would be granted to the debtor’s equity holders.””

Ultimately, the non-asbestos creditors in Armstrong voted against the
plan and the official committee of unsecured creditors objected to confirma-
tion of the plan on the basis that it did not comply with the absolute priority
rule under section 1129(b)(2)(b) of the Bankruptcy Code.®® The absolute
priority rule requires that if a class of unsecured creditors votes against the
plan, the plan can be confirmed only if such class is paid in full or no junior
class of creditors or interest holders receives or retains any consideration un-
der the plan. Since the equity holders in Armstrong were receiving warrants
and the non-asbestos creditors were receiving only 59.5 percent on account of
their claims, the Armstrong creditors committee argued that the plan plainly
violated the absolute priority rule.®”

Armstrong argued, however, that the warrants were a gift from the asbes-
tos creditors to the Armstrong equity holders, and thus, the absolute priority
rule was not implicated.”” Similar to the debtor’s argument in Sirva, Arm-
strong argued that the value of the warrants would not be available to the
non-asbestos creditors if the value of the debtor was distributed in accordance
with the absolute priority rule, as the non-asbestos creditors would receive
no more than the proposed percentage recovery on account of their claims
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regardless of whether Armstrong’s equity holders received the warrants.”' As
such, Armstrong argued that the plan complied with the absolute priority
rule.”?

The bankruptcy court agreed with Armstrong and recommended con-
firmation of the plan.”” However, because section 524(g) of the Bankruptcy
Code requires that the district court also approve confirmation of the plan,
the district court had to find that the plan satisfied the absolute priority rule.
Unlike the bankruptcy court, the district court found that the receipt of war-
rants by Armstrong’s equity holders under the plan violated the absolute pri-
ority rule. In its decision, the district court applied the “plain meaning rule”
to interpret the absolute priority rule codified under section 1129(b)(2)(B)
(ii) of the Bankruptcy Code and determined this section prevented the debtor
from distributing warrants to equity holders absent payment of more senior
creditor claims in full.”

Armstrong appealed the district court’s decision to the Third Circuit.
The Third Circuit upheld the decision of the district court. Finding the lan-
guage of the absolute priority rule clear and unambiguous, the Third Circuit
held that Armstrongs existing equity owners could not receive warrants while
Armstrong’s non-asbestos creditors were not receiving payment in full.”
Thus, in the Third Circuit, the plain language of the absolute priority rule
applies and no class junior in priority to a class of unsecured creditors may
receive or retain any value under a plan if the more senior unsecured credi-
tors are not receiving full payment. The Second Circuit reached the same
conclusion several years later in 2011 in the case of DSBD North America,
Inc., a company created by ICO Communications to develop a mobile com-
munications network using satellite and land-based transmission towers.”®
While the DSBD decision is binding precedent on the Bankruptcy Court for
the Southern District of New York, the same court that presided over Sirva,
the Second Circuit issued the DSBD decision several years after the Sirva
bankruptcy case.

While Armstrong would seem to be strong precedent against the con-
formability of the Sirva plan, a critical distinction existed. The Third Circuit
Court, and later the Second Circuit in DSBD, ultimately decided that the
language of the absolute priority rule was straightforward. While the courts
that ruled against gifting were wary of the practice, ultimately they found
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under the plain language of the Bankruptcy Code a class of junior creditors
or interest holders could receive no distribution, even if such distribution
was in the form of a gift, without paying the senior creditors in full. The
secured creditors in Sirva, however, were not gifting to a class that was junior
to the unfavored, non-continuing Class 5 creditors under the Sirva plan. In-
stead, they were seeking to provide a gift to a class of creditors with priority
equal to that of Class 5. As such, the Sirva plan structure did not contradict
the straightforward language of the absolute priority rule. Rather, the much
more amorphous and hard to define concept of “unfair discrimination” under
section 1129(b)(1) of the Bankruptcy Code was at issue in Sirva.

The Sirva bankruptcy court never ruled on whether the original Sirva
Chapter 11 plan was confirmable. Prior to any ruling, the parties settled the
matter. The amended Sirva plan provided Class 5 with a distribution of 25
percent, and the prepackaged plan became consensual.”  Whether other se-
cured creditors and debtors will adopt the Sirva plan strategy in the future is
uncertain. While the plan litigation in Sirva may have cost millions of dollars
in fees and delayed confirmation to some degree, the result for secured creditors
in Sirva presumably was much better than paying tens of millions of dollars to
unsecured creditors that were unnecessary to the reorganized business.

Administrative Convenience Classes

Another tact that debtors have attempted to use under a plan of reor-
ganization to pay favored trade creditors is an expansion of the “administra-
tive convenience class” concept. Section 1122(b) of the Bankruptcy Code
provides that “a plan may designate a separate class of claims consisting only
of every unsecured claim that is less than or reduced to an amount that the
court approves as reasonable and necessary for administrative convenience.”
While not actually stated in the statute, it would appear the intent of section
1122(b) of the Bankruptcy Code was to allow a debtor to place small claims
in a separate class and pay such claims in full.”®

In so-called “pot plans”, where there is a fixed amount of consideration
to be paid to all unsecured creditors regardless of the ultimate aggregate al-
lowed amount of their claims, debtors typically will make several distribu-
tions to such creditors as all claims are allowed and disallowed, and, therefore,
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the ultimate percentage distribution on such claims remains uncertain until
completion of the claims reconciliation process. There is a cost associated
with making each distribution to creditors, however, and, the cost of making
multiple distributions may exceed the amount of smaller claims. Thus, a
reorganized debtor may benefit from paying smaller claims in full soon after
the effective date of a plan.

While not clear from the legislative history to the Bankruptcy Code, Con-
gress may have intended administrative convenience classes to contain creditors
whose claims might be only a few hundred dollars.” However, section 1122(b)
itself contains no such limitation or even an indication that this would be an
appropriate limit. As a result, over time, debtors sometimes have promulgated
plans with very large administrative convenience claim caps for trade claims.
Any claim up to that cap would be paid in full. Even claims above such cap
could voluntarily elect to reduce their claims to the cap and, to that extent,
often receive close to full payment. In this manner, debtors have been able to
pay trade creditors under a plan a higher percentage on account of their claims
then, for instance, similarly situated unsecured bondholders.

While section 1122(b) contemplates that the bankruptcy court needs to
approve the administrative convenience cap in a plan as being “reasonable
and necessary for administrative convenience,” in practice debtors typically
do not request such a finding from the court. Instead, unless a party objects
to the administrative convenience class cap, it is approved indirectly by con-
firmation of the plan itself.

Preference Waivers

Debtors also have devised other ways to help unsecured trade creditors
under a plan. In reorganization cases, it is not uncommon for a plan to waive
all preference actions against the debtor’s creditors, which typically means
actions against its trade creditors. Typically, such a waiver is required by
an official committee of unsecured creditors as a condition to its important
support for the plan. While stylized as a “waiver,” to some extent, such a
provision is more accurately a release by a debtor of any trade creditor who
might have preference liability for pre-bankruptcy payments. What governs
the propriety of releases by a debtor under a plan has been subject to some
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confusion in certain jurisdictions.*

Most courts find that such a release can be approved if a proper exercise
of the debtor’s business judgment.®’ The factors that such courts will review
in order to assess the propriety of such a release include whether the release is:
(i) a valid exercise of the debtor’s business judgment; (ii) fair and reasonable;
and (iii) in the debtor and its estate’s best interests.®? The Delaware Bank-
ruptcy Court, however, has sometimes applied a more stringent test to plan
releases by a debtor.®* The so-called Master Mortgage test includes whether:
(i) there exists an identity of interest between the debtor and the third par-
ties receiving the release; (ii) the party receiving the release made a substan-
tial contribution to the debtor’s reorganization; (iii) granting the release is
essential to the debtor’s reorganization; (iv) the releases are essential to the
reorganization; (v) a substantial majority of creditors approved of the release
or voted in favor of the plan containing the release; and (vi) the debtor’s plan
provides for payment of all or substantially all of the claims of the affected
classes.® Itis unclear why the Delaware Bankruptcy Court sometimes applies
the Master Mortgage factors to plan releases by a debtor, as most courts find
that the debtor may provide a plan release under the same business judgment
standard utilized to determine whether a proposed settlement is appropriate
under Bankruptcy Rule 9019. Bankruptcy Courts outside of Delaware apply
factors similar to Master Mortgage where a debtor seeks to enforce a “third
party” release under a plan — i.e. a release by a non-debtor (such as a creditor
of the debtor) of another non-debtor (such as another creditor). Third party
releases are controversial and difficult to obtain in all circuits, and thus the
standards for their approval are stringent in all cases.®

Perhaps the answer to why the Delaware Bankruptcy Court sometimes
applies the more stringent Master Mortgage test to debtor releases results from
the fact that such releases apply to insiders of a debtor, such as its officers
and directors, and there may be some perception that extra scrutiny is re-
quired, even though that sentiment is not necessarily expressed in the relevant
opinions. To the extent, however, that a court applies the Master Mortgage
standard to debtor releases under a plan, one could assert that its factors also
should be applied to proposed plan preference waivers. In practice, however,
the issue rarely, if ever, is addressed in connection with confirmation of Chap-
ter 11 plans that contain such waivers.
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Unfair Discrimination

The best known examples of disputes over alleged unfair discrimination
where a plan seeks to pay certain trade creditors are cases such as Sirva de-
scribed above. However, another aspect of the unfair discrimination standard
has been developing the case law, again to a potential favorable outcome for
trade creditors. In Sirva, the plan simply attempted to favor certain trade
creditors over others. Sometimes, however, a debtor may attempt to favor
trade creditors over other similarly situated unsecured creditors, such as pub-
lic noteholders. Such a plan, for instance, may seek to pay trade creditors
in full or at a high percentage, while paying noteholders at a much lower
percentage. If the noteholders vote against the plan, the issue of unfair dis-
crimination again arises.

Unfair discrimination has two aspects. First, there must be discrimi-
nation between two similarly situated classes. For example, if a plan pays
trade creditors 70 percent of their claims and noteholders 50 percent of their
claims, clearly there is discrimination. The real issue, then, is whether such
discrimination is “unfair” such that the plan cannot be crammed down on
the noteholders under section 1129(b)(1) of the Bankruptcy Code. The case
law is still developing as to what is “unfair” discrimination. Given the legally
vague nature of the concept, much of the case law has focused on the differ-
ence in percentage recovery between the two classes at issue.*

What is interesting about such case law is that it does not focus on the
absolute dollars that are being paid to the favored class compared to the disfa-
vored class. Where the size of the classes are relatively the same, the magnitude
of the disparity of treatment will be roughly the same in both absolute dollar
and percentage recovery terms. Where the classes are of a much different size,
however, the magnitudes can be very different. For instance, take a debtor that
possesses $525 million of value to distribute to unsecured creditors and has $1
billion of public unsecured trade debt, and $50 million of trade debt. If the
debtor places all creditors in one class, the class will receive a distribution of
50 percent. However, a debtor, if it wanted to favor its trade creditors, could
structure a plan that paid the trade creditors in full and paid the rest of the
debtor’s value to the noteholders. In that case, the noteholders’ recovery would
be reduced from 50 percent to 47.5 percent by the transfer of $25 million of
value away from the noteholders to the debtor’s trade creditors. Under the case
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law described above, the debtor could assert that such percentage reduction is
simply insufficient to constitute unfair discrimination.

In fact, this type of issue arose recently in the reorganization case of the
Tribune Company in the Bankruptcy Court for the District of Delaware.?”
In Tribune, the debtor, its official committee of unsecured creditors, and cer-
tain large unsecured funded debt creditors proposed a plan of reorganization
that, at the level of the parent company of the Tribune family of companies,
proposed to pay a class of public noteholders approximately 35 percent and
a separate class of trade and other miscellaneous creditors approximately the
same percentage recovery.®® While such a plan might seem to be the opposite
of unfair discrimination, the public noteholders argued that unfair discrimi-
nation existed, because the noteholders were benefitting unfairly from subor-
dination provisions contained in certain of the parent’s other unsecured debt
facilities. The noteholders further argued that, while they were the proper
beneficiaries of such subordination provisions, the trade creditor class was
not, and, as such, the noteholder class should receive more under the plan
than the trade creditor class.*

The public noteholders asserted that the amount of money at issue —
money that they asserted the plan diverted from their class to the Tribune
parent’s trade creditors — was in the vicinity of $30 million.” Since the
public noteholders had claims in excess of $1.2 billion, however, even if the
noteholders were correct, the difference in their percentage recovery under
the Tribune plan as a result was only a couple of percentage points.”’ Thus,
the noteholders focused on the absolute dollar amount of the issue, as well
as the fact that, under their theory, trade and other unsecured claims only
should receive, if they were not the beneficiaries of the subordination provi-
sions, between 20 and 25 percent on account of their claims, rather than the
33 to 35 percent the Tribune plan offered.”

While the issue of whether the trade creditors were in fact entitled to
the benefits of the subordination provisions was litigated in the bankruptcy
court, the court decided not to address that issue, which would have avoided
the unfair discrimination issue altogether. Such a determination would not
have been easy to make for, among other reasons, the class of trade and other
unsecured creditors had several different types of claims and potentially hun-
dreds, if not thousands, of creditors. Determining whether each such credi-
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tor, or at least each set of creditors, was entitled to the benefits of the subordi-
nation provisions, especially where the issue was hotly contested, could have
been extremely time consuming.

The court, instead, found that the Tribune plan did not unfairly discrim-
inate against the public noteholders. Following the case law noted above, the
court found that the detrimental change in the recovery for the public note
holders was only a few percentage points. As a result, the court found, such
detriment was not “material” or, more specifically, was not “unfair” under
section 1129(b)(1) of the Bankruptcy Code.”

With such a ruling in hand, debtors who want to push value under a
plan to trade creditors may be able to do so from recoveries that otherwise
would be paid to a large classes of public noteholders. Where a debtor has
significant public unsecured debt but relatively minor trade debt, it could at-
tempt to propose a plan that pays the trade debt in full or at a high percentage
recovery and the public debt at a lower recovery. The debtor could assert that
the disparity is not unfair discrimination since the reduction in the percent-
age recovery for the public noteholders as a result of the higher payment of
the trade creditors is relatively minor. While in many cases a debtor may
not want to antagonize noteholders who could be the future owners of the
debtor’s business, or, alternatively, may not want to undertake cram litigation
in order to confirm a Chapter 11 plan, in other cases the desire to favor trade
creditors may be more important. The existing law addressing unfair dis-
crimination gives such debtors the legal underpinning to potentially provide
greater recovery for their trade creditors than other unsecured creditors in the
Chapter 11 case.
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