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Chapter 9 Eligibility Issues
The commencement of a voluntary bankruptcy case constitutes an order for relief pursuant
to Bankruptcy Code § 301(b). However, Bankruptcy Code § 921(c) authorizes the court to dismiss
the petition if, upon an objection, it determines that the petition was not filed in good faith or does
not meet the requirements of the Bankruptcy Code. The latter test invokes Section 109(c), which
enumerates the elements that must be satisfied in order for the debtor to be deemed eligible for
chapter 9 relief. Thus, in chapter 9, the order for relief is entered only after the court determines
that the petition should not be dismissed. Bankruptcy Code § 921(d).
Eligibility was heavily litigated in the City of Vallejo, Jefferson County, City of Detroit,
City of Stockton and City of San Bernardino cases, and the following discussion explains each of
the elements of section 109(c), as drafted and as interpreted by those courts as well as others. It
also discusses the section 921(c) good faith requirement.
Bankruptcy Code § 109(c)(1) – The debtor must be a Municipality
Only a municipality is eligible for chapter 9 relief. The term “municipality” is defined in
Bankruptcy Code § 101(40) to mean “political subdivision or public agency or instrumentality of
a State.”
A State (defined in Bankruptcy Code § 101(52)) is not a municipality, and thus is not
eligible for chapter 9 relief.
Clearly, a city, county or a school district is a municipality. But the line is not always so
easy to draw. Thus, after the Las Vegas Monorail filed a chapter 11 case, it faced a motion to
dismiss that contended that the Monorail was a municipality and thus eligible under the
Bankruptcy Code only for chapter 9 relief. In a lengthy opinion that looked to a series of factors
for determining whether an entity was a municipality, the bankruptcy court concluded that the
debtor was not one, and the case proceeded under chapter 11. In re Las Vegas Monorail Co., 429
B.R. 770 (Bankr. D. Nev. 2010).
The New York City Off-Track Betting Corporation was found to be a municipality. In re
New York City Off-Track Betting Corp., 427 B.R. 256, 265-66 (Bankr. S.D.N.Y. 2010)(“OTB”).
The Orange County investment pool was not a municipality. In re County of Orange, California,
183 B.R. 594 (Bankr. C.D. Cal. 1995).

Bankruptcy Code § 109(c)(2) – The Municipality must be authorized by State law to
be a chapter 9 debtor
Authorization is determined by reference to State law, which may be by statute (see, e.g.,
Cal. Govt. Code § 53760 et seq.) or by a governmental officer empowered to make the decision.
State authorization has been contested in a number of cases.
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In re Jefferson County, 469 B.R. 92 (Bankr. N.D. Ala. 2012). Statute authorized filings by
local governments that issued “bonds” but Jefferson County issued “warrants.” The court
determined that the County was eligible.
OTB. The Governor’s executive order was authorized by the legislature even though that
authorization was not crystal clear. 427 B.R. at 266-71.
In re City of Detroit, Michigan, 504 B.R. 97 (Bankr. E.D. Mich. 2013)(“Detroit”). The
filing was authorized under Michigan law regardless of whether the case would impact pension
obligations, and the Governor was authorized by statute to approve the filing of the case. Id. at
162. The emergency manager was authorized to file the petition despite the fact that he is not an
elected official. Id. at 161-62.
In re City of Harrisburg, 465 B.R. 744 (Bankr. M.D. Pa. 2011). The city was ineligible
based on the court’s reading of a Pennsylvania statute that prohibited cities of the “third class”
from filing for chapter 9 relief – and Harrisburg was such a city.
In re City of Stockton, California, 475 B.R. 720 (Bankr. E.D. Cal. 2012). The first case to
interpret the mandatory mediation provisions of Cal. Govt. Code § 53760 et seq., which became
effective six months before the filing of the chapter 9 case. Absent compliance with the statute, a
California municipality is not eligible for relief. Held: Stockton complied.
In re City of San Bernardino, California, 499 B.R. 776 (Bankr. C.D. Cal. 2013)(“San
Bernardino”). The debtor took advantage of the so-called emergency offramp alternative of Cal.
Govt. Code § 53760.3, but the initial challenge to the debtor’s action was not pursued by the
objector.

Bankruptcy Code § 109(c)(3) – The debtor must be insolvent
“Insolvent” as it applies to municipalities is defined in Bankruptcy Code § 101(32)(C) to
mean (i) generally not paying its debts as they become due unless such debts are the subject of a
bona fide dispute; or (ii) unable to pay its debts as they become due.
Cases interpreting the definition are fact intensive. In re City of Vallejo, California, 2008
WL 4180008 (Bankr. E.D. Cal. 2008)(“Vallejo”), aff’d, Int’l Ass’n of Firefighters, Local 1186 v.
City of Vallejo (In re City of Vallejo)(“Vallejo BAP”), 408 B.R. 280 (9th Cir. BAP 2013); In re
Boise County, 465 B.R. 156 (Bankr. D. Idaho 2011); Detroit, 504 B.R. 97, 168-72; In re City of
Stockton, California, 493 B.R. 772, 789 (Bankr. E.D. Cal. 2013)(“Stockton”).
The definition focuses on cash flow, as liquidation or fair market value is irrelevant in the
case of a municipality, which is ineligible for chapter 7 or chapter 11 relief. So insolvency is
proven by use of a cash flow analysis. Vallejo, 2008 WL 4180008, at *22; Stockton, 493 B.R. at
788-91.
The courts have interpreted the second prong – unable to pay its debts as they become due
– as meaning that the municipality will be generally unable to pay its debts in the next succeeding
5
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fiscal year. Stockton, 493 B.R. at 788; Vallejo, 2008 WL 4180008, at *22, both citing In re City
of Bridgeport, 129 B.R. 332, 337-38 (Bankr. D. Conn. 1991).

Bankruptcy Code § 109(c)(4) – The debtor must desire to effect a plan to adjust its
debts
There is no bright line test, as intent is both subjective and proven largely by circumstantial
evidence. Detroit, 504 B.R. at 171-72; Vallejo BAP, 408 B.R. at 295. Also, Stockton, 493 B.R.
at 791-92, noting that certain drastic budget reductions left the debtor little option but to restructure
its debts through chapter 9.
B.
In San Bernardino, an objector sought to depose members of the City Council.
Judge Jury opined that courts look only to the municipality’s intent “as an entity” [citing In re
Pierce County Hous. Auth., 414 B. R. 702, 710 (W.D. Wash. 2009)]. “The subjective intent of an
individual councilmember is immaterial in determining whether a municipal body had the requisite
intent or good faith.” 499 B.R. at 788.

Bankruptcy Code § 109(c)(5) – The debtor must satisfy at least one of four additional
requirements
Bankruptcy Code § 109(c)(5)(A). The debtor has obtained the consent of each impaired
class of creditors
Bankruptcy Code § 109(c)(5)(B). The debtor has negotiated in good faith with its creditors
but has failed to obtain the consent of a majority of each class that the municipality intends to
impair in a chapter 9 plan of adjustment.
The debtor need not propose a full-blown plan of adjustment to its creditors prior to filing,
but it should at least propose a term sheet. Vallejo BAP, 408 B.R. at 297. See also, In re
Mendocino Coast Recreation & Park Dist., 2013 WL 5423788 (N.D. Cal. Sept. 27, 2013) (At a
minimum, the negotiations must cover a plan of adjustment “in concept”).
Pre-filing negotiations are a two-way street, and creditors that refuse to negotiate cannot
later complain in good faith about the municipality’s failure to obtain agreement on a term sheet.
Stockton, 493 B.R. at 785.

Bankruptcy Code § 109(c)(5)(C). The debtor is unable to negotiate with creditors
because negotiation is impracticable.
In the City of Vallejo case, negotiation was held to be impracticable because the bank that
was the letter of credit provider for the city’s public debt expressed its willingness to negotiate,
but only if and when the city’s labor organizations agreed to concessions. The unions refused to

6
6

make any prepetition concessions and then unsuccessfully argued against the city’s contention that
negotiation was impracticable. Vallejo, 2008 WL 4180008, at *24; Vallejo BAP, 408 B.R. at 29798.
The court in In re Valley Health Sys., 383 B.R. 156, 162–63 (Bankr. C.D. Cal.2008)
opined: “There is nothing in the language of section 109(c)(5)(C) that requires a debtor to either
engage in good faith pre-petition negotiations with its creditors to an impasse or to satisfy a
numerosity requirement before determining that negotiation is impracticable under the specific
facts and circumstances of a case.”
Question: Is it possible (let alone practicable) for a municipality with hundreds if not
thousands of creditors, including thousands of retirees with pension and other post-retirement
benefits, to efficiently negotiate with such creditors (not to mention, bind such creditors) outside
of bankruptcy? For example, the City of Stockton eliminated health benefits to over 1,100 retirees
and their beneficiaries. Association of Retired Employees of the City of Stockton, et. al. v. City
of Stockton, Calif. (In re City of Stockton, Calif.), 478 B.R. 8 (Bankr. E.D. Cal. 2012); Stockton,
493 B.R. at 794. How could it bargain with the 1,100, even though a responsible committee
purported to represent their interests? See also, Detroit, 504 B.R. at 176-79.
Bankruptcy Code § 109(c)(5)(D). The debtor reasonably believes that a creditor may
attempt to obtain a transfer that is avoidable under the Bankruptcy Code.
Insolvent municipalities do not appear to have made much use of subsection (5)(D), but it
is a helpful alternative that could be used when a creditor is about to obtain a judgment or attach a
judgment lien – assuming judgment liens are available under applicable nonbankruptcy law – and
the municipality did not have the time to satisfy one of the other subsections of § 109(c)(5). Under
such circumstances, though, a court might conclude that negotiation of plan of adjustment was
impracticable.
Invoking subsection (5)(D) if the imminent avoidable transfer is not material might be seen
by a court as a dodge around the other subsections of § 109(c)(5), and the court might deem the
filing not to have been made in good faith in violation of § 921(c).
Bankruptcy Code § 921(c) – The debtor must file the case in good faith
Good faith has been the subject of litigation in virtually each case in which eligibility has
been contested, and each time the debtor was found to have filed in good faith.
The BAP concluded that “… the evidence must demonstrate that ‘the purpose of the filing
of the chapter 9 petition [was] not simply ... to buy time or evade creditors.’” Vallejo BAP, 408
B.R. at 295, quoted in OTB, 427 B.R. at 272.
Stockton. The objectors contended, among other things, that Stockton failed to negotiate
in good faith prior to the filing of the petition because the city did not seek concessions from
recipients of pension benefits (which are administered by CalPERS), and that it filed the petition
in bad faith because it did not intend to seek concessions in chapter 9. The court noted that once
the elements of § 109(c) have been met, there is a strong presumption of good faith. 493 B.R. at
794.
7
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Detroit. Referring to and quoting the good faith portions of the decisions in the Stockton
and OTB cases, the court looked to the following factors, and after applying the factors to the facts,
concluded that the petition had been filed in good faith: (i) the City’s financial problems are of a
type contemplated for chapter 9 relief; (ii) the reasons for filing are consistent with the remedial
purpose of chapter 9; (iii) the City made efforts to improve the state of its finances prior to filing,
to no avail; and (iv) the City’s residents will be severely prejudiced if the case is dismissed. 504
B.R. at 180.
San Bernardino. The objector argued that the city lacked good faith because, inter alia, it
failed to engage in prepetition negotiations with its creditors. Concluding that the debtor took
advantage of the Calif. Govt. Code § 53760.3 “emergency offramp” and that it was in financial
distress – insolvency was not contested – the court granted summary judgment for the debtor. 499
B.R. at 789-91.
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The Municipal Bond Market’s
Ambivalence Regarding Chapter 9
Municipal Bond Market is large. $3.7 Trillion bonds outstanding at year-end 2013 and $334
billion borrowed during 2013 through 11,464 separate issuances.
Municipal Bonds have historically been extremely safe investments. From 2007-2013,
according to Moody’s, the number of defaults on rated debt averaged 5 per year.
Municipal Fiscal Distress is not uncommon. Current market practices and regulation have
largely been in response to the challenges of fiscal distress – Many states recast their municipal
borrowing laws following large scale defaults during the Great Depression and more recently the
New York City Fiscal crisis of the 1970s led to wholesale changes in municipal financial disclosure
and accounting rules and to a decided market preference for bonds secured by enterprise revenues
or dedicated taxes rather than by the full faith and credit, general obligation of a municipality.
Municipal Fiscal Distress will continue to be present. The combination of anti-tax sentiment,
increasing federal, state and judicial spending mandates, necessary investment in deteriorating and
outdated infrastructure and the growing recognition that promised pension and health benefits to
retired municipal employees are significantly underfunded are pressures that are unlikely to abate
even as the economy recovers. Nevertheless, most municipalities have demonstrated that they will
make tough choices and maintain fiscal balance.
In cases of severe municipal fiscal distress, relief has often come through local or state
initiated processes outside of Bankruptcy. Only 12 States have granted unconditional authority
for their municipal corporations to file under Chapter 9 while 25 States have specific programs to
assist, and or intervene with their financially distressed municipalities.
State programs to assist distressed municipalities generally feature 3 components. 1) a means
to alleviate imminent illiquidity through cash advances, temporary suspension of payments or
secured market borrowings (typically against future state assistance); 2) development of a plan to
re-establish long term fiscal balance through cost cutting, revenue enhancement and new revenue
authority enforced through enhanced governance often in the form of an appropriately empowered
financial oversight control board; and 3) a means to re-establish and maintain needed access to
sources of external financing. State programs that address fiscal distress generally look to preserve
access to the capital market, and therefore either seek to continue paying existing obligations or to
stretch them out while providing enhanced security. Prominent examples are MAC for New York
City, PICA for Philadelphia and the Chicago Schools Finance Authority.
While Chapter 9 filings remain infrequent, the municipal market recognizes the necessity of
a defined means of addressing a true municipal fiscal emergency. In the event of an
insufficiency of resources to pay currently due obligations, and in the absence of a state bail-out,
the automatic stay available under Chapter 9 allows a municipality to continue providing essential
services while it sorts out its difficulties and develops a longer term solution. Puerto Rico,
ineligible under Chapter 9 and facing the imminent illiquidity of its electric utility this past June,
adopted a local alternative to Chapter 9. The enactment of The Puerto Rico Fiscal Recovery Act
however was viewed by the municipal market as a precursor to a wholesale restructuring and
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haircutting of the island’s more than $70 billion of outstanding municipal bonds, resulting in
significant across-the-board rating downgrades, a severe drop in the value of outstanding debt and
greatly reduced market access.
Municipal Market’s general concerns regarding the use of Chapter 9 relate to the
fundamental nature of municipal finance. At its most basic, municipal governments exist in
perpetuity to provide essential services relating to the health, safety and welfare of their citizens
and are empowered to collect taxes and fees for service in order to fulfill their responsibilities.
Municipal fiscal distress results from an insufficiency of current resources to meet current
obligations, and not from long term liabilities exceeding the value of municipal assets. While
meeting long term debt and accrued employee benefit obligations can be daunting, municipal
assets, other than the power to tax, are generally of little assistance. In fact, most tangible municipal
assets, public buildings, parks, streets and sidewalks present ongoing costs. So fundamentally, the
municipal market believes that municipal fiscal distress should be addressed through cost cutting
and revenue enhancement and not through a forced liquidation of assets or reduction in liabilities.
Municipal Market’s specific concerns regarding the use of Chapter 9 relate to the treatment
of various classes of Municipal debt. Most loans made to fiscally challenged municipalities are
structured in ways which the market believes will survive Bankruptcy. If credit structures designed
to survive distress are proven to be vulnerable, it will become increasingly more difficult for
fiscally distressed municipalities to maintain access to credit markets which can lead to more debt
defaults and greater use of Chapter 9. It is in this regard that the Municipal market in general,
separate form directly affected creditors, have closely followed the still ongoing Chapter 9
proceeding in Detroit.
The municipal market largely accepts that Detroit has long been in a state of fiscal emergency
and that attempting to right itself within the limited means at its disposal has proven futile
and non-sustainable. All of the Detroit’s bonded debt currently outstanding was issued post the
1967 riots which marked a significant milestone in the City’s long-term economic and fiscal
decline. In fact virtually all of Detroit’s currently outstanding debt was issued in the last 15 years.
Bond investors were repeatedly made aware of the uncertainties and risks inherent to the City’s
debt repayment obligations through bond document disclosures, annual financial filings and rating
agency reports and downgrades. To maintain its credit market access during this period Detroit
structured its debt issues with security features specifically designed to assure repayment,
notwithstanding its deteriorating fiscal prospects. In almost all cases it further secured its bonded
debt with third party financial guarantees, in the form of municipal bond insurance.
The outstanding Detroit bonded indebtedness and tentative settlement agreements that have
received the greatest market attention are it’s approximately:
$450 million General Obligation Unlimited Tax Bonds (ULT). These bonds are secured under
a statutory lien on property taxes that can only be levied and collected to service the ULT bonds.
Bond insurers have agreed to a settlement of 76%. Market participants believe these bonds are
fully secured and that no reduction in payment is warranted.
$240 million General Obligation, Limited Tax Bonds (LT), additionally payable directly by
the state from withheld state aid. Full payment not challenged. Market questions whether these
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bonds are being fully paid because of respect for the special protections afforded by the pledge of
withheld state aid or out of a more pragmatic recognition that the state did not want to see its
widely utilized distributable aid program tainted by Detroit.
$164 million General Obligation LT Bonds, without benefit of withheld state aid. Agreement
reached for a 34% settlement, with a potential for more depending on the outcome of the City’s
challenge to the validity of its $1.45 billion of Pension Obligation Certificates of Participation.
Market participants agree that these bonds are unsecured and generally understand the reasoning
behind the agreement to settle.
$5.3 billion Enterprise Revenue Bonds issued for the City owned water and sewer utility.
There has been no challenge to the repayment of the face value of the principal of these bonds but
the City is attempting to execute a forced exchange for bonds bearing lower interest rates than the
bonds currently provide. This would result in a substantial reduction in market value. The City
has also attempted to gain benefit from the City’s ownership of this regional utility through
proposals to sell the utility, to have the utility make significant annual payments to the City and to
relinquish certain bondholder call options. The proposed forced exchange and the taking of call
options has led to across-the-board rating agency downgrades to junk bond levels resulting in a
pronounced reduction in secondary market value, significant secondary market illiquidity and
uncertainty about the utility’s future borrowing costs and market access. Market believes that the
utility’s bonds are special revenue bonds within the context of the City’s Chapter 9 filing and
should be fully protected; that if the utility is sold, it must result in existing bonds being fully
protected or otherwise completely redeemed; that revenues collected by the utility must be used in
accordance with the bond indenture which directs the application of system revenues for system
purposes and does not allow for payments to the City; and that there is no basis for changing or
rescinding bond call provisions.
The City’s $1.4 billion Pension Obligation Certificates of Participation, payable from Casino
revenues and issued to bolster the City’s Pension Funds. These bonds have been challenged
by the City, outside of the bankruptcy, as being invalidly issued because the issuance exceeded the
legal limitations that the State places on the issuance of municipal debt. This attempted debt
repudiation has been closely followed by the market with alarm, as the validity of bond issues, as
asserted by the issuer and attested to by the unconditional opinion of their bond counsel, are
routinely relied upon. Municipal market participants have broadly expressed a belief that if the
bonds are found invalid, then bond proceeds should be returned to investors.
Conclusion: The financial benefits to Detroit from its Chapter 9-related debt negotiations appear
modest, aside from the potential windfall that would result from a successful repudiation of the
Pension COPs, a challenge that could have been made irrespective of the Chapter 9 filing. From
the perspective of the Municipal Market, a debt reduction totaling just over $200 million,
producing an annual benefit approximating $15 million, is being achieved at a relatively high price.
The challenges have created uncertainty around previously accepted debt security provisions,
particularly the insulation of Special Revenue bonds, has raised hurdles for Detroit’s eventual reentry into the credit markets and is being questioned relative to the alternative approaches that may
have led to state-assisted consensual debt restructurings that could have provided near term relief
and the prospect of full repayment as the City works towards long term fiscal recovery. Municipal
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market observers are hopeful, but somewhat skeptical that with its emergence from Chapter 9,
Detroit will be on the path to fiscal self-sufficiency.

13
13

A Tale of Two Cities:
Bildisco and Rejection of Collective
Bargaining Agreements in Chapter 9

Prepared by:
Ron Oliner
DuaneMorris
San Francisco, CA

14
14

Bildisco and Rejection of Collective Bargaining Agreements in Chapter 9


Bankruptcy courts generally follow the Countryman definition of executory contract: a
contract where performance is due and owing by both parties to the agreement, such that
non-performance by one party constitutes a material breach excusing the other party’s
performance.



Provided there are ongoing performance obligations owed by both sides, a collective
bargaining agreement (“CBA”) generally qualifies as an executory contract.



Section 365 of the Bankruptcy Code allows a trustee or debtor in possession (both are
referred to below collectively as “debtor”), subject to court approval, to “reject” an
executory contract of the debtor.



Rejection of an executory contract is deemed to be a breach of the agreement that arose
just before the petition date, giving rise to a prepetition claim for rejection damages. See
§ 502(g).



Ordinarily, a debtor moving to reject an executory contract need only meet a “business
judgment” standard.



However, in N.L.R.B. v. Bildisco & Bildisco, 465 U.S. 513, 104 S. Ct. 1188, 79 L. Ed. 2d
482 (1984), the U.S. Supreme Court held that a debtor must meet a higher standard when
it seeks to reject a CBA.



In Bildisco, the chapter 11 debtor, a building supplies distributor, sought to reject a CBA
negotiated with a labor union representing certain of the debtor’s employees.



As a preliminary matter, the Supreme Court held in Bildisco that the term “executory
contract” as used in § 365(a) includes CBAs subject to the National Labor Relations Act.
465 U.S. at 516.



The Court then held that the debtor could reject the CBA if it demonstrates the following:
(1) the CBA burdens the estate; (2) after careful scrutiny, the equities balance in favor of
rejecting the CBA; and (3) “reasonable efforts to negotiate a voluntary modification [of the
CBA] have been made and are not likely to produce a prompt and satisfactory solution.”
465 U.S. at 526.



In addition, the Court held that a debtor does not commit an unfair labor practice when,
after filing its petition, it unilaterally terminates or modifies a CBA before the bankruptcy
court formally approves rejection of the agreement. 465 U.S. at 516-17.



In the wake of Bildisco, Congress enacted section 1113 of the Bankruptcy Code, entitled
“Rejection of collective bargaining agreements,” which mandates higher standards for
rejection of a CBA than those set forth in Bildisco.
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Section 1113 requires that a chapter 11 debtor take specific actions before moving to reject
a CBA. To that end, a debtor must make a proposal to the authorized representative of the
employees covered by the CBA which provides for “those necessary modifications in the
employees benefits and protections that are necessary to permit the reorganization of the
debtor and assures that all creditors, the debtor and all of the affected parties are treated
fairly and equitably[,]” and must also provide “such relevant information as is necessary
to evaluate the proposal.”



Section 1113 further requires that the debtor meet “at reasonable times” with the employee
representative “to confer in good faith in attempting to reach mutually satisfactory
modifications of [the CBA].”



However, while section 365, governing assumption and rejection of executory contracts, is
incorporated into chapter 9 proceedings, section 1113 is not. See § 901 (Applicability of
other sections of this title).



In 2009, Judge McManus of the Bankruptcy Court for the Eastern District of California
held that since section 1113 is not incorporated into chapter 9, the Bildisco standard, rather
than section 1113, governs a chapter 9 debtor’s motion to reject a CBA. In re City of
Vallejo, 403 B.R. 72, 78 (Bankr. E.D. Cal. 2009), aff’d 432 B.R. 262 (E.D. Cal. 2010).



Notably, since there is no bankruptcy estate in a chapter 9 case, Judge McManus found that
under the first Bildisco prong (i.e., the CBA “burdens the estate”), “a municipal debtor
must demonstrate that the collective bargaining agreement burdens its ability to reorganize
by proposing and implementing a viable plan of adjustment.” 403 B.R. at 78, n.2.



Both Judge McManus and the District Court which affirmed him noted that Congress had
considered incorporating a “section 1113-like provision” into chapter 9, but declined to do
so. 403 B.R. at 78; 432 B.R. at 271.



This deliberate omission provided further confirmation that section 1113 does not apply in
chapter 9, and was not intended to overrule Bildisco as to chapter 9 cases. See also In re
City of Stockton, California, 478 B.R. 8, 23 (Bankr. E.D. Cal. 2012) (“The judicial
consensus is that Bildisco controls rejection of collective bargaining agreements in chapter
9 cases.”)
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1

I want to thank my law clerk, Diane Bridge, for her assistance in the preparation of these materials.
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Selected Confirmation Issues
and
Use of Mediation in Chapter 9 Cases
Confirmation of a chapter 9 plan of adjustment is governed by Bankruptcy Code § 943.
Section 943(b) sets out seven requirements for confirmation, including that the plan comply with
the provisions of the Code made applicable to chapter 9 cases by § 901.
Section 901 makes certain provisions of chapter 11 applicable to chapter 9 cases. The
particular provisions that affect plan confirmation include § 1122 (classification of claims or
interests), some of § 1123 (contents of plan), § 1124 (impairment of claims or interests), § 1125
(postpetition disclosure and solicitation), most but not all of § 1126 (acceptance of plan), § 1127(d)
(modification of plan), § 1128 (confirmation hearing), and portions of § 1129(a) and (b). The
effect of confirmation of a chapter 9 plan is governed by § 944.
Thus, many of the issues that arise in chapter 11 confirmations also arise in chapter 9. But
the arguments may differ from traditional chapter 11 arguments either because the chapter 9
confirmation requirements differ from those in chapter 11, or because of the unique nature of a
chapter 9 municipal debtor.
1.

Compliance with applicable chapter 11 provisions

A.
Section 943(b)(1) requires that a chapter 9 plan comply with provisions of the Code
made applicable by § 901.
B.

Classification

Section § 1122(a) applies in chapter 9: a plan may place a claim in a class only if it is
substantially similar to other claims in the class.
i.
As in chapter 11, questions arise about whether the substantially similar
claims can be classified separately and therefore treated differently. The separate classification
issues are often intertwined with arguments under the cramdown provisions that the plan not
unfairly discriminate with respect to each nonconsenting impaired class. See In re Corcoran Hosp.
Dist., 233 B.R. 449, 455 (Bankr. E.D. Cal. 1999) (explaining that issues about classification and
treatment of classes must be viewed in light of the § 1129(b)(1) prohibition of unfair
discrimination).
ii.
The only priority in chapter 9 is for administrative expenses. § 901
(incorporating § 507(a)(2) but not other provisions of § 507).2 Questions arise about whether state
laws that prefer certain types of claims over other types of claims provide a basis for different
classification. These may be stated in terms of priorities or subordination. Without any Code
2

Under § 364(c), made applicable to chapter 9 by § 901, the court may, under certain circumstances during
the case, authorize the debtor to obtain credit that has priority over administrative expense claims.
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priorities other than administrative expense priority, are all unsecured claims substantially similar
in chapter 9?
a.
For example, state municipal finance law may make payment of
bonds a first budget priority. Must (or may) the bondholders be separately classified from other
general unsecured creditors based on state law?
Courts have applied the chapter 11 standard for separate classification to
conclude that unsecured claims can be separately classified if there is a business and economic
justification, or if creditors have different state law rights. E.g., Corcoran Hosp. Dist., 233 B.R.
449 (business and economic justification); In re Jersey City Medical Center, 817 F.2d 1055 (3d
Cir. 1987) (separate classification of similar claims must be reasonable); In re Sanitary and
Improvement Dist. 65 of Sarpy County, Nebr., 73 B.R. 205 (Bankr. D. Neb. 1986) (plan could
classify claims of bondholders separately from warrantholders because bondholders had priority
under state law).3
Debtors have argued that the Bankruptcy Code preempts state law priorities,
while creditors have argued that preemption does not apply to allow the municipal debtor to ignore
state law priorities. See In re County of Orange, 191 B.R. 1005, 1015-1018 (Bankr. C.D. Cal.
1996) (state law priorities that conflict with bankruptcy law are preempted).
b.
State law may allow payment of bonds with dedicated payment
streams, or may require payment of bonds with specially assessed taxes. This may provide a basis
for separate classification and disparate treatment.
C.

Good faith

Section 901 makes § 1129(a)(3) applicable to chapter 9 confirmations: the plan must have
“been proposed in good faith and not by any means forbidden by law.” § 1129(a)(3).
i.
Courts may use a totality of the circumstances test to determine a chapter 9
municipality’s good faith. In re Mount Carbon Metro. Dist., 242 B.R. 18, 39 (Bankr. D. Colo.
1999). The general rule is “that a Chapter 9 plan proposed in good faith must treat all interested
parties fairly and that the efforts used to confirm the plan must comport with due process.” Id.

3

On appeal to the District Court, the warrantholders argued that general unsecured claims were required to
be placed in the same class, so the debtor could not choose to separately classify bondholders from warrantholders.
The court, rather than consider whether claims were required to be classified together, stated the issue as whether the
debtor was required to separately classify the two types of claims. It held that because, under state law, if tax
revenues were insufficient to pay both, the warrantholders would be paid after bondholders, the bankruptcy court did
not err in allowing the two types of claims to be classified separately. In re Sanitary and Improvement Dist. 65 of
Sarpy County, Neb., 79 B.R. 877 (D. Neb. 1987). The court also said that the state law preference of bondholders
over warrantholders was not a priority and so did not conflict with § 507. On appeal to the Eighth Circuit, the court
certified the question of whether state law granted priority to bonds over warrants. After the Nebraska Supreme
Court answered the question, “yes,” the circuit affirmed the district court. In re Sanitary and Improvement Dist. 65
of Sarpy Count, Neb., 873 F.2d 209 (8th Cir. 1989).
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ii.
The totality of the circumstances must be viewed in light of the purpose of
chapter 9, “which is to allow an insolvent municipality to restructure its debts in order to continue
to provide public services.” Id. at 41.
D.
If there is an impaired class of claims, at least one impaired class must have voted
to accept the plan. § 1129(a)(10), made applicable to chapter 9 by § 901.
i.
Plan acceptances by insiders are not counted in determining whether there
is an accepting class. § 1129(a)(10).
ii.
Insiders of municipalities include the debtor’s elected officials or a relative
of the elected official, § 101(31)(D), and managing agents of the debtor. § 101(31)(F). If the
municipality has only appointed, not elected, officials, those appointed officials may be considered
insiders as managing agents. 6 Collier on Bankruptcy, ¶ 943.03[1][e] (16th ed. 2010).
2.

Compliance with state law post-confirmation

A.
Section 943(b)(4) precludes confirmation of a chapter 9 plan if the debtor is
“prohibited by law from taking any action necessary to carry out the plan[.]”
B.
Thus, any new bonds issued as a result of confirmation must comply with state
municipal finance law. In re Sanitary and Improvement Dist. 7, 98 B.R. 970 (Bankr. D. Neb.
1989) (although bonds can be impaired in chapter 9, bonds issued pursuant to the plan must comply
with state municipal law).
i.
Many states impose limits on the taxing authority of its municipalities.
Does compliance with state law include not exceeding any tax limitation?
3.

Best interests of creditors and feasibility

A.
feasible.
B.

Section 943(b)(7) requires that a plan be “in the best interests of creditors” and
Best interests of creditors

i.
This requirement differs from § 1129(a)(7), the chapter 11 best interests
test, which requires that the plan treat each impaired creditor better than it would be treated in a
chapter 7 liquidation.
ii.
Municipalities cannot be forced to liquidate. Therefore, it does not make
sense to compare recovery under a chapter 9 plan to what creditors would receive in a chapter 7
liquidation. For municipalities that are hospital districts or similar entities, there is a possibility of
a liquidating plan, because the assets can be sold. Liquidation cannot, however, be forced on the
district. See § 904 (limiting power of the court to interfere with any political or governmental
powers of the debtor or with its property or revenues).
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For municipalities that are cities, however, liquidation is not possible.
Although municipalities sometimes can be disincorporated, they cannot be liquidated and the
proceeds used to pay creditors.
iii.
Because treatment under the plan cannot be compared to liquidation, the
best interests test to be applied in chapter 9 is whether treatment of creditors is better than the
alternatives. Sanitary and Improvement Dist. 7, 98 B.R. at 974.
a.
In chapter 9, creditors cannot propose a plan, cannot have a trustee
appointed, and cannot force conversion to chapter 7. The only alternative to confirmation of a
plan of adjustment is dismissal. § 930. That means that the court must consider what would
happen under state law if the case were dismissed. 6 Collier on Bankruptcy ¶ 943.03[7][a] (16th
ed. 2010). If a municipality’s debt is too great to be retired by tax revenues, creditors often have
limited avenues to getting paid. Thus, for many creditors, getting any payment at all under a plan
is better than the alternative. In re Mount Carbon Metropolitan Dist., 242 B.R. 18, 34 (Bankr. D.
Colo. 1999).
b.
The best interests test has been described as a floor that requires “a
reasonable effort at payment of creditors[.]” Id.
c.
This has been articulated as requiring that the plan provides the
potential for the greatest economic return. In re Barnwell County Hosp., 471 B.R. 849, 869 (Bankr.
S.Ca. 2012).
d.
Debtors will argue that the alternative, dismissal, will result in a
chaotic race to the courthouse, so any plan that deals with all creditors will be better than that freefor-all.
iv.
There is a question of whether to apply the better-than-the-alternative test
creditor-by-creditor or to creditors as a whole.
a.
Creditor-by-creditor: The argument is that the test should serve the
same function in chapter 11 and chapter 9: protection of the dissenting minority of an accepting
class. Collier on Bankruptcy at ¶ 943.03[7][a]. Looking at the best interests of creditors creditorby-creditor would be consistent with chapter 11, where individual creditors need to receive more
than they would in a liquidation, not just that all creditors as a whole will be better off.
b.
But if the test is applied creditor-by-creditor, it could result in
indirectly importing state law priorities into chapter 9. For example, if the creditor (e.g.,
bondholder) has a first budget priority under state law and state law requires the creditor to be paid
before other unsecured creditors are paid, that creditor would arguably be better off outside chapter
9 than under a plan that impairs the claim.
c.
On the other hand, if the test is to be applied as to creditors as a
whole, with the argument that the race to the courthouse outside bankruptcy would cause chaos
and unfairness to the slower creditors, nearly any plan would meet the test.
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d.
If the test is considered creditor-by-creditor, does it matter that the
claim is secured by special revenues in a system that produces sufficient revenue to pay the claim?
Holders of bonds secured by revenues from closed systems argue that, if the system generates
sufficient revenue to pay the bonds according to their terms, they cannot be impaired. It would
not be in best interest of the bondholders, they would argue, to receive impaired treatment under
the plan, because outside bankruptcy they would be paid in full according to the bond terms.
e.
Legislative history supports creditor-by-creditor approach, in that it
incorporates the best interests test from pre-Code law, which was understood to apply to protect
minority creditors from the vote of the majority. See Pub. L. No. 95-598, H.R. Rep. No. 95-595,
95th Cong., 1st Sess. (1977) (reprinted in App. C, Collier on Bankruptcy, App. Pt. 4(d)(I) at 41547).
C.

Feasibility

i.
The primary purpose of restructuring the debt of a municipality is not future
profit, but instead is the ability to continue to provide public services. In re Mount Carbon Metro.
Dist., 242 B.R. 18, 34 (Bankr. D. Colo. 1999). Thus, for a municipal debtor to meet the feasibility
standard, it “must demonstrate its ability to make the payments required under the plan and still
maintain its operations at the level that it selects as necessary to continued viability of the
municipality.” 6 Collier on Bankruptcy at ¶ 943.03[7][b].
ii.
While the “best interests” test “provides a floor for payments under the plan,
the feasibility test provides the ceiling, and the debtor cannot be expected to pay more than is
reasonably feasible.” Id.
iii.
The court must consider whether, based on reasonable projections of future
revenues and future expenses, the debtor will be able both to “pay prepetition debt and provide
future services at the level necessary to its viability as a municipality.” Mount Carbon Metro.
Dist., 242 B.R. at 35.
iv.
As in chapter 11, feasibility is concerned with avoiding confirmation of
visionary schemes. Id. The bankruptcy court in the City of Detroit case appointed a consultant
who will opine whether the City’s projections are reasonable and not overly optimistic.
4.

Cramdown

If there is a nonconsenting class, the cramdown requirements of § 1129(b)(1) and parts of
§ 1129(b)(2) apply. § 901. Section 1129(b)(1) requires that the plan not discriminate unfairly and
be fair and equitable with respect to each nonconsenting class of impaired claims.
A.

Unfair discrimination
Unfair discrimination in chapter 9 does not differ from the same concept in chapter

11.
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i.
A plan unfairly discriminates if two classes of creditors have the same legal
rights but get unreasonably different treatment. E.g., In re Amer. Trailer & Storage, Inc., 419 B.R.
412 (Bankr. W.D. Mo. 2009).
ii.

What are reasonable bases for differing treatment?
a.

Business, economic justifications

b.

On-going relationships with the debtor

c.

Settlements with creditors

d.

Subordination agreements

iii.
Courts differ on what test should be applied to determine whether
discrimination in treatment of different classes is unfair.
a.
Some courts apply a four-part test: “(1) whether the discrimination
is supported by a reasonable basis; (2) whether the debtor can confirm and consummate a plan
without the discrimination; (3) whether the discrimination is proposed in good faith; and (4) the
treatment of the classes discriminated against.” In re Aztec Co., 107 B.R. 585, 590 (Bankr. M.D.
Tenn. 1989) (discussing different approaches).
b.
Some courts distill the test to two factors: whether there is “a rational
or legitimate basis for the discrimination” and whether the discrimination is “necessary for the
reorganization.” In re Crosscreek Apartments, Ltd., 213 B.R. 521, 537 (Bankr. E.D. Tenn. 1997)
(discussing different approaches).
c.
Professor Markell, before he became a bankruptcy judge, proposed
a presumption test, which has been adopted by the bankruptcy court in the Eastern District of
Michigan:
[A] rebuttable presumption that a plan is unfairly discriminatory will arise when there is: (1) a
dissenting class; (2) another class of the same priority; and (3) a difference in the plan’s treatment
of the two classes that results in either (a) a materially lower percentage recovery for the dissenting
class (measured in terms of the net present value of all payments), or (b) regardless of percentage
recovery, an allocation under the plan of materially greater risk to the dissenting class in connection
with its proposed distribution.
In re Dow Corning Corp., 244 B.R. 705, 710 (Bankr. E.D. Mich. 1999).
The presumption can be rebutted:
The plan proponent could rebut the presumption of unfairness established by a significant recovery
differential by showing that, outside of bankruptcy, the dissenting class would similarly receive
less than the class receiving a greater recovery, or that the alleged preferred class had infused new
value into the reorganization which offset its gain. The plan proponent could overcome the
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presumption of unfair treatment based on a different risk allocation by showing that such allocation
was consistent with the risk assumed by the parties before bankruptcy.
In re Dow Corning Corp., 244 B.R. 696, 702 (Bankr. E.D. Mich. 1999).
d.
provide some guidance.

No special chapter 9 test has been developed, so the chapter 11 cases

iv.
Does unfair discrimination provision even apply among classes of impaired
secured claims? See In re Riddle, 444 B.R. 681, 686 (Bankr. N.D. Ga. 2011) (“[The prohibition
on unfair discrimination] has little, if any, significance in the context of a secured claim. Because
each secured creditor has collateral, repayment terms, and other rights that are unique to it, proper
classification in a [] plan requires a separate class for each secured claim. The propriety of the
treatment of a secured claim is not generally determined by reference to the treatment of other
secured claims. Nothing requires that a plan provide treatment for every secured claim with the
same maturity date, rate of interest, payment schedule, or any other term.”), Accord In re Am.
Trailer & Storage, Inc., 419 B.R. 412, 443 (Bankr. W.D. Mo. 2009) (every secured claim may be
treated differently). But see In re BWP Transport, Inc., 462 B.R. 225 (Bankr. E.D. Mich. 2011)
(applying presumption test to claims of unfair discrimination among classes of secured claims).
The statute does not distinguish between discrimination among classes of unsecured claims
versus classes of secured claims. If secured claims in a particular class truly differ in some material
way to secured claims in a different class, then discriminating might not be unfair. But if similar
secured claims are separately classified and treated materially differently, the unfair discrimination
prohibition should apply so the court can assure that the discrimination is not unfair.
v.
Questions of unfair discrimination have been raised in municipal cases
where labor and retirees are treated differently than other unsecured claims, in particular capital
market claims. One issue is whether one compares labor and pension claims piece by piece
(pensions, labor concessions, and other post-employment benefits such as medical coverage) or as
a whole package (consider all of the cuts that have been taken by labor and retirees as a whole). It
could be argued that each claim is distinct, and the fact that a particular individual such as a retiree
may have claims in more than one class should not affect the weighing of fairness of treatment of
one class as to another similar class.
Questions also arise about whether claims based on bonds that have first budget priority
under state law can be treated the same as other general unsecured claims that do not enjoy those
rights.
There are questions of fairness raised by differing treatment of different classes of capital
markets claims. Different types of bonds may have different rights under state law, such as a right
to payment from special funds, or the bonds may be essentially secured by leases of municipal
property, or the debtor may have the ability to pay certain bonds from special funds, even if the
bondholders do not have a right to such payment. Questions arise about whether it matters in
assessing fairness that the financing mechanism for the bonds are leases, or that voters have or
have not voted to approve the debt, or that state law allows but does not require special funds to
be used to pay the debt.
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B.

Fair and equitable

i.
In chapter 9, the fair and equitable requirement includes the requirements
of § 1129(b)(2)(A), dealing with secured claims, and § 1129(b)(2)(B), dealing with unsecured
claims. Section 1129(b)(2)(C) does not apply, because it deals with equity claims, which do not
exist in municipal bankruptcies.
ii.
Secured claims: Section 1129(b)(2)(A) requires that, with regard to classes
of secured claims, the plan must provide that the holders retain their liens and that they receive the
present value of their allowed claims, or that the collateral will be sold and the lien attached to the
proceeds, or that the creditor gets the indubitable equivalent of the allowed amount of the secured
claim.
a.
Valuation is a big issue when dealing with many municipal assets.
It can be difficult to put a value on a fire station, a park, or a public golf course, for example.
b.
Sometimes municipal finance law does not allow municipalities to
secure debt with collateral, so other mechanisms are used to effectively secure the debt. For
example, long term leases are one form of municipal financing that is used in California. This
leads to arguments about whether § 365, regarding assumption or rejection of unexpired leases,
applies instead of § 1129(b)(2)(A). If § 1129(b)(2)(A) applies, issues arise as the nature of the
collateral: is it a time-limited right to an asset, or a right to the asset in perpetuity?
iii.
Unsecured claims: Section 1129(b)(2)(B) provides two options for classes
of unsecured claims: They must either be paid in full or creditors holding claims junior must not
be paid anything.
a.
In chapter 11, this is called the absolute priority rule, which prohibits
payment of junior claims unless all senior claims are paid in full. In chapter 9, where the only
priority in the Code is for administrative expenses, there can be questions of what are “junior
claims.” Is an unsecured creditor, such as a holder of a general obligation bond, that has a payment
priority under state law, senior to other general unsecured claims that do not enjoy that seniority
under state law? The legislative history of the 1976 legislation says that priority for purposes of
the absolute priority rule are determined according to state law. See H.R. Rep. No. 94-686, 94th
Cong., 1st Sess. 32-33 (1977).
b.
Because, in chapter 9, there are no equity holders, courts have said
that the absolute priority rule has a different meaning:
I.
For unsecured creditors, it means that the amount to be
received is all that they can reasonably expect under the circumstances. Lorber v. Vista Irr. Dist.,
127 F.2d 628, 639 (9th Cir. 1942).
II.
Question: why is the test different in chapter 9 than it is in
chapter 11, when the statutory language is the same, with the exception of excluding equity claims?
Why would § 1129(b)(2)(B)(ii) be included, if it were not contemplated that there would be junior
claims that could receive a distribution unless senior claims are paid in full?
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c.
What does it mean that creditors must receive all that they can
reasonably expect under the circumstances?
I.
Cases from which this test is derived focused on whether the
debtor had the realistic ability to increase revenue (through taxation) to pay more. See Lorber, 127
F.2d at 639; Lorber v. Vista Irr. Dist., 143 F.2d 282 (9th Cir. 1944) (considering whether there was
sufficient evidence of the taxpaying ability of the district to support the district court’s decision on
remand that the plan represented all that the debtor irrigation district could reasonably pay).
II.
Some creditors are arguing that this test requires that what
they are getting under the plan compare favorably to what they would get under state law.
A.
This argument is hard to reconcile with the fact that
state law priorities do not apply in chapter 9. If a creditor has a state law priority, then it could
always argue that it can reasonably expect to be paid in full before other unsecured creditors. The
argument also conflates the “best interests of creditors” test of § 943(b)(7) with the “fair and
equitable” requirement of § 1129(b)(1).
5.

Constitutional considerations for confirmation

A.
Without the municipality’s consent or a provision in the plan, a court may not
interfere with the municipality’s political or governmental powers, its property or revenues, or its
use or enjoyment of income-producing property. § 904.
B.
This Code provision helps implement the Tenth Amendment’s restriction on the
ability of the federal government to interfere with state sovereignty. See In re City of Stockton,
CA, 478 B.R. 8 (Bankr. E.D. Cal. 2012). Because municipalities are creatures of the state, the
Tenth Amendment restrictions apply to federal government interference with a municipality’s
political or governmental powers.
C.
The Tenth Amendment restrictions on federal interference with state sovereignty
requires that only the debtor can propose a plan of adjustment. § 941; United States v. Bekins,
304 U.S. 27 (1938).
D.
Thus, in considering whether to confirm a plan of adjustment, the court’s power is
limited to determine whether the requirements for confirmation have been satisfied. 6 Collier on
Bankruptcy at ¶ 900.01[2]; In re Willacy County Water Control & Improvement Dist. No. 1, 36
F.Supp. 36, 39 (S.D. Tex. 1940).
E.
If the court finds that the plan does not meet the statutory requirements for
confirmation, and the court denies additional time to file an amended plan, the limits of the court’s
power require that the case be dismissed. § 930.
6.

Special revenue issues
A.

Special revenue debt gets special treatment in chapter 9.
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B.
Special revenues are defined in § 902(2) as receipts from ownership, operation, or
disposition of projects or systems used to provide transportation, utility, or other services; special
excise taxes on particular activities or transactions; tax increment receipts; other revenues derived
from particular functions of the debtor; and taxes levied to finance particular projects or systems.
C.

There is no automatic stay as to application of pledged special revenues. § 922(d).

D.

There is a limit on recourse for special revenue debt. § 927.

E.
Special revenues remain subject to prepetition liens, and are subject to necessary
operating expenses. § 928. Issues arise about what are necessary operating expenses under the
statute. See, e.g., In re Jefferson County, Ala., 503 B.R. 849 (Bankr. N.D. Ala. 2013).
F.
Some creditors argue that debt secured by special revenues cannot be impaired,
because special revenues are treated uniquely in chapter 9, and the legislative history of the 1988
amendments, Pub. L. No. 100-597, suggests that Congress intended debt secured by special
revenues to be unimpaired. S.Rep. No. 100-506, at 12 (1988), Report to Accompany S. 1863
(reprinted in App. F, Collier on Bankruptcy, App. Pt. 41(g)(ii)(A) at 41-124. What is to be
unimpaired, however, is the question. The Senate Report said:
Finally, the amendments insure that revenue bondholders receive the benefit of their bargain with
the municipal issuer, namely, they will have unimpaired rights to the project revenue pledged to
them.
Id. As the bankruptcy court explained in In re Jefferson County, Ala., 482 B.R. 404, 433-434
(Bankr. N.D. Ala. 2012), the “benefit of their bargain” is described as “solely the revenues from
the project and never the full faith and credit of the municipality.” The protections of pledged
special revenues added in 1988 were added to address specific problems, including protecting the
lien on special revenue streams in chapter 9. See § 928. However, that does not necessarily mean
that modification of the contractual relationship between the parties is unavailable. Jefferson
County, 482 B.R. at 434 n.17 (“This should not be read to mean that, if applicable, other sections
of the Bankruptcy Code . . . not changed by the 1988 Amendments may not be available to modify
the contractual relations between parties to municipal special revenue financing agreements.”).
G.
If debt secured by special revenues can be impaired, in what way can it be impaired?
Section 1123(b)(1) (made applicable in chapter 9 through § 901) provides that a municipality may
in its plan of adjustment impair any class of secured claims, provide for the adjustment of any
claim belonging to the debtor, § 1123(b)(3)(A), or “modify the rights of holders of secured
claims[.]” § 1123(b)(5).
H.
A municipal debtor needs to analyze potential gain from impairment by considering
whether the special revenues arise from a closed system, and revenues from the system may not,
under state law, be used for anything outside the system.
7.

Mediation of chapter 9 plans

A.
Only the debtor can propose a plan of adjustment in chapter 9. § 941. If the plan
cannot be confirmed, the only alternative is dismissal of the case. § 930. Further, chapter 9 cases
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often involve numerous creditor groups with diverse interests, including, e.g., labor groups and
capital markets creditors.
B.
Negotiation of a consensual plan of adjustment is particularly useful in chapter 9
for various reasons.
i.
Chapter 9 is different from chapter 11, where the goal is to reorganize to
pursue profit. A municipality, on the other hand, has to strike a balance between repaying debts
and providing future public services.
ii.
The Bankruptcy Code recognizes the importance of prepetition negotiation
with creditors in chapter 9. One requirement for eligibility for chapter 9 relief is that the
municipality has either obtained agreement of a majority of creditors in each proposed impaired
class, it has negotiated in good faith with creditors but has been unable to obtain creditors’
agreement, negotiation is impracticable, or the municipality reasonably believes that a creditor
may attempt to obtain an avoidable transfer. § 109(c)(5).
iii.

Forced liquidation of the municipality’s assets is not an option.

iv.

Debt cannot be equitized.

v.

Chapter 9 case law is sparse, leading to uncertainty of outcomes if issues

are litigated.
C.

Mediation of chapter 9 cases raises some unique issues.

i.
Open meeting laws may prohibit city officials from participating directly in
the mediation sessions.
ii.
Often, there are political dynamics at play that are not necessarily logical
from a business perspective.
iii.
Mediation by its nature is confidential, which can be at odds with the
public’s right to know what its governmental bodies are doing.
iv.

The press is often interested in the case, making leaks a real problem.

v.
The Tenth Amendment and § 904 limit the court’s power to interfere with
a municipality’s political and policy choices. The court cannot appoint a mediator over the
objection of the municipality to mediate a dispute that is not directly related to chapter 9 issues,
such as determining eligibility, negotiating a plan of adjustment, or allowing a claim. In re Palm
Drive Health Care Dist., Case No. 14-10510 (Bankr. N.D. Cal. May 16, 2014) (Jaroslovsky, J.).
In that case, a health care foundation organized to support the hospital operated by the district
sought to compel the district to mediate about its proposal for how to reopen the closed hospital.
The foundation was not a creditor and had no standing to enforce any rights against the district.
The court pointed out that, under § 105, the bankruptcy court has broad equitable powers, including
the power to appoint a mediator. But that power is limited by § 904, prohibiting the court from
interfering with the political or governmental powers of the debtor. Because the dispute that the
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foundation sought to resolve through mediation did not relate to any chapter 9 issues, the court
concluded that it did not have the power to force mediation.
D.

Mediation has been used recently in a number of chapter 9 cases involving cities.
i.

Vallejo, CA:

a.
The problem - labor and debt costs exceeded revenue that had been
reduced by a recession. The City could not obtain sufficient concessions to balance its budget.
b.
ii.

Used mediation to resolve labor disputes

Town of Mammoth Lakes, CA:
a.

The problem - large judgment against the Town.

b.
Used mediation primarily to resolve issue of Town’s obligation on
a multi-million dollar judgment. State law required payment of the judgment over 10 years, at the
most. The Town did not have the resources to make the payment within 10 years. State law did
not contain any mechanism for extending the payment period or otherwise adjusting the debt to
make it affordable for the Town. The Town dismissed the case after reaching settlement.
iii.

Stockton, CA:

a.
The problem - City’s revenue had dropped precipitously due to the
housing crash; property values had dropped by more than 50 percent, leading to lower assessed
values and therefore lower taxes.
b.
Used mediation to reach agreements with many different groups,
including labor and pensioners.
c.
A big issue is pension costs; the City has high unfunded liability for
future pension payments. City decided not to reduce pensions, but reduced labor costs and other
retirement liabilities (i.e. medical coverage for pensioners and their dependents).
d.
Used mediation to reach agreements with the police union, most
capital markets creditors, and a significant creditor. Issues included how to monetize certain assets
that were subject to leases from the City, such as parking garages.
iv.

San Bernardino, CA:
a.

The problem - growing costs coupled with falling revenue.

b.
On-going mediation. City has failed to pay pension obligations.
The press has reported that CalPERS and the City have reached an interim agreement that will
help form the basis of a consensual plan. “CalPERS has Interim Agreement in San Bernardino
Bankruptcy Case,” Sacramento Bee, June 18, 2014. The mediation is now turning to other
creditors and labor.
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v.

Detroit, MI:

a.
The problem - City population has declined by 2/3 over the last 30
years, leaving greatly reduced tax base. There is wide-spread blight, which both reduces tax
revenue and increases burden on police and fire departments.
b.

Mediation used on a wide scale.
I.

Labor - negotiated many new labor contracts.

II.
Pensions - negotiated a “Grand Bargain” that, if approved by
pension creditors, will bring in more than $800 million from private foundations, the State of
Michigan, and the Detroit Institute of Arts to help fund pension liabilities going forward, reducing
the cuts in pensions that would otherwise occur. Also will result in preserving the art at the DIA
for the City.
III.
Capital markets - negotiated or attempted to negotiate
settlements with various groups of bondholders, each with different rights under state law.
Included bonds secured by special revenues from water and sewer, bonds approved by the voters
for which there was a special tax assessment above the statutory and constitutional tax limit, bonds
not approved by the voters and backed by the full faith and credit of the City, and certificates of
participation, proceeds from which were used to partially fund the unfunded liability of the pension
funds.
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Talking Point Outline
For “Consumer Potpourri: What’s Sizzling, What’s Fizzling”
Presented at National Conference of Bankruptcy Judges
October 9, 2014
By
Hon. William Houston Brown
United States Bankruptcy Judge, Retired
Professor Katherine Porter
University of California, Irvine School of Law
Selected issues from, but not limited to, the following will be discussed (likely in a different
order than listed below.)
1. Some Questions After Clark v. Rameker, 134 S. Ct. 2242 (June 12, 2014)

2. Applicability of 11 U.S.C. § 1325(b) to plan modification under § 1329

3. Charitable contributions in excess of 15% of gross annual income—entirely avoidable?

4. Questioning Brunner’s continuing validity and separate classification of student loan debt

5. Section 1306(a)(1) inheritances after 180 days postpetition—included in the estate?

6. “Straddling” tax claims as postpetition debt

7. Who gets undistributed funds on conversion from Chapter 13 to 7?

8. Estoppel applied to debtors’ scheduling of creditors
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9. Disqualification of debtors under § 109(g)(2): Conflicting Code interpretations

10. Disposable income and good faith issues related to 401(k) contributions

11. Determining “household size” for purposes of disposable income

12. Making the marital deduction from disposable income

13. Proposed Official Chapter 13 plan form and related rule changes

14. Qualified mortgage rule from CFPB (mortgage originations)

15. Zombie titles and bankruptcy solutions (In re Rose)

16. CFPB’s rulemaking on mortgage periodic statements and loss mitigation in bankruptcy

17. Successors in interest in mortgage servicing

18. Fair Debt Collection Practices Act liability for stale claims

19. Medical Bankruptcy Fairness Act, S. 2471 (Sen. Whitehouse)

20. Stopping Abusive Student Loan Collection Practices in Bankruptcy Act of 2014, H.R.
4835 (Rep. Conyers)

21. Bankruptcy Nondiscrimination Enhancement Act of 2013, H.R. 646 (Rep. Cohen)
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Jurisdiction and Authority of Bankruptcy Courts
De novo review satisfied Stern. Without deciding the issue of whether a party to a non-core
proceeding may consent to the bankruptcy court’s entry of final judgment, see footnote 4 to
opinion, the Supreme Court held that in a non-core fraudulent conveyance claim, the defendant
received de novo review by an Article III district court. The district court conducted such a review,
“concluding in a written opinion that there were no disputed issues of material fact and the trustee
was entitled to judgment as a matter of law.” Even if the bankruptcy court’s entry of judgment
was invalid, the district court’s de novo review and entry of its own judgment cured any error.
Executive Benefits Insurance Agency v. Arkison, 134 S.Ct. 2165 (June 9, 2014).
But wait, Court granted certiorari on consent and property of estate issues. Subsequent to
Executive Benefits, the Court granted certiorari on July 1, 2014, from the Seventh Circuit’s
Wellness Int’l Network, Ltd. v. Sharif, 727 F.3d. 751 (7th Cir. 2013), specifying two issues: (1)
whether the presence of a subsidiary state law property issue in a § 541 action deprives the
bankruptcy court of constitutional authority to enter final judgment; and (2) whether Article III
permits a bankruptcy court to have authority as a result of a litigant’s consent, and if so, whether
implied consent is sufficient. Wellness Int’l Network, Ltd. v. Sharif, 134 S.Ct. 2901 (July 1, 2014).
Automatic Stay
Emotional distress damages possible but not proven. Although emotional distress damages are
potentially available for intentional stay violations, when the notice of foreclosure sale was
removed on the day of the publication and the debtor did not offer evidence other than generalized
affidavits, the debtors failed to prove those damages. The Eleventh Circuit had not previously
decided whether such damages were allowable, but it reviewed the decisions of four other circuits
that had addressed the issue, concluding that emotional distress damages fell within the broad term
of actual damages in § 362(k). “At a minimum, to recover ‘actual’ damages for emotional distress
under § 362(k), a plaintiff must (1) suffer significant emotional distress, (2) clearly establish the
significant emotional distress, and (3) demonstrate a causal connection between that significant
emotional distress and the violation of the automatic stay.” Lodge v. Kondaur Capital Corp., 750
F.3d 1263 (11th Cir. 2014). See also In re Voll, 512 B.R. 132 (Bankr. N.D. N.Y. 2014) (Chapter
13 debtors failed to prove significant emotional distress damages for state taxing authority’s willful
stay violation, but debtors were entitled to attorney fees. To recover for emotional distress, debtors
must establish causal connection between distress and stay violation, and the distress must be
“distinct. . .from the anxiety and pressures inherent in the bankruptcy process.” Quoting In re
Dawson, 390 F.3d 1139, 1149 (9th Cir. 2004).).
Debtor’s attorney fees defending lender’s appeal of stay violation were incurred to remedy
stay violation. Affirming, the Ninth Circuit distinguished Sternberg v. Johnston, 595 F.3d 937
(9th Cir. 2010), holding that the Chapter 13 debtor’s attorney fees incurred in the defense of the
creditor’s appeal from the bankruptcy court’s finding of stay violation were allowed as part of the
action to remedy the stay violation. The fees at issue fell within § 362(k)’s “actual damages.”
Sternberg “does not apply to a situation where a debtor defends herself when a creditor who had
violated the automatic stay appeals that finding.” A dissenting judge expressed constitutional
5
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concern about the Bankruptcy Appellate Panel’s citation of its precedent, which had been rejected
in Sternberg. America’s Servicing Co. v. Schwartz-Tallard (In re Schwartz-Tallard), 751 F.3d 966
(9th Cir. 2014).
Attorney fee award against IRS was based on litigation cost statute. In another appeal
involving the Chapter 7 debtor’s attorney fees related to the Internal Revenue Service’s violation
of discharge injunction (see Kovacs v. United States, 614 F.3d 666 (7th Cir. 2010)), the bankruptcy
court properly applied the prior Kovacs remand instructions, with the debtor’s attorney fees
determined under 26 U.S.C. § 7430’s reasonable litigation fees, which has a statutory fee cap,
rather than under 26 U.S.C. § 7433’s damages provision. The bankruptcy court found no § 7433
damages, and its finding of $3,750 in litigation costs was affirmed. Kovacs v. United States, 739
F.3d 1020 (7th Cir. 2014).
Multiple filings not cause for in rem relief. The fact that the debtor had filed multiple cases,
maybe 16 over a number of years, without proof that those filings were part of a scheme to delay,
hinder or defraud creditors as to specific property, did not support in rem stay relief. In re Gray,
558 Fed.Appx. 163 (3d Cir. 2014).
Stay protected debtor’s possessory interest. Affirming, the Bankruptcy Appellate Panel agreed
that the automatic stay protected the debtor’s bare possessory interest in property and the mortgage
lender, which had completed prepetition foreclosure, violated the stay when it changed locks and
prevented the debtor’s access to personal property in the residence. This was an exercise of control
over property of the estate. Although under California law the debtor’s ownership interest had
ceased, there was still a possessory interest since the debtor was still occupying the residence. The
lender’s action was void. Eden Place, LLC v. Perl (In re Perl), ___ B.R. ___, 2014 WL 2446317
(BAP 9th Cir. June 5, 2014). See also In re Salov, 510 B.R. 720 (Bankr. S.D. N.Y. 2014) (Creditors
violated stay by filing and serving writ of eviction without seeking stay relief, entitling Chapter 13
debtor to compensatory and punitive damages. Debtor had possessory interest in house owned by
relatives, and mortgage had been foreclosed prepetition.).
Stay relief should have been granted for cause. Reversing and remanding, the Bankruptcy
Appellate Panel found that the mortgage lender had shown cause for stay relief, based on the
Chapter 13 debtors’ failure to make 15 of 22 postconfirmation payments. CitiMortgage, Inc. v.
Borm (In re Borm), 508 B.R. 104 (BAP 8th Cir. 2014).
Stay annulment reversed. The bankruptcy court had annulled the automatic stay, permitting the
foreclosure purchaser to complete unlawful detainer action, but the Bankruptcy Appellate Panel
held that purchaser’s sales report was not admissible into evidence under the business records
exception to hearsay. The report had been obtained by the purchaser from the trustee conducting
foreclosure sale, and it was offered into evidence to prove that the sale was completed just minutes
before the Chapter 13 case was filed. The report lacked foundational support under Fed. Rule of
Evidence 803(6) to show that it was a record regularly kept in the course of the foreclosure
purchaser’s or trustee’s business or that those parties regularly relied on the business record.
Admission of the report was prejudicial, requiring reversal of the annulment. Hudson v.
Martingale Investments, LLC (In re Hudson), 504 B.R. 569 (BAP 9th Cir. 2014).
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Judgment creditor violated stay by failing to cancel status conference on discovery.
Interrogatories had been issued in aid of the creditor’s collection effort, with a hearing set in state
court, and the creditor’s failure to take steps to cancel the hearing or discontinue the interrogatories
was a stay violation. The state court hearing was a continuation of a judicial proceeding to recover
a claim against the debtor, barred by § 362(a)(1). The creditor was given notice of the Chapter 7
filing and its failure to act accordingly made it a willful violation. Remand was required for
damage findings. Skillforce, Inc. v. Hafer, 509 B.R. 523 (E.D. Va. 2014).
IRS willfully violated stay by offset to collect non-tax debt. The government’s postpetition
setoff of the Chapter 7 debtor’s tax refund to collect a non-tax debt was a willful stay violation.
The setoff was against the tax refund for the tax year immediately preceding the Chapter 7 filing,
and the debt to be collected was an obligation to the United States Department of Rural
Development Services, resulting from a prepetition foreclosure. The offset was made under the
Department of Treasury’s program, authorizing interception of tax overpayment to satisfy
enforceable debt owed to another federal agency. 26 U.S.C. § 6402(d)(1). Discussing the split of
judicial authority, the court declined to follow IRS v. Luongo, 259 F.3d 323 (5th Cir. 2001), and
analyzed property of the estate and § 362(b)(26). The latter section excepts from the automatic
stay setoff by a governmental unit of a prepetition tax refund “against an income tax liability,”
which did not protect an offset to collect non-tax liability, absent stay relief. The government was
responsible for the debtor’s costs and fees related to the seizure, and the government must release
the $4,201 tax refund; however, the action did not justify punitive damages. The debtor’s interest
in the prepetition tax refund had become property of the estate, but the debtor had claimed
exemption. Retroactive stay relief was not appropriate, since the government knew of the
bankruptcy filing and intercepted the tax refund without seeking stay relief. Sexton v. Department
of Treasury, 508 B.R. 646 (Bankr. W.D. Va. 2014). Compare In re Pugh, 510 B.R. 862 (Bankr.
E.D. Wis. 2014) (Stay relief granted to allow IRS to offset debtor’s postpetition overpayment of
taxes against unpaid prepetition taxes, discussing the split in authority.).
Debtor and ex-husband violated stay. In a prebankruptcy divorce, the debtor’s husband had
been ordered to pay spousal support of $4,500 monthly, and the wife was ordered to hold the
husband harmless from liability on a home equity line of credit after the husband paid thirty-six
months of that debt. The wife subsequently filed Chapter 13 and obtained confirmation, but the
parties then returned to family court after the wife had defaulted on the line of credit and that
creditor obtained judgment against the ex-husband. The parties agreed in family court to a
reduction of the ex-husband’s monthly support by $750 to protect him against the debtor’s default
of her hold-harmless obligation, but the parties did not obtain stay relief before going to family
court. The result of the parties’ agreement in family court was to reduce the debtor’s monthly
income, while benefitting her ex-husband’s contingent claim at the expense of other creditors, and
that action was not excluded from the stay by § 362(b)(2). The court set alternative conditions for
the debtor and ex-husband to rectify the stay violation and correct the reduction of debtor’s
monthly income. In re Coats, 509 B.R. 836 (Bankr. W.D. Mich. 2014).
Effect of defective mailing address. Discussing the presumption of receipt of mailed notice of
the bankruptcy filing, the court discussed the factors to consider when there was a defect in the
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address. The address used by the debtor was to the correct street address but contained no suite or
floor number, and the address was an office building with 100 other companies. With a weakened
presumption of delivery, the testimony of the creditor established that the notice was not delivered,
and stay was annulled to retroactively validate foreclosure, in the debtor’s third case. In re
Cunningham, 506 B.R. 334 (Bankr. E.D. N.Y. 2014).
Avoidance
Chapter 7 trustee could not sell home with no equity. The Chapter 7 trustee filed complaint to
avoid an assignee’s unrecorded first mortgage and to preserve that lien for estate. The debtor
objected, and the debtor was current on both mortgages, which would prevent either mortgagee
from foreclosing. The debtor also had claimed homestead exemption in all equity. So long as the
mortgages remained with the lenders, the trustee would have no claim to sell the property.
Assuming the trustee avoided the unperfected mortgage, he could not sell the home in the position
of the mortgagee, since the debtor was current and no right of foreclosure existed. And, avoiding
the mortgage would not create equity, since the debtor’s $500,000 unchallenged homestead would
consume the equity created if the mortgage were eliminated. Avoidance of the unperfected
mortgage only preserves that mortgage for the benefit of the estate, but does not give the estate
ownership of the property. The trustee could sell the avoided mortgage, but if the underlying
property had been fully exempted, it no long was part of the estate for purposes of selling the
property. Distinguishing Schwab v. Reilly, the issue here was whether the trustee’s power of sale
under § 363 justified sale when there was no equity remaining for the estate after the secured
claims and the debtor’s exemption. The avoided mortgage would not carry with it the power to
foreclose in the absence of default. “The preservation of a lien entitles a bankruptcy estate to the
full value of the preserved lien—no more and no less.” Degiacomo v. Traverse (In re Traverse),
753 F.3d 19 (1st Cir. 2014).
Debtor’s transfer to husband’s corporation was constructively fraudulent. Seven months
before bankruptcy, the Chapter 7 debtor had transferred her interest in property jointly owned with
her husband to her husband’s corporation, and the transfer was constructively fraudulent, but the
district court, which had reversed the bankruptcy court, incorrectly found a resulting trust based
on the corporation’s having owned the property. The bankruptcy court made findings that no
resulting trust was proven, and the Fourth Circuit could not find this to be clear error. Since the
district court’s finding of a resulting trust was reversed, remand was required to address other
issues not reached by the district court. Anderson v. Architectural Glass Const., Inc. (In re Pfister),
749 F.3d 294 (4th Cir. 2014).
Judicial lien avoidance motion was properly served. Reviewing the “coherent scheme of
procedural due process safeguards” found in Rules 4003(d), 9014 and 7004, the debtors’ motion
to avoid a judicial lien was properly served, reversing denial of the motion. Rule 7004(h) requires
a motion involving an insured depository institution to be served by certified mail addressed to an
officer of the institution, unless one of the exceptions found in the Rule applies. These debtors’
motion was served in compliance with that Rule, when certified mail was addressed to attention
of an officer of the corporate lienholder at the address indicated on the lienholder’s proof of claim.
Since the debtors complied with the Federal Rule, it was not necessary to comply with a California
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Rule requiring service on the attorney for the creditor, as listed on the abstract of judgment. An
attorney had not appeared for the lienholder in the bankruptcy case to trigger application of Rule
7004(h)(1). The motion also sufficiently notified the lienholder of the property subject to the lien.
Frates v. Wells Fargo Bank, N.A. (In re Frates), 507 B.R. 298 (BAP 9th Cir. 2014).
Section 547(c)(8) threshold applied. In a Chapter 13 case, one debtor’s employer withheld
$858.98 as a result of prepetition wage garnishment, but the actual amount transferred to the
judgment creditor was less than $600, with the remaining amount returned to the debtor after the
creditor cancelled the garnishment. As a result, the aggregate amount was less than the $600
threshold of § 547(c)(8), preventing the avoidance of $572.78 transfer as a preference. Pierce v.
Collection Associates, Inc. (In re Pierce), 504 B.R. 506 (BAP 8th Cir. 2014).
Valuation sixteen days after petition date was not relevant for lien avoidance. The district
court vacated lien avoidance, holding that the debtor’s expert appraiser valued residential property
as of sixteen days after the petition date, and § 522(a)(2) requires that fair market value be
determined as of the petition date. There was nothing in the record to support an inference that
value related back to the petition date. Reviewing the formula for avoidance of judicial liens under
§ 522(f)(2)(A), the avoidance of two liens in their entirety was error, since there was $735.31 of
equity after two mortgages to partially satisfy the liens; therefore, on remand the bankruptcy court
may consider partial avoidance. Prangley v. Cokinos, 509 B.R. 822 (D. Maryland 2014).
Foreclosure judgment lien was not avoidable under § 522(f). The debtor sought to avoid the
lien of a foreclosing creditor, asserting that the consensual deed of trust lien merged into the
judgment for foreclosure. Even assuming that merger occurred, the foreclosure judgment stated
that the deed of trust lien would continue perfected, and § 522(f)(2)(c) states that this section’s
avoidance does not apply to judgment arising out of mortgage foreclosure. In re McCracken, 509
B.R. 329 (Bankr. D. Ore. 2014).
Judgment lien avoidable against debtor’s interest in entireties property. Considering the issue
of whether a single-filing debtor may avoid a judgment lien against tenancy by entireties property,
the court concluded that Maryland’s homestead exemption created an exception to the general rule
seen in In re Alvarez, 733 F.3d 130 (4th Cir. 2013). Maryland had opted out of the § 522(d)
exemptions, and its homestead exemption provided that the debtor “may exempt the debtor’s
aggregate interest in. . .owner-occupied residential real property.” Alvarez was a lien-stripping
case under § 506(a), in which the Fourth Circuit held that the bankruptcy court lacked jurisdiction
over a non-filing spouse’s interest in entireties property. The Maryland homestead exemption was
distinguished from Alvarez, concluding that the Chapter 7 debtor could avoid the judicial lien only
as to his interest in the residence, but not as to his non-filing spouse’s interest. Raskin v.
Susquehanna Bank (In re Raskin), 505 B.R. 684 (Bankr. D. Md. 2014).
Discrimination
Former debtor not protected in political appointment. The Wisconsin Governor had intended
to appoint an individual as interim county register of deeds but decided not to do so after learning
of her prior bankruptcy filing. The individual then sued the Governor and another governmental
official for violation of statutory and constitutional rights, but the Seventh Circuit held that the
9
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defendants had not waived qualified immunity. The defense of qualified immunity was not raised
until the answer to plaintiff’s amended complaint. The defendants, as governmental officials, had
qualified immunity from the plaintiff’s privacy and equal protection claims. The publication of
the plaintiff’s bankruptcy was not a privacy violation, since the bankruptcy was already a matter
of public record. There was no violation of the equal protection clause by the Governor’s declining
to make a discretionary appointment. Chasensky v. Walker, 740 F.3d 1088 (7th Cir. 2014).
Property of Estate and Exemptions
Surcharge of exemption violated § 522(k). The Supreme Court held, in the unanimous opinion
of Justice Scalia, that the bankruptcy court had exceeded its authority when it surcharged the
Chapter 7 debtor’s homestead exemption for the payment of a portion of the trustee’s
administrative expense. The debtor’s only significant asset was his California home, which he
valued at $363,348, and the debtor claimed the California homestead of $75,000. The debtor had
a first mortgage, apparently valid, for approximately $147,000, but he asserted that there was a
second mortgage held by an individual. After litigation, the bankruptcy court determined that the
second mortgage did not exist; the asserted second mortgage, which would have consumed all
equity in the home, was intended to prevent the trustee’s sale of the home. In the course of
prolonged litigation, including avoidance of the fraudulent deed of trust, the trustee incurred
$500,000 in attorney fees. Under these facts, the bankruptcy court, affirmed by the Ninth Circuit,
approved a surcharge of the $75,000 exemption, permitting the trustee to capture that in partial
reimbursement of incurred fees. There was appellate authority in that Circuit approving surcharge
as an equitable remedy in appropriate cases. Latman v. Burdette, 366 F.3d 774 (9th Cir. 2004).
The crux of the opinion is that specific Code provisions prevail over equitable remedies: “Section
105(a) confers authority to ‘carry out’ the provisions of the Code, but it is quite impossible to do
that by taking action that the Code prohibits.” The Law Court observed that the claimed homestead
exemption had been allowed, becoming final before the surcharge was imposed, since no one
objected to it, applying Taylor v. Freeland & Kronz, 503 U.S. 638 (1992). The Court then stated
that the surcharge contravened § 522(k), which prevented the allowed exemption from being liable
for the trustee’s attorney fees, which were administrative expenses. Law v. Siegel, 571 U.S. ____,
134 S.Ct. 1188 (Mar. 4, 2014).
Inherited IRA not exempt. The Supreme Court held that an inherited IRA does not constitute a
“retirement fund” within the meaning of 11 U.S.C. § 522(b)(3)(C). Since that Code section is
identical to § 522(d)(12), inherited IRAs would not be exempt under the latter section either.
Although the Court affirmed the Seventh Circuit’s decision, In re Clark, 714 F.3d 559 (2013), the
unanimous opinion by Justice Sotomayor is broader than the Seventh Circuit’s. The Circuit Court
had distinguished the IRA before it, one inherited from someone other than the debtor’s spouse,
from spousal inheritance, leaving open the argument that an IRA inherited from a spouse would
be exempt, but the Supreme Court held that an inherited IRA lacked the legal characteristics of
funds set aside for retirement. The Court recognized that if the heir is the original owner’s spouse,
the heir may “roll over” the IRA into his or her own IRA, while an heir of someone other a spouse
does not have the “roll over” option. Notwithstanding this distinction, the Court broadly concluded
that an inherited IRA simply does not operate like an ordinary IRA, stating that the inquiry into
exempt status is an objective one, not a case-by-case factual examination. Looking at three legal
characteristics of an inherited IRA, the heir is not able to invest additional funds in the account;
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the heir is required to withdraw the funds or take minimum annual distributions, rather than hold
the funds for retirement; and the heir may withdraw the funds without tax penalty, rather than wait
until age 59 ½, as is the case with a regular IRA. There will be litigation over the extent to which
the opinion has impacts on state-law exemptions for retirement funds. Clark v. Rameker, 134 S.Ct.
2242 (June 12, 2014)
Debtor’s homestead limited to dollar amount claimed and nondebtor spouse’s interest
protected in forced sale. Affirming, the bankruptcy court had authority to order a sale of the
home that was subject to the nondebtor spouse’s homestead rights, without deciding the monetary
amount of those rights. This property was acquired before enactment of BAPCPA, and was titled
only in the name of the subsequent debtor. Less than 1215 days after the property was acquired
by the debtor, a creditor filed an involuntary Chapter 7 case, which was subsequently converted
by the individual debtor to Chapter 11. Although the debtor claimed unlimited homestead, §
522(p) limited the homestead to that statute’s dollar cap, at the time of filing $136,875. Section
363 authorizes a forced sale, even though a third party holds an interest in the property, and a
decision from the Texas Supreme Court supports the right of sale under federal law that is
enforceable against a non-debtor spouse, even though that non-debtor has homestead rights. As
to whether the spouse’s homestead was capped by § 522(p), it was stipulated that the residence
was the separate property of the debtor, or the property of the debtor’s sole management
community, or was the joint management community of both spouses. Although the non-debtor
spouse had homestead rights, the question was the value of those rights, and the parties had not
sufficiently briefed the calculation of value. “Neither argues that the determination by Congress
to permit an exemption of $136,875 [the then cap under § 522(p)] for a debtor such as Mr. Kim
would not be just compensation for Mrs. Kim’s homestead interest since $136,875 in proceeds
would be impressed with her homestead rights. The Kims have not adequately briefed their claim
that a taking would occur unless Mrs. Kim is compensated more than the $136,875 exemption.”
The Kims also did not address the applicability of § 363(j), and the Court did not express an
opinion as to whether she was entitled to compensation under that section.
Kim v. Dome
Entertainment Center, Inc. (In re Kim), 748 F.3d 647 (5th Cir. 2014).
Objection to tenancy by entirety exemption in vehicles sustained. Affirming, the Chapter 7
trustee objected to the debtor’s § 522(b)(3)(B) claimed tenancy by entirety ownership of three
vehicles, when the certificates of title contained only the debtor’s name. Under Delaware law, the
certificates of title provided presumptive evidence of ownership, and the debtor had the burden of
rebutting that presumption. There was no evidence that the funds for purchase of the vehicles
came from jointly-held marital funds, and the debtor failed to carry the rebuttal burden. In re
Scioli, ___Fed.Appx.___, 2014 WL 2119187 (3d Cir. May 22, 2014).
Sale of Texas homestead. Texas law requires that proceeds from the sale of homesteads must be
reinvested in another homestead within six months, and when debtor did not reinvest within that
time, the proceeds became nonexempt property of estate. The Fifth Circuit had previously held
that the six-month limit was an “integral feature” of Texas homestead exemption, and that “this
essential element of the exemption must continue in effect even during the pendency of a
bankruptcy case.” In re Zibman, 268 F.3d 298, 301 (5th Cir. 2001). Even though in this case the
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debtor sold his homestead postpetition, absent reinvestment within six months, the sale “voided
the proceeds exemption, regardless of whether the sale occurred pre- or post-petition.” Moreover,
the holding did not violate § 522(c). Viegelahn v. Frost (In re Frost), 744 F.3d 384 (5th Cir. 2014).
Exception from normal judicial estoppel. The debtor was not barred from pursuing cause of
action when failure to schedule was attorney’s mistake, and debtor’s exemption offset any motive
to conceal. Javery v. Lucent Technologies, Inc., 741 F.3d 686 (6th Cir. 2014)
Turnover to trustee not restricted to property of estate at time motion filed. The Chapter 7
debtor had a checking account at commencement of case, with an account balance, and the Ninth
Circuit held that the plain language of § 542(a) permitted turnover against an entity at any time
during the pendency of the case, even if that entity no longer had possession, custody or control
over the property at the time the motion is filed. When the debtor has or had possession of the
property at some point during the case, turnover is not restricted to possession at the time the
trustee filed the motion. Moreover, § 542(a) permits recovery of the “value of the property,”
indicating that if the entity no longer has possession of the property, the trustee still has a remedy.
The Court examined pre-Code turnover practice, as well as current § 542(a) in context with other
Code provisions. The Court disagreed with conflicting authority from the Eighth Circuit, In re
Pyatt, 486 F.3d 423 (8th Cir. 2007). Shapiro v. Henson, 739 F.3d 1198 (9th Cir. 2014).
Assets acquired for fledgling outdoor guide business were exempt. Affirming, the bankruptcy
court did not err in finding that firearms, boats, camper, all-terrain vehicle, trailers and fishing
equipment that the Chapter 7 debtor had acquired for use in a fledgling business of outdoor guiding
were exempt as tools of trade under Colorado’s statute. That statute permitted $20,000 exemption
in tools of trade used “for the purpose of carrying out any gainful employment.” Although the
business had not yet operated at a profit, and “gainful employment” was not defined in the statute,
“whether or not gainful is synonymous with profitable has not been addressed within a bankruptcy
context in any meaningful way,” which is attributable in part to the unique use of that term in
Colorado’s statute. See opinion at n. 37. While “complete disregard for profitability with respect
to the term ‘gainful employment’ . . .would be difficult to justify,” the debtor was actively engaged
in promoting the new business, had developed an expertise in the field and losses of the business
were attributable to the start-up costs. The party objecting to the exemption must prove by a
preponderance of the evidence that the debtor’s occupation is unlikely to contribute to the support
of the debtor and his family in any significant way within a reasonable period of time.” Under
specific facts of the case, the trustee failed in that burden. Larson v. Sharp (In re Sharp), 508 B.R.
457 (BAP 10th Cir. 2014).
Chapter 7 debtor entitled to state homestead increased one week before filing. The
Bankruptcy Code and Ohio exemption statute pointed to the petition date as the time for
determining entitlement to specific exemptions and the exemption amount. Although uncodified
language of the Ohio General Assembly purported to limit application of the increased homestead
amount to creditors’ “claims accruing” on or after the amendment’s effective date, this language
was silent as to application in bankruptcy and the codified language of the Ohio homestead
exemption made it clear that the debtor’s interest was determined as of the bankruptcy petition
date. The bankruptcy was filed after the effective date of the increase in the homestead from
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$21,625 to $125,000, and allowing exemption in the increased amount did not retroactively divest
creditors of substantive or vested rights. Moreover, under § 522(c) and majority authority, the
Bankruptcy Code preempts application of the uncodified language—to apply that language in this
case would cause creditors whose claims “accrued” before the amendment to be excepted from the
increased homestead exemption, while creditors whose claims “accrued” after the increase would
be subject to the increased exemption. In re Kyle, 510 B.R. 804 (Bankr. S.D. Ohio 2014).
“Separate filing rule” applied to tax refund. Reversing, the district court held that when the
Chapter 7 trustee and debtors disagreed about how much of a tax refund belonged to the estate, the
IRS’s “separate filing rule” should be applied, rather than a “50/50 rule.” The debtor claimed that
all of a refund from a joint tax return was attributable solely to the nondebtor wife’s overpayment,
and the trustee insisted on receiving one half of the refund. “Specifically, the formula is based on
IRS Revenue Ruling 74-611 which states that when a husband and wife file a joint return, each
spouse has a separate interest in the jointly reported income and a separate interest in
overpayment.” The formula must take into account the respective spouse’s withholdings, income
and contributions as a whole, as well as tax credits attributable to each spouse. Lee v. Walro (In
re Lee), 508 B.R. 399 (S.D. Ind. 2014).
Debtor’s exemption under resulting trust theory denied. The debtor-wife claimed exemption
in a vehicle that was titled in debtor-husband’s name, asserting that she owned the vehicle under a
resulting trust; however, under Massachusetts law requirements for a resulting trust, there was not
clear evidence that the parties intended a trust relationship when the car was purchased and titled
only in the husband. The wife’s exemption claim was denied. In re Frankel, 508 B.R. 527 (Bankr.
D. Mass. 2014).
Social Security Act protects benefits. Rejecting the Chapter 7 trustee’s argument that Social
Security benefits could be reached on equitable grounds when the debtor did not have present need
for the benefits that had been paid and were held in bank account, the court applied Law v. Siegel
to hold that it lacked such equitable authority. Moreover, “§ 407(a) [of the Social Security Act]
implements a three-pronged protective regime for social security benefits, both paid and payable,”
including protecting those benefits from the operation of bankruptcy laws. In re Franklin, 506
B.R. 765 (Bankr. C.D. Ill. 2014).
Interest in retirement plan received through marital dissolution decree was exempt. The
Chapter 7 debtor received $80,000 interest in former husband’s tax-qualified employee retirement
plan in a marital dissolution decree, and the funds were entitled to Illinois exemption, despite fact
that the transfer meant that proceeds were no longer in hands of employee who had funded the
plan. Under Illinois law, the retirement plan was marital property before the entry of marital
dissolution, and the debtor’s interest became quantified as her separate property on entry of the
decree. Although that interest became property of the Chapter 7 estate, it was exempt,
distinguishing In re Clark, 714 F.3d 559 (7th Cir. 2013). “The critical factor in Clark was that the
IRA’s retirement attributes had been lost upon inheritance by a non-spouse. In contrast, a
retirement plan transferred pursuant to a QDRO is done expressly for the purpose of preserving
the retirement nature of the plan.” The trustee’s objection to exemption was overruled. In re West,
507 B.R. 252 (Bankr. N.D. Ill. 2014).
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New objection period only for those amended exemptions. Under Bankruptcy Rule 4003(b)
and the majority of opinions applying it, the filing of an amended list of exemptions does not restart
the objection period for original exemptions, with a new 30-day objection period applying only
for those exemptions that were amended. In re Walker, 505 B.R. 217 (Bankr. E.D. Tenn. 2014).
Debtor-husband not entitled to wildcard exemption in inheritance of debtor-wife. The
Chapter 7 debtor-husband had no separate property interest in an inheritance received by his
debtor-wife, rejecting the argument that the husband had an exemptible property interest based on
equitable distribution rights that could be asserted in an unfiled divorce proceeding or probate.
Under the majority view, “a spouse has no present property interest in the separate property of the
other spouse unless and until the contingency occurs.” Moreover, § 541(a)(5) defines property of
the estate to include property acquired by “bequest, devise, or inheritance” within 180 days after
the petition filing. In re Hampshire, 505 B.R. 668 (Bankr. E.D. Pa. 2014).
Debt Relief Agency
Petition preparers acted as more than referral service. Affirming bankruptcy court’s finding
that individual and wholly-owned corporation acted as bankruptcy petition preparers, they violated
disclosure requirements in advertising, failed to provide required notices to customers,
misrepresented services that were provided, and caused untrue statements to be made in
bankruptcy documents. Violations justified injunctive relief, disgorgement of fees and liquidated
damages. Jonak v. McDermott, 511 B.R. 586 (D. Minn. 2014).
Debt relief agency did not provide reasonably equivalent value to debtor. In Chapter 7
trustee’s § 548 complaint, the court found that a debt resolution entity acted as a debt relief agency,
failing to perform required duties and making misrepresentations to the debtor, justifying $28,000
civil penalty under § 526. Moreover, the debtor did not receive reasonably equivalent value for
$7,000 that was paid to agency, which agreed to negotiate at least 35% reduction in debts, but
agency failed to settle any debt, applying bulk of prepetition payments to its fee. Henderson v.
Legal Helpers Debt Resolution, L.L.C. (In re Huffman), 505 B.R. 726 (Bankr. S.D. Miss. 2014).
See also In re Falck, 503 B.R. 904 (Bankr. S.D. Fla. 2014) (Individuals preparing and executing
debtor’s petition were non-attorney bankruptcy petition preparers, who filed false disclosure of
fees, with preparers ordered to disgorge $7,600 fees and enjoined from acted as bankruptcy petition
preparers in any district.).
Chapter 7 Issues
Eligibility
Filing 47 days after voluntary dismissal and two stay relief motions was Rule 9011 violation.
The debtors voluntarily dismissed their Chapter 11 case after the filing of two stay relief motions,
but then filed a Chapter 7 case 47 days later. Under Rule 9011, a debtor’s attorney must perform
reasonable investigation of facts and law before filing a pleading, and the refiling was a Rule 9011
violation, as one for improper purpose to delay state foreclosure proceeding. Admonishment of
attorney and monetary sanction of reasonable attorney fees for creditor were appropriate. In re
Terron Hernandez, ___ B.R. ___, 2014 WL 2467974 (Bankr. D. Puerto Rico June 2, 2014). See
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also Desiderio v. Parikh (In re Parikh), 508 B.R. 572 (Bankr. E.D. N.Y. 2014) (Numerous
inconsistencies in Chapter 7 and 13 schedules showed lack of pre-filing investigation by debtor’s
attorney, justifying sanction for Rule 9011 violation, but sanction was publication of decision, with
no attorney fees awarded against attorney or debtor.).
Chapter 7 Trustee
Trustee entitled to commission compensation absent extraordinary circumstances. Unless
there are extraordinary circumstances, the Chapter 7 trustee’s commission must be based on §
330(a)(7)’s commission calculation, which refers to § 326. Noting a split of judicial authority
subsequent to BAPCPA, the Fourth Circuit cited as persuasive authority, Hopkins v. Asset
Acceptance LLC (In re Salgado-Nava), 473 B.R. 911 (BAP 9th Cir. 2012). The bankruptcy court
should determine maximum statutory commission under § 326(a) and then determine if there are
extraordinary circumstances to show that the commission is unreasonable. Gold v. Robins (In re
Rowe), 750 F.3d 392 (4th Cir. 2014).
Trustee could employ own firm as counsel. The Chapter 7 trustee had burden to show that
employment of her own firm to represent trustee was in best interest of the estate. Reviewing the
trustee’s statutory duties and the basis for employment of counsel under the Code and Rules, the
court provided the following guidelines for an application: (1) state why the employment of an
attorney is necessary; (2) identify the person to be employed; (3) set forth why the particular
selection was made; (4) set forth the range of potential services to be rendered; (5) set forth
contemplated fee arrangement; and (6) set forth all connections of the person to be employed with
the debtor, creditors, any party in interest, and the United States trustee. If the application seeks
to employ the trustee’s own firm or attorneys in that firm, the application must set forth why that
is in the best interests of the estate in order to satisfy § 327(d). In re Edwards, 510 B.R. 554
(Bankr. S.D. Texas 2014).
Means Test
Nondischageable student loans are not priority debts for means test. The mere fact that
$240,000 student loan debt would be nondischargeable, in absence of undue hardship proof, did
not make it priority debt for purposes of the means test calculation, nor did the fact that the student
loan debt was substantial constitute a special circumstance—the debtors put on no proof to support
special circumstance finding. In Matter of Martin, 505 B.R. 517 (Bankr. S.D. Iowa 2014).
Current monthly income includes pay earned in six-month look-back, even though received
afterwards. Concluding that the date of receipt of pay was not determinative, § 101(10A)’s
definition of current monthly income included pay that “derived” during the six months. Also,
reviewing what other courts had held, the debtor’s prepetition wage garnishment was not a
deductible expense, since the automatic stay prevented the garnishment from being an ongoing
expense. And, the debtors’ monthly student loan payments were not a special circumstance
rebutting the presumption of abuse. The U.S. trustee’s motion to dismiss for abuse was granted,
with opportunity for the debtors to convert to Chapter 13. In re Strickland, 504 B.R. 542 (Bankr.
D. Minn. 2014).
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Ability to pay 24% to unsecured established cause for dismissal. Under totality-ofcircumstances test, United States trustee established that debtor had ability to pay 24% of
unsecured debt in Chapter 13, and under In re Seafort, 669 F.3d 661 (6th Cir. 2012), after
retirement plan loan would be repaid funds were then available to Chapter 13 plan. In re Pittman,
506 B.R. 496 (Bankr. S.D. Ohio 2014).
Priority Claims
Payment of priority, nondischargeable tax did not subrogate debtors to rights of tax
authority. In their schedules, the Chapter 7 debtors admitted liability for prepetition sales and
withholding taxes, which fell within § 507(a)(8)(C) and § 523(a)(1)(A)’s exception from
discharge. The case administration continued after the grant of discharge, and the debtors had
negotiated with the state an amount of nondischargeable taxes, which they had substantially paid.
The debtors then sought reimbursement from the trustee of their tax payments, but adopting the
majority view, the court held that the debtors, rather than the bankruptcy estate, were liable for
nondischargeable taxes and they were not subrogated to the rights of the state taxing authority.
The debtors had no right to reimbursement. In re Lettieri, 506 B.R. 208 (Bankr. W.D. N.Y. 2014).
Discharge and Dischargeability
State’s Single Business Tax of defunct company was nondischargeable excise tax in former
officer’s case. Michigan’s Single Business Tax owed by a defunct company, of which the Chapter
7 debtor had been an officer, was an excise tax under § 507(a)(8)(E), and the debtor’s derivative
liability on that tax was excepted from discharge under § 523(a)(1)(A). “Because whether a tax is
an ‘excise’ or not does not depend upon who is required to pay it, section 507(a)(8)(E)’s reference
to ‘excise tax’ denotes only the nature of the assessment, not who is ultimately required to pay the
assessed funds.” Michigan’s statute placed derivative liability on the former officer. Rizzo v. State
of Michigan Department of Treasury (In re Rizzo), 741 F.3d 703 (6th Cir. 2014).
Late-filed state income tax returns qualified as “returns” for discharge. Interpreting
BAPCA’s hanging paragraph definition of “return,” § 523(a)(1)(B) excludes from discharge those
tax liabilities for which a return was never filed, but this debtor filed returns, albeit late, and there
was no contention that the state prepared returns for the taxpayer. Under Massachusetts state law,
a “return” was defined as a “taxpayer’s signed declaration of the tax due, if any, properly
completed by the taxpayer or the taxpayer’s representative on a form prescribed by the
Commissioner and duly filed with the Commissioner.” There is no timeliness requirement in this
state definition. “In other words, the determination is controlled by what the debtor filed, not
when.” In this case, the debtor’s late-filed returns supported discharge of the relevant state income
taxes. Gonzalez v. Massachusetts Department of Revenue (In re Gonzalez), 506 B.R. 317 (BAP
1st Cir. 2014).
Debtor’s late tax return did not qualify as “return” for § 523(a)(1)(B). BAPCPA’s definition
of “tax return” in hanging paragraph of § 523(a) does not exclude the pre-BAPCPA test found in
Beard v. Commissioner, 793 F.3d 139 (6th Cir. 1986); rather, the definition incorporated the Beard
factors to determine the meaning of a “return.” The court discussed the majority and minority
views on the issue. The return filed by the debtor seven years after it was due and more than three
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years after IRS prepared a substitute return did not qualify as a “return” for purposes of discharge.
IRS v. Smith (In re Smith), ___ B.R. ___, 2014 WL 1727011 (N.D. Cal. Apr. 29, 2014). Compare
Pendergast v. Massachusetts Dept. of Revenue (In re Pendergast), 510 B.R. 1 (BAP 1st Cir. 2014)
(Section 523(a)’s definition replaced Beard test but “a late-filed, post-assessment Massachusetts
state income tax return does not qualify as a return for discharge purposes.” Under prior holding
of In re Gonzalez, 506 B.R. 317 (BAP 1st Cir. 2014), a late return is treated as a return under that
state’s law, but when the return is filed after the state’s assessment, the treatment changes, and the
taxes related to that post-assessment return were not dischargeable.).
Bankruptcy court has constitutional authority to enter monetary judgment in
dischargeability action. The Sixth Circuit held that Stern v. Marshall did not deprive the
bankruptcy court of constitutional authority to enter final monetary judgments as a part of a
dischargeability determination. The bankruptcy court had found four loans to be nondischargeable
debts under § 523(a)(2)(B) and also determined the monetary amounts. Stern did not alter the
reasoning of the Sixth Circuit’s pre-Stern decision that the bankruptcy court could enter final
monetary judgment in such proceedings, In re McLaren, 3 F.3d 958 (6th Cir. 1993). Hart v.
Southern Heritage Bank (In re Hart), ___ Fed.Appx. ____, 2014 WL 1663029 (6th Cir. Apr. 28,
2014). See also Ray Cai v. Shenzhen Smart-In Ind. Co., Ltd. (In re Ray Cai), ___ Fed.Appx. ____,
2014 WL 1647730 (9th Cir. Apr. 25, 2014) (“Determining the scope of the debtor’s discharge is a
fundamental part of the bankruptcy process, and determining whether a claim against a creditor is
discharged under § 523(a)(2)(A) does not raise any issues of state law.”).
Fraudulent intent was actually litigated in prepetition slander of title suit. Applying Illinois
law for whether the debtor’s fraudulent intent was actually litigated for purposes of collateral
estoppel, it is only required that the parties disputed the issue and that the trier of fact resolved the
issue—actual litigation does not mean “thoroughly litigated.” The debtor’s fraudulent intent was
a necessary element of the state court’s decision in a slander of title suit, with the state court finding
that the debtor acted fraudulently and with malice, which findings formed the basis for punitive
damages. The debt was nondischargeable under §§ 523(a)(2)(A) and (a)(6). Gambino v. Koonce,
___ F.3d ____, 2014 WL 2959130 (7th Cir. July 2, 2014). See also Cherry v. Neuschafer (In re
Neuschafer), 2014 WL 2611258 (BAP 10th Cir. June 12, 2014), slip copy, for discussion of issue
preclusion and effect of default judgment.
No abuse of discretion in denying amendment of complaint from § 523(a)(6) to § 523(a)(2).
The plaintiff filed a timely complaint under § 523(a)(6), but the bankruptcy court found no
evidence to support action under that section, and denied the plaintiff’s request to amend to plead
§ 523(a)(2)(A). The request was made seventeen months after the complaint’s filing and just one
week before scheduled trial. Rule 15(a)’s liberal amendment policy does not excuse lack of
diligence, and the bankruptcy court did not abuse its discretion in denying amendment, when there
was no explanation for the seventeen-month delay. Zullo v. Lombardo (In re Lombardo), 755 F.3d
1 (1st Cir. 2014).
Creditors justifiably relied under § 523(a)(2)(A). The Chapter 7 debtor had been hired to build
a vacation home, and the creditors justifiably relied on the builder’s false representation that he
would work exclusively on their vacation home, devoting all of particular payments to winterize
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the home. The bankruptcy court’s holding that a portion of the construction payments was
excepted from discharge was affirmed. Falcone v. Ragonese (In re Ragonese), 505 B.R. 605 (BAP
1st Cir. 2014).
Imputing agent’s fraud requires that debtor knew or should have known of agent’s fraud.
When record did not establish that debtor knew or had reason to know of sales agent’s
misrepresentation to judgment creditor, agent’s fraud was not imputed to debtor/principal.
Decisions from the Supreme Court, including Bullock v. BankChampaign, N.A., 133 S.Ct. 1754
(2013), “appear to cut strongly against applying imputed fraud under § 523(a)(2)(A) to except a
debt from discharge in the absence of showing of culpability on the part of the debtor.” Sachan v.
Huh (In re Huh), 506 B.R. 257 (BAP 9th Cir. 2014).
Debt to county for supporting incarcerated child was domestic support obligation.
Affirming, the county probation office did not violate discharge injunction when it attempted
collection from the debtor, because the debt was nondischargeable domestic support obligation.
The debt arose from the county’s expenses in providing the debtor’s minor son with necessary
food, clothing, personal supplies and medical care while the son was incarcerated for almost two
years. A California statute provides that a parent is liable for reasonable costs of support of a
minor child who is incarcerated pursuant to an order of the juvenile court, with a statutory limit of
$30 per day. The county continued collection efforts after the debtor received Chapter 7 discharge.
At the first hearing, the bankruptcy court issued a tentative ruling, concluding that the debt was
not covered by §§ 523(a)(5) and 101(14A), but after further briefing by the parties and prior to
second hearing that court issued another tentative ruling reversing its conclusion. The bankruptcy
court did not err in considering additional authority or requesting further briefing. The debt to the
county fell within § 101(14A)’s definition of domestic support obligation, as a prepetition debt
owed to a governmental unit, incurred for the support of the debtor’s child as “assistance provided
by a governmental unit,” and the debt was established prebankruptcy by an order of a state court.
The debt had not been assigned to the government for collection. BAPCPA broadened categories
of creditors protected from discharge by § 523(a)(5), and the debt to county was excepted from
discharge. Rivera v. Orange County Probation Dept. (In re Rivera), 511 B.R. 643 (BAP 9th Cir.
2014).
Debt owed to husband’s ex-wife and her attorney was not domestic support obligation. In
prebankruptcy litigation, the Chapter 7 debtor and her husband had judgment against them jointly
for $280,000 attorney fees related to fraudulent transfer action filed by husband’s former wife.
The fraudulent transfer action was part of the husband’s marital dissolution proceedings. The
debtor filed the adversary proceeding, seeking determination that the debt owed to the husband’s
former wife and her divorce attorney was not excepted from discharge. In both §§ 523(a)(5) and
(15), the phrase “’spouse, former spouse, or child’ on its face appears to specify to whom the debt
must be owed for nondischargeability to apply.” The Panel acknowledged that some courts had
construed the phrase by “choosing to focus on the ‘nature’ of the underlying debt as determining
the applicability of the statute. . . .One thing is clear from all of these [cited] cases. Even when the
debt was not directly payable or owed to the spouse, former spouse or child of the debtor, the
bounty of that debt had flowed to one of those family members explicitly covered by the statute,
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or that discharge of the debt would have adversely impacted the finances of one of those explicitlycovered family members.” Here, the debtor’s obligation to her husband’s ex-wife and her divorce
attorney was not related to a familial relationship—it was not owed to the debtor’s former spouse.
Even though the state court had joined the debtor as a party in the fraudulent transfer action, which
gave rise to the judgment, that did not mean that the debt was covered by §§ 523(a)(5) or (15).
Bendettti v. Gunness (In re Gunness), 505 B.R. 1 (BAP 9th Cir. 2014).
Failure to comply with divorce obligations was willful and malicious injury. Chapter 7
debtor’s repeated refusal to comply with divorce decree’s requirement for him to transfer marital
assets to his ex-wife was a willful and malicious injury for purposes of § 523(a)(6). There was an
objective substantial certainty of harm to the former spouse by the debtor’s failures. Shankle v.
Shankle (In re Shankle), 554 Fed.Appx. 264 (5th Cir. 2014).
Sale of counterfeit watches was willful and malicious injury to trademark owner. Debtor’s
sale of hundreds of watches that bore counterfeit Rolex trademarks was willful and malicious
injury to owner of trademark. Goaz v. Rolex Watch U.S.A., Inc. (In re Goaz), 559 Fed.Appx. 377
(5th Cir. 2014).
Landlords committed willful and malicious injury by eviction. After the state court announced
oral ruling of judgment for tenant in forcible entry and detainer action, and landlords were in
courtroom at ruling, the landlords committed willful and malicious injury to tenant when they
proceeded with eviction. The state court had determined $104,000 damages, including tenant’s
attorney fees. Brown v. Ausley (In re Ausley), 507 B.R. 234 (Bankr. W.D. Tenn. 2014).
“Intervention fees” imposed by State Department of Corrections not covered by § 523(a)(7).
The pro se Chapter 7 debtor reopened discharged case to determine if the Missouri Department of
Corrections violated the discharge injunction, and the issue was whether $90 withheld from the
debtor/prisoner’s inmate fund account was excepted from discharge as a fine, penalty or forfeiture.
The $90 was an intervention fee that was authorized under state law to fund the State’s Probation
and Parole Board’s community corrections and intervention services for offenders, including
services related to transition from prison to society. Although the fee was payable to and for the
benefit of a governmental entity, it was not imposed as a part of the debtor’s criminal sentence.
The court focused on the nature of fines, penalties and forfeitures “as in essence takings grounded
in wrongful acts and effectuating a punishment therefor,’” quoting In re Soileau, 488 F.3d 302,
310-11 (5th Cir. 2007). This intervention fee was not for the purpose of punishment but for
transition assistance; as such, the fee was not penal in nature and was not a debt excepted from
discharge under § 523(a)(7). Although the collection violated the discharge injunction, the remedy
was to restore the $90 to the debtor’s account, with no further sanction. In re Miller, 511 B.R. 621
(Bankr. W.D. Mo. 2014).
Eighth Circuit affirms remand to determine discharge of each student loan. The Bankruptcy
Appellate Panel had remanded for the bankruptcy court to determine undue hardship on loan-byloan basis, and the Eighth Circuit affirmed. There were fifteen different student loans, and partial
discharge was not an available remedy for the totality of the student loans, but the remand was not
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an abuse of discretion. Conway v. Nat’l Collegiate Trust (In re Conway), 559 Fed.Appx. 610 (8th
Cir. 2014).
Highly educated 63-year old debtor did not prove undue hardship. Affirming the bankruptcy
court, although the debtor had been unemployed since 2002, last working as president of a
corporation, the debtor was highly educated and was not burdened with other significant debt.
Although close to retirement age, the prolonged unemployment did not support discharge, since
the debtor still had significant time left to work in potential high-income jobs. The court did not
consider the debtor’s failure to participate in the Ford Income Contingent Repayment program to
be a factor of great significance. The court used the totality-of-circumstances test for undue
hardship, commenting that the differences between that test and the Brunner test were “modest.”
Murphy v. Educational Credit Management Corp., 511 B.R. 1 (D. Mass. 2014).
Debt to individual co-signer was nondischargeable for “funds received as an educational
benefit.” An individual cosigned student loan for Chapter 7 debtor, and after debtor’s default, the
individual paid the lender. Discussing the expansion of § 523(a)(8)(A)(ii) to cover “an obligation
to repay funds received as an educational benefit,” the dispute did not involve undue hardship, but
whether the obligation was an “educational benefit.” The loan itself clearly fell within that term,
and the court discussed whether the plaintiff was a coborrower, guarantor or accommodation party
under applicable Ohio law, concluding that the plaintiff was at least an accommodation party on
the credit agreement. As an accommodation party, the plaintiff had the right of subrogation,
stepping into the shoes of the original lender. Under § 523(a)(8)(A)(ii), there is no requirement
that the obligation be related to a governmental unit or a nonprofit institution. Citing Benson v.
Corbin (In re Corbin), 506 B.R. 287 (Bankr. W.D. Wash, 2014), a case with similar facts, the court
concluded that the focus of § 523(a)(8)(A)(ii) is not on the original lender, but on whether the
obligation is to “repay funds received as an educational benefit.” The obligation to the cosigner
fell within the statute’s broad reach for exception to discharge. Brown v. Rust (In re Rust), 510
B.R. 562 (Bankr. E.D. Ky. 2014).
Obligation to private university was dischargeable. Also considering the 2005 expansion of §
523(a)(8)(A)(ii) to cover “an obligation to repay funds received as an educational benefit,
scholarship, or stipend,” the court examined case law under that section, concluding that the
obligation at issue was not excepted from discharge. The Chapter 7 debtor had signed promissory
notes to a private university, in exchange for tuition credits—this was university’s way of allowing
the debtor to take classes. But, no funds changed hands; therefore, the court concluded that the
obligation did not fall within § 523(a)(8)(ii)’s requirement of “an obligation to repay funds.”
Institute of Imaginal Studies v. Christoff (In re Christoff), 510 B.R. 876 (Bankr. N.D. Cal. 2014).
Marital settlement agreement’s obligation to hold spouse harmless from credit card debt
gave rise to implied indemnity right for purposes of § 523(a)(15). Under California law, the
Chapter 7 debtor’s promise in marital settlement agreement to pay credit card debt and hold wife
harmless was enforceable, even though the agreement did not include indemnification language.
Section 523(a)(15) does not require that the obligation be paid directly to the former spouse, and
under California law, the debtor’s obligation was an implied indemnification claim. The former
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spouse had paid the credit card debt upon the debtor’s failure to do so, resulting in damages.
Francis v. Wallace (In re Francis), 505 B.R. 914 (BAP 9th Cir. 2014).
Fee awards under § 523(d) and “special circumstances.” The debtor had successfully defended
a fraud-based compliant dealing with a consumer debt, and the bankruptcy court found that the
plaintiff was not substantially justified in pursuing the § 523(a)(2) complaint, but the requested
fees were reduced under a determination of “special circumstances.” The Bankruptcy Appellate
Panel held that § 523(d)’s “special circumstances” required complete disallowance, not reduction,
of fees, and complete disallowance was not justified on the record in this case. The bankruptcy
court had found that the requested fees were reasonable, and with that finding there was no
authority to reduce the fees. Daecharkhorn v. Waugh Real Estate Holdings, LLC (In re
Daecharkhom), 505 B.R. 898 (BAP 9th Cir. 2014).
Transfer by attorneys of partnership assets was with intent to hinder, delay or defraud.
Affirming, the Eleventh Circuit agreed with the findings that two attorneys could not discharge in
Chapter 7 their debt to another law firm. The evidence supported findings that the attorneys
entered into a secret settlement that forced another law firm out of bad faith litigation, knowing
that their conduct would harm the other law firm by depriving it of compensation. This action was
a willful and malicious injury. Also, the two attorneys transferred assets from their partnership,
which had filed unsuccessful Chapter 11, less than one year before they filed individual Chapter 7
cases. These transfers were by insiders, with intent to hinder, delay or defraud creditors of the
insiders, constituting cause for discharge denial under §§ 727(a)(2) and (a)(7). Kane v. Stewart,
Tilghman Fox & Bianchi PA (In re Kane), ___ F.3d ___, 2014 WL 2884603 (11th Cir. June 26,
2014).
Failure to keep records justified denial of discharge. The plaintiffs were investors and received
two checks signed and negotiated by the debtor, which checks were returned for insufficient funds,
giving the plaintiffs standing as creditors to object to discharge. The bankruptcy court did not err
in finding that the debtor failed to maintain and preserve adequate financial records and that the
discharge would be denied under § 727(a)(3). Hussain v. Malik (In re Hussain), 508 B.R. 417
(BAP 9th Cir. 2014).
Stipulation by debtor and creditor to extension of time for discharge complaint not effective.
The pro se Chapter 7 debtor agreed with a creditor to extend the time to file a § 727 complaint,
and the complaint was filed within the agreed extension. However, the agreement did not comply
with Rule 4004(a)(1)’s provision that the court may for cause extend the time, on motion filed
before the original time expired. No motion was filed in this case and the Ninth Circuit had
interpreted rules regarding a debtor’s discharge strictly. The creditor could not rely on the debtor’s
agreement, when an extension was dependent on compliance with the Rule and the court’s grant
of an extension. The complaint was properly dismissed. Shahrestani v. Alazzeh (In re Alazzeh),
509 B.R. 689 (BAP 9th Cir. 2014).
One-year lookback in § 727(a)(2)(A) is not subject to equitable tolling. In issue of first
impression in Ninth Circuit, the Bankruptcy Appellate Panel held that § 727(a)(2)(A)’s one-year
lookback period is a statute of repose, not subject to equitable tolling. The Chapter 7 debtor was
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a former dentist, and a medical malpractice judgment had been entered against him. Before that
judgment, the debtor had executed a revocable living trust, with the res consisting of real property
that the debtor had owned for years, but the debtor did not execute a quitclaim deed to the trust for
a couple of years. The debtor then filed two Chapter 13 cases, which were dismissed, and the
quitclaim deed was recorded two days before the first Chapter 13 was dismissed. The debtor’s
third bankruptcy was this Chapter 7, and the judgment creditor filed a § 727(a) complaint, alleging
that the transfer to the trust was fraudulent. The BAP found that the language of § 727(a)(2)(A)
did not expressly provide for tolling, unlike some Bankruptcy Code sections, such as §§ 108 and
523(a)(8)(A). The Panel then discussed the difference in statutes of repose and limitations, with
equitable tolling applicable only to limitations periods. The Panel also held that the doctrine of
“continuing concealment” did not apply here, since the debtor did not attempt to conceal any
“interest” in the property into the year before filing his Chapter 7 case. The Panel distinguished
concealment of an “interest” in the property from concealment of the transfer to the trust. DeNoce
v. Neff (In re Neff), 505 B.R. 255 (BAP 9th Cir. 2014).
Discharge Injunction
Assignee debt collector willfully violated discharge injunction. Several debts had been
assigned for collection prebankruptcy, including a debt to a county, which was asserted to be for
fines associated with criminal charges. The assignee continued collection efforts after the Chapter
7 discharge, with five garnishment writs served on the debtor’s employer. Section 523(a)(7) did
not cover this debt collector, which had obtained prebankruptcy judgment in its name; therefore,
the debt arising from fines was not a debt payable to a governmental unit, nor was it for the benefit
of a governmental unit. The proof established that the debtor had personally paid all but $150 of
the fines before the debt collector obtained its judgment. The collector willfully violated the
discharge injunction, for which it was held in contempt. The debtor’s actual damages and
reasonable attorney fees were awarded. In re Dickerson, 510 B.R. 289 (Bankr. D. Idaho 2014).
See also Gecy v. Bank of the Ozarks (In re Gecy), 510 B.R. 510 (Bankr. D. S.C. 2014) (Mortgagee
willfully violated discharge injunction by moving for summary judgment on Chapter 7 debtor’s
guaranty of mortgage debt owed by debtor’s wholly-owned LLC, with minimal actual damages
and $5,000 attorney fees to debtor.).
Discharge denied for refusal to comply with court order. The debtor willfully failed to comply
with court’s order to allow trustee, auctioneer and real estate broker to have reasonable access to
residence for review of exempt and nonexempt property. Discharge was properly denied under §
727(a)(6). Moore v. Robbins, ___ F.Supp.2d ___, 2014 WL 930852 (D. D.C. March 11, 2014).
Post-discharge complaint violated discharge injunction. Creditors violated the discharge
injunction by filing a complaint against the debtor, who had been a contractor, even though the
plaintiffs were seeking restitution from Minnesota Contractors Recovery Fund (MCRF). The
complaint exposed the debtor to potential personal liability, since it sought determination that the
debtor was accountable for the underlying debt and it asked for damages in excess of the restitution
cap under the MCRF—the debtor could have had an excess judgment against him. The plaintiffs
should have asked the bankruptcy court for leave to file the complaint, allowing the bankruptcy
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court to determine in advance whether the complaint would violate the discharge injunction and
to structure the appropriate relief. Bradley v. Fina (In re Fina), 550 Fed.Appx. 150 (4th Cir. 2014).
Waiver of Discharge
Interests of creditors not considered in waiver of discharge. Considering the requirements
under § 727(a)(10) for waiver of discharge and the split of authority on whether the court should
consider the interests of creditors and other parties in interest, the court found it significant that
the statute had no language suggesting such consideration. This debtor filed a written and signed
waiver, and the debtor testified that his waiver was made knowingly, with assistance of counsel.
The waiver was approved, which rendered moot complaints to deny discharge. In re Akbarian,
505 B.R. 326 (Bankr. D. Utah. 2014). Compare Wank v. Gordon (In re Wank), 505 B.R. 878 (BAP
9th Cir. 2014) (Debtor’s declaration amounted to prepetition waiver of discharge.).
Conversion
Earnings of individual Chapter 11 debtor revert to debtor on conversion to Chapter 7. The
case was converted from Chapter 7 to 11 and then reconverted to 7, and the individual debtor
received a bonus from personal services that was property of the Chapter 11 estate. Disagreeing
with courts deciding otherwise, on reconversion to Chapter 7, the Bankruptcy Appellate Panel
concluded that “there is no reason to treat chapter 11 debtors differently than chapter 13 debtors
in this context.” The bonus that would have been property of estate if case stayed in Chapter 11
reverted to the debtor on conversion to Chapter 7. Wu v. Markosian (In re Markosian), 506 B.R.
273 (BAP 9th Cir. 2014).
Conversion denied for bad faith failure to disclose asset. The Chapter 7 trustee successfully
objected to the debtors’ conversion to Chapter 13. Applying Marrama, bad faith was found in
failure for two years to disclose one debtor’s interest in realty that he owned with his father.
Debtors were also denied amendment of exemptions to claim that interest as exempt. In re Hale,
511 B.R. 870 (Bankr. W.D. Mich. 2014).
Dismissal
High income doctor’s case not filed in bad faith. The creditor’s motion to dismiss on grounds
of bad faith, or to convert to Chapter 11, was denied. The debtor was a medical doctor, age 63,
currently earning $290,000 per year, and the creditor, a physician’s group that formerly employed
the debtor, had obtained a prebankruptcy judgment for $170,854. The debtor had a 401K account,
worth about $120,000, and the debtor credibly testified that he was worried about retirement and
ability to save enough. The debtor owned no real estate and no non-exempt property, except for
his wife’s jewelry that could be community property (the debtor paid $30,000 to the trustee to
settle any claim of estate to jewelry). Agreeing with the narrow approach to bad faith as a factor
for dismissal under § 707(a), bad faith could be cause for dismissal but is limited to extreme cases.
Under totality of circumstances, the debtor’s ability to pay creditors is not enough to support bad
faith finding. The only unsecured creditor relied on the debtor’s high income and failure to try to
pay or settle, but high income itself is not enough to support bad faith. Although the creditor had
judgment, it was by default in another state and the debtor could not afford at the time to defend
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it. Filing bankruptcy rather than pay a disputed debt is not in itself bad faith. “With his retirement
looming and only $120,000 saved, the Debtor’s decision to file a Chapter 7 case so he could save
for retirement rather than pay Movant was not bad faith.” In re Snyder, 509 B.R. 945 (Bankr. D.
N.M. 2014).
Reopening
Reopening closed Chapter 7 not prerequisite to creditor’s filing dischargeability complaint.
The bankruptcy court had ordered the clerk to reject a complaint when the plaintiff/creditor had
not moved to reopen the closed case, but the Bankruptcy Appellate Panel concluded that reopening
a case to initiate the dischargeability proceeding is a managerial act, with no immediate impact of
any substance on the underlying case. Filing of the adversary proceeding is a new docket entry,
and reopening the closed case is not a prerequisite to filing the dischargeability complaint. Even
if the complaint is untimely, reaching the merits on a motion is dismiss is not appropriate, unless
the complaint is “completely lacking in merit.” The bankruptcy court’s refusal to allow filing of
the complaint was reversed. Goldstein v. Diamond (In re Diamond), 509 B.R. 219 (BAP 8th Cir.
2014). See also In re Steward, 509 B.R. 123 (Bankr. W.D. Mich. 2014) (Cause for reopening to
allow § 523(a)(3) determination of scope of discharge.); In re Wilson, 511 B.R. 103 (Bankr. E.D.
Mich. 2014) (Reopening granted to allow scheduling of omitted creditor and for that creditor to
file § 523(a)(3) complaint.).
Chapter 13 Issues
Eligibility
Same sex debtors legally married in one state were eligible spouses. Debtors who were legally
married in a state that recognized validity of same-sex marriages were deemed to be “spouses” for
filing in a state that did not recognize such marriages. Under United States v. Windsor, 133 S.Ct.
2675 (2013), DOMA’s requirement that the word “spouse” referred only to opposite-sex couples
was invalidated. Therefore, for purposes of federal law, the debtors who were legally married
under the laws of Iowa were eligible to file as spouses in Wisconsin, even though Wisconsin did
not recognize same-sex marriages. In re Matson, 509 B.R. 860 (Bankr. E.D. Wis. 2014).
Debt limits are not jurisdictional and are subject to waiver. In a case filed in 2010, then
dismissed for failure to file a plan but reinstated, the bankruptcy court heard evidence in 2012 on
a creditor’s motion to dismiss for lack of eligibility. By the time the creditor filed its motion to
dismiss, asserting that the debtors exceeded the unsecured limit, the debtors had maintained plan
payments for two years, and the creditor had not moved to dismiss when it filed its plan objection.
Finding that a majority of courts had concluded that § 109(e) debt limits are not jurisdictional, the
district court agreed, holding that a creditor may waive the debt limit eligibility by not raising it
timely. The case and confirmation had been heavily litigated for two years before the creditor
moved to dismiss on § 109(e) grounds, with the doctrine of laches applying. The court also
affirmed the bankruptcy court’s finding of the debtors’ good faith in filing the case and proposing
a plan. General Lending Corp. v. Cancio, 505 B.R. 63 (S.D. Fla. 2014).
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Debtor ineligible when credit counseling completed after petition filed. Although completed
on the same day as the petition filing, the debtor did not complete the required credit counseling
before filing. Discussing the split of authority on the meaning of “date of filing” in § 109(h)(1),
as well as the status of a “debtor” under that statute, the court concluded that “[i]f a person must
qualify as a ‘debtor’ to file a case, then someone who has not yet received a credit counseling
briefing—and so may not be a debtor—cannot properly file.” Section 109(h)(1)’s “present perfect
tense [‘has received’] does not indicate continuing activity. Rather, the tense is used in a phrase
or sentence to set out an action, completed in the past, that has a present effect.” The debtor’s
motion to vacate dismissal was denied. In re Arkuszewski, 507 B.R. 242 (Bankr. N.D. Ill. 2014).
Curing Defaults
Tax purchaser’s claim could be paid through plan. Under Illinois law, a tax purchaser who
paid Chapter 13 debtor’s real property taxes but had not received title to the property held a secured
claim that could be treated in the plan. The bankruptcy court correctly denied the purchaser stay
relief to acquire a tax deed. The debtor still retained a right of redemption, and the purchaser’s
secured claim was subject to modification and payment by installments in the plan, rejecting the
purchaser’s argument that the redemption must be in lump sum before the redemption deadline.
“The plan is treating the secured claim, not formally redeeming the property.” In re LaMont, 740
F.3d 397 (7th Cir. 2014).
Foreclosure sale was complete prepetition. Applying New Hampshire law, mortgage
foreclosure was complete when the auctioneer’s hammer fell, ending the mortgagor’s equity of
redemption. Under § 1322(c)(1), even though legal title had not passed and a deed had not been
recorded, the foreclosure was complete, and the property was not part of the bankruptcy estate.
The debtor had no rights in the property and could not cure default. TD Bank, N.A. v. LaPointe
(In re LaPointe), 505 B.R. 589 (BAP 1st Cir. 2014).
Debtor’s right to cure is governed by § 1322(b) rather than § 108(b). The debtors had entered
into a land contract, which contained a provision that on default of payments for thirty days, the
entire balance was due on written notice from the seller. The debtors failed to make a prepetition
balloon payment, and the sellers obtained a strict foreclosure judgment, which established a
redemption period (Under applicable Wisconsin law, the strict foreclosure judgment was not a
“sale.”). The Chapter 13 case was filed and the proposed plan provided for redemption over a
period of sixty months. Under Wisconsin law, the seller holds legal title and the buyer under a
land sales contract holds equitable title. The seller argued that § 108(b) established that redemption
must be complete within sixty days of the time set by the strict foreclosure judgment. Section
1322(b)(5) provides for curing of defaults within a reasonable time, and the court found the
decision of In re Frazier, 377 B.R. 621 (BAP 9th Cir. 2007), to be persuasive. The power to cure
defaults in Chapter 13 is not restricted by § 108(b); rather, § 1322(b) is the more specific statute
that controls. The debtors could propose to cure defaults within a reasonable time in their plan.
In re Johnson, ___ B.R. ___, 2014 WL 3346471 (Bankr. W.D. Wis. July 8, 2014).
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Postpetition Property of Estate
Inheritance received more than 180 days postpetition included in property of estate. Section
1306(a)(1) broadens § 541(a)’s definition of property of the estate, to include all property acquired
after commencement of the case, not limited by § 541(a)(5)’s 180-day postpetition limit, agreeing
with Carroll v. Logan, 735 F.3d 147 (4th Cir. 2013). The inheritance must be turned over, unless
the debtors modified their plan to increase distribution to unsecured creditors. Dale v. Maney (In
re Dale), 505 B.R. 8 (BAP 9th Cir. 2014).
Life insurance proceeds received by debtor on wife’s postpetition death not included in
property of estate. Discussing the split of authority, the court held that § 1306(a)(1) does not
include property that § 541(a)(5) does not include—“the specific date restriction set forth in §
541(a)(5) controls and § 1306(a)(1) does not eliminate that restriction.” The debtor/husband
received $250,000 from life insurance on his debtor/wife, who died two years after the Chapter 13
was filed. The husband disclosed this in an amendment to schedules and claimed it as exempt.
The debtor then proposed modification of the confirmed plan to pay $15,000 from the proceeds to
unsecured creditors, and the trustee objected, asserting that the insurance proceeds would pay all
claims in full. The effect of § 348, in the event of conversion to Chapter 7, would be that the
postpetition insurance proceeds would not be property of the estate; therefore, in the absence of
bad faith conversion, the proceeds would not be included in a hypothetical Chapter 7 liquidation,
and the best interests of creditors test does not come into play. The court agreed with others who
have held that the disposable income test does not apply to postconfirmation modification, since
after BAPCPA, “a debtor’s receipt of a postconfirmation asset cannot possibly be ‘disposable
income’ under its statutory definition because the debtor did not receive it during the six months
preceding the filing of the petition.” The proposed modification did not run afoul of the projected
disposable income test; however, the “ability to pay” test still applies to post-BAPCPA
modifications, requiring consideration of a debtor’s postconfirmation property that materially
changes ability to pay debts. Nevertheless, under Eleventh Circuit authority, in the absence of a
sustained objection to a claim of exemption, exempt property could not be disposable income.
Under the facts of this case, the ability to pay test led to finding that the debtor could not use all
insurance proceeds to pay creditors in full without impairing his future needs and fresh start. The
debtor’s modification was approved. In re McAllister, 510 B.R. 409 (Bankr. N.D. Ga. 2014).
Applicable Commitment Period
Fourth Circuit holds that above-median debtor must maintain 60-month plan. The abovemedian debtors, who had negative disposable income, proposed a plan that contained early
termination language permitting completion in 55 months, but that would not pay unsecured
creditors in full. The bankruptcy court denied confirmation and direct appeal to the Fourth Circuit
resulted in holding that the applicable commitment period is a temporal requirement. Such debtors
must either maintain a full 60-month plan or pay unsecured creditors in full. In dicta, the court
also stated that § 1329 “expressly incorporates the applicable commitment period as a temporal
limit for purposes of plan modification. . . .In other words, for purposes of plan modification, the
applicable commitment period appears to serve as a measure of plan duration wholly unrelated to
debtors’ disposable income.” Pliler v. Stearns, 747 F.3d 260 (4th Cir. 2014).
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Self-employed debtor could not deduct business expense in determining applicable
commitment period. The debtors proposed a three-year plan, in which unsecured creditors would
not be paid in full, and the trustee objected, with the court concluding that § 1325(b)(4) does not
mention “ordinary and necessary business expenses.” And, § 101(10A)’s definition of current
monthly income does not mention those expenses; although Form 22C does allow subtraction of
those expenses to arrive at current monthly income. Section 1325(b)(2)(B) does provide for
deduction of business expenses in arriving at disposable income, but the court agreed with other
courts, holding that a self-employed debtor may not deduct business expenses in calculating
current monthly income for purposes of determining the applicable commitment period. In re
Hoffman, 511 B.R. 128 (Bankr. D. Minn. 2014). See also In re Kuwik, 511 B.R. 696 (Bankr. N.D.
Ga. 2014) (For purposes of applicable commitment period, above median self-employed debtor
and his spouse could not deduct allowable business expenses, but must use self-employed debtor’s
gross business income, with the court discussing the conflicting views of the gross receipts
approach.).
Disposable Income
Stripped off junior mortgage not deductible for projected disposable income. Applying
Lanning’s forward-looking approach, when it was known that the debtors would be stripping off
wholly unsecured junior lien, those payments could not be deducted in the projected disposable
income calculation. Kramer v. Bankowski (In re Kramer), 505 B.R. 614 (BAP 1st Cir. 2014).
Debtors’ voluntary contribution of Social Security benefits did not require dedication of all
benefits, but deduction for long-term care insurance was denied. Under the Eighth Circuit’s
In re Carpenter, 614 F.3d 930 (8th Cir. 2010) and In re Thompson, 439 B.R. 140 (BAP 8th Cir.
2010), there is no forced inclusion of Social Security benefits in a plan. Therefore, the debtors are
in control of whether and how much of their Social Security benefits they devote to a plan. In the
absence of other indicia of bad faith, the debtors’ voluntary contribution of only part of those
benefits is not grounds to deny confirmation. However, when the debtors failed to justify a
deduction for long-term care insurance premiums and that type of expense was not listed in §
707(b)(2) as “other necessary expense,” and when the plan did not provide for payment in full of
unsecured claims, confirmation was denied. In re Melander, 506 B.R. 855 (Bankr. D. Minn. 2014).
See also In re Worthington, 507 B.R. 276 (Bankr. S.D. Ind. 2014) (Social Security benefits were
not included in definition of current monthly income, and debtor’s failure to dedicate all of those
benefits to plan was not lack of good faith; debtor had voluntarily devoted part of benefits to plan.).
Cash surrender value of whole life insurance not disposable income when debtors did not
deduct premiums. The above-median income debtor had whole life insurance, with cash
surrender value that would increase over the plan life. Form B22C provides for deduction from
disposable net income of the premiums on term life insurance, but not whole life, when calculating
necessary expenses. The debtors deducted term life premiums but did not deduct from their means
test their whole life premiums. The issue before the court was not the necessity or reasonableness
of the premium expense, but ‘whether the increase in value postpetition must be paid to unsecured
creditors.” The trustee argued that the Lanning “forward-looking” approach required the
increasing value to be included in disposable income. The court looked to the IRS Manual for
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actual expenses under its “Other Necessary Expenses” category, finding that one of those IRS
expenses was for term life insurance premiums, as well as premiums on whole life, “to the extent
that it does not increase its cash value.” Here, the debtors did not attempt to adjust their means
test by deducting the whole life premiums, and the court found that these debtors satisfied the
requirements of § 1325(b)’s projected disposable income. “As a general rule, debtors need not
commit any more funds to payment of unsecured creditors than those required by the ‘projected
disposable income’ test, in order to meet the requirements for confirmation.” In re Uhlig, 504
B.R. 916 (Bankr. E.D. Wis. 2014).
Single economic unit approach for “household” adopted. Reviewing the undefined term
“household” in § 1325(b)(4) and the judicial interpretations, the bankruptcy court rejected the
“heads-on-bed” and “IRS dependent” approaches, in favor of the “economic unit” approach. The
“heads-on-bed” approach “depends solely on the number of residents in a structure and is
unconcerned with the presence of a familial or economic relationship between the individuals. . .
.The ‘IRS dependent’ definition is narrow, as it only allows individuals that can satisfy each
requirement of the IRS test to be included within a debtor’s ‘household.’. . .The ‘economic unit’
definition realizes that there may be individuals who have a significant impact on a debtor’s
financial reality that do not qualify as a dependent for IRS purposes, or that an individual can live
with the debtor without affecting his ability to pay creditors.” The court then discussed the
evidentiary burden for the debtor, adopting a rebuttable presumption: “If an individual is listed as
a dependent on the debtor’s or the debtor’s non-filing spouse’s most recent income tax return, that
individual is presumed to be a member of the debtor’s bankruptcy ‘household.’. . .If an individual
is not listed as a dependent on the debtor’s or the debtor’s non-filing spouse’s most recent income
tax return, that individual is rebuttably presumed to not be a member of the debtor’s bankruptcy
‘household.’. .The party desiring a different conclusion has the initial burden of providing evidence
showing that the individual satisfied the ‘economic unit’ definition. . . [T]he burden then shifts to
the opposing party to provide countervailing evidence.” In the present case, there were part-time
children residing in the residence, with both spouses having children from prior marriages, and the
court discussed the difficulty of accounting for such living arrangements. In re Skiles, 504 B.R.
871 (Bankr. N.D. Ohio 2014).
Above-median debtor could not deduct $200 for old car expense. Operating expenses that are
deductible for purposes of determining projected disposable income are governed by § 707(b)(2),
which does not include a deduction for an “old car.” That deduction is found in the IRS Manual
that aids agents in offers to compromise, but not in the part of Manual that identifies Local and
National Standards used in the disposable income calculation. Also, the debtor may not deduct
ownership costs of a vehicle when those costs are for a loan unrelated to purchase or lease of the
vehicle. The debtor attempted to deduct as ownership cost monthly payments on a non-purchase
money loan. In re Sires, 511 B.R. 719 (Bankr. S.D. Ga. 2014). See also Drummond v. Luedtke
(In re Luedtke), 508 B.R. 408 (BAP 9th Cir. Apr. 9, 2014) ($200 monthly older vehicle operating
expense was not included in Local or National Standards for deduction in calculating projected
disposable income, adopting plain meaning to § 707(b)(2)(A)(ii)(I). Ransom does not support
such a deduction, nor does Lanning.).
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Best Interests of Creditors Test
Postpetition domestic support obligation was not allowed claim and best interests test failed.
Although the Code defines domestic support obligation to include pre- and postpetition
obligations, and the debtor may deduct postpetition domestic support obligations in the projected
disposable income calculation, § 502(b)(5) disallows a claim to the extent it is for a debt unmatured
at petition date, while the debt is excepted from discharge under § 523(a)(5). Only the prepetition
DSO claim is an “allowed claim,” notwithstanding other Code requirements that the debtor pay
postpetition domestic support obligations. Since the former spouse’s postpetition DSO is not an
allowed claim, that debt and its proposed payment in the plan may not be deducted in the best
interests calculation. The debtor was attempting this in order to avoid liquidation of otherwise
nonexempt assets. In addition, this above-median debtor could not deduct as a business expense
the mortgage payments on an office building, since there was lack of proof that the building was
suitable for or used regularly as an office. McKinney v. McKinney (In re McKinney), 507 B.R. 534
(Bankr. W.D. Pa. 2014).
Cure and Maintain
Direct payments to mortgagee were part of cure and maintain plan. Under the confirmed
plan, debtors were to pay directly the ongoing, postpetition mortgage payments, and those
payments were “under the plan” for purposes of § 1322(b)(5), citing Fifth Circuit authority. The
debtors’ failure to make those payments was a material default under the plan and prevented entry
of discharge. Rather than deny discharge, the trustee’s motion to dismiss the case was granted,
subject to the debtors having time to convert the case to Chapter 7. In re Heinzle, 511 B.R. 69
(Bankr. W.D. Tex. 2014).
Secured Claims
Replacement value applied when debtor surrenders collateral. The plan provided for
surrender of a vehicle to satisfy the secured claim, and the bankruptcy court and Eleventh Circuit
held that § 506(a)(2)’s valuation standard applied. The bankruptcy court conducted a valuation
hearing, finding that the replacement value was at least equal to the debt and that the surrender had
satisfied the secured claim. The creditor disputed that § 506(a)(2) applied to surrendered collateral.
The Circuit Court held that by its plain terms the section applied, rejecting the argument that
replacement value only applied when the debtor retained collateral. Although § 506(a)(2) has been
described as a codification of Rash, its scope is not limited to retention. Santander Consumer
USA, Inc. v. Brown (In re Brown), 746 F.3d 1236 (11th Cir. 2014).
Oversecured creditor subject to Till rate after confirmation. Interpreting Fifth Circuit
precedent, In re Smithwick, 121 F.3d 211 (5th Cir. 1997), the court concluded that an oversecured
creditor was entitled to postpetition contract interest of 27.84% only until confirmation, but after
confirmation, Till v. SCS Credit Corp., 541 U.S. 465 (2004) controlled interest to ensure present
value of payments. Locally accepted Till rate of 7% was appropriate. In re Stringer, 508 B.R. 668
(Bankr. N.D. Miss. 2014).
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Lien Stripping
Eleventh Circuit agrees that discharge-ineligible debtor may strip wholly unsecured junior
lien. BAPCPA’s amendments did not alter the ability of a debtor to use §§ 506(a) and 1322(b)(2)
to strip off in a plan the wholly unsecured junior mortgage, despite the debtor’s inability to obtain
discharge because of her recent Chapter 7 discharge. The opinion found the majority view more
persuasive. Section 1325(a) was not involved and the debtor’s ineligibility for discharge was
irrelevant in a Chapter 20 case. BAPCPA did not amend §§ 506(a) or 1322(b)(2), as they affect
such lien stripping. Wells Fargo Bank, N.A. v. Scantling (In re Scantling), 754 F.3d 1323 (11th
Cir. 2014). See also Monroe v. Seaway Bank & Trust (In re Monroe), 509 B.R. 613 (Bankr. E.D.
Wis. 2014) (Although debtors could not avoid wholly unsecured lien under § 506(d), they could
strip the lien in a plan under §§ 506(a) and 1322(b)(2), and no Code provisions restrict this right
to debtors eligible for discharge. If the creditor does not hold a secured claim, § 1325(a)(5)(B)(i)
is not applicable. If the plan is fully performed, the lien may be stripped.).
Sixth Circuit BAP allows lien stripping in Chapter 20. A debtor who was ineligible for
discharge because of a prior Chapter 7 discharge within four years was not prevented from
stripping a wholly unsecured junior mortgage in the plan. The confirmed plan contained a
provision for “avoiding” that mortgage, but the bankruptcy court denied the debtor’s
postconfirmation motion to avoid based on §§ 1325(a)(5) and 1328(f). The bankruptcy appellate
panel reviewed the split of authority and followed the “growing consensus of courts” that inability
to receive discharge did not prevent application of §§ 506(a) and 1322(b)(2). In re Cain, ___ B.R.
___, 2014 WL 3397702 (BAP 6th Cir. July 14, 2014).
Antimodification provision in Code protected due-on-sale clause. The debtors had quitclaimed residential property to their son, so that he would obtain a mortgage loan, for which the
parents did not qualify, and then reconvey the property to the parents. The loan had a due-on-sale
provision, accelerating the loan in the event of transfer, and the debtors could not modify that
clause because of § 1322(b)(2). The mortgagee had not waived its right to assert default. In re
Espanol, 509 B.R. 422 (Bankr. D. Conn. 2014).
Condominium association’s liens could be stripped. The debtor owned two condominium units,
and after the debtor’s failure to pay obligations under the condominium documents, the association
obtained state court receiver and judgment for foreclosure. The receiver had collected and was
holding rental funds. These units were not the debtor’s residence and the association’s liens were
not protected by § 1322(b)(2). The association was wholly unsecured, except as to the money
being held by the receiver, but the amount of its secured claim was to be determined, and the
association was bound by its agreement with the debtor that it would not file a claim for more than
$50,000. In re Forde, 507 B.R. 509 (Bankr. S.D. N.Y. 2014).
Surrender
Creditor not required to accept surrendered property. The confirmed plan provided for
surrender of a residence to SBA and granted stay relief for the creditor to foreclose its mortgage,
but after a year the creditor had taken no foreclosure steps. Section 1325(a)(5)(C) does not serve
to pass ownership to the secured creditor, nor does it require the creditor to foreclose. Most courts
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have found nothing in the Bankruptcy Code that construes “surrender” as requiring the creditor to
take control of the property; rather, the creditor remains in control of its remedies under applicable
law. “Vesting” under § 1322(b)(9) also does not require a creditor to accept title to the surrendered
property. Applicable Florida law does not permit a debtor to simply deed the property over to the
secured creditor, although a debtor may quitclaim the property to the creditor, provided the creditor
does not object—the creditor may avoid taking title by simply objecting to the conveyance.
Section 105 is not authority for the court to compel substantive action by the creditor. In re Rose,
___ B.R. ___, 2014 WL 3339612 (Bankr. W.D. N.C. July 8, 2014).
Unfair Discrimination
Plan unfairly discriminated in payment of non-priority taxes. Plan treated non-priority,
nondischargeable tax debt at 100%, with nothing to other unsecured creditors, and when
bankruptcy court rejected that plan, debtors amended but then objected to confirmation of plan
with that classification removed. Applying test of In re Lesser, 939 F.2d 669 (8th Cir. 1991), the
separate classification was not justified by the nondishargeability of the taxes. Proposing a plan
that would pay those taxes in full, with nothing to other creditors was not in good faith. “In short,
they propose to ‘protect’ those creditors least in need of protection, at the expense of the most
vulnerable.” Copeland v. Fink (In re Copeland), 742 F.3d 811 (8th Cir. 2014).
Modification
Modified plan failed to satisfy best interests of creditors test. Debtors had sold their Texas
homestead but failed to reinvest the proceeds within six months in another homestead, as required
by Texas exemption for proceeds. The proposed modified plan sought to allow the debtors to
retain those proceeds, but the trustee objected on grounds that the modification violated the best
interests test and was not proposed in good faith. Citing In re Frost, 744 F.3d 384 (5th Cir. 2014),
for holding that failure of Chapter 13 debtor to reinvest sale proceeds in a new homestead within
six months results in loss of exemption in proceeds, the bankruptcy court’s denial of the plan
modification was affirmed, finding that the modification would not distribute to unsecured
creditors what they would receive in Chapter 7. Garcia v. Bassel, 507 B.R. 907 (N.D. Tex. 2014).
See also In re McAllister, 510 B.R. 409 (Bankr. N.D. Ga. 2014), under Postpetition Property of
Estate, for substantial discussion of modification when debtor received postpetition life insurance
proceeds.
Projected disposable income requirement not applicable to modification. The trustee sought
modification to increase payments due to the increase in debtors’ income, and the dispute was
whether § 1325(b) was applicable to determine the amount of the plan increase. Discussing the
split of authority over whether § 1325(b)’s projected disposable income test applies to
postconfirmation modifications, the court concluded that it did not apply. The court concluded
that it was not likely that the Fourth Circuit would apply § 1325(b) to a proposed plan modification,
and “a review of Hamilton v. Lanning, . . .leads to the conclusion that the Supreme Court would
also recognize the impracticality of applying the strict standards imposed by § 1325(b) to plan
modifications after BAPCPA, particularly given the absence of a clear intent on the part of
Congress.” These debtors had filed an amended Schedules I and J, reflecting substantial increase
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in average monthly income and expenses since confirmation, and those Schedules established the
feasible amount of increase in plan payments for the balance of the plan term, as proposed by the
debtors. In re Swain, 509 B.R. 22 (Bankr. E.D. Va. 2014). See also In re McAllister, 510 B.R.
409 (Bankr. N.D. Ga. 2014), under Postpetition Property of Estate, for conclusion that disposable
income test does not apply to postconfirmation modification.
Decision certified to Fifth Circuit on whether above-median debtor may receive discharge
prior to completion of 60-month plan. With no controlling decision from Fifth Circuit, the
bankruptcy court approved the confirmed debtors’ ability to obtain discharge without paying
unsecured creditors 100%, when they had made a lump sum payment that, combined with regular
payments, exceeded the plan base. Trustee had moved to modify the plan to increase the plan base
and appealed denial of that motion, citing four circuits’ opinions that above-median debtors are
bound by 60-month applicable commitment period, unless unsecured creditors are paid 100%. The
bankruptcy court found certification of the appeal to the Fifth Circuit to be appropriate. In re Ruth,
505 B.R. 804 (Bankr. S.D. Tex. 2014).
Postconfirmation modified plan not required to comply with projected disposable income
test. After confirmation of above-median debtor’s plan, debtor’s income decreased and he moved
to modify to reduce term of plan and distribution to unsecured creditors. The court concluded that
§ 1329(a)(2) permits shortening of plan term and that § 1325(b)’s projected disposable income is
not enumerated in § 1329(b)(1)’s modification requirements. The split of authority on the issue
was discussed, concluding that “the inclusion of section 1325(b) in the requirements for modifying
a plan under section 1329(b) is too oblique and tenuous to be what the modification statute is
intended to provide. Congress included certain statutory references in section 1329 and left out
this one. Dragging in the requirement for unmodifiable duration indirectly, when other
requirements are addressed directly is not appropriate.” In re Barnes, 506 B.R. 777 (Bankr. E.D.
Wis. 2014). See also In re Pasley, 507 B.R. 312 (Bankr. E.D. Cal. 2014) (Although below-median
debtor’s plan was confirmed with good cause for 60 months, to allow amortization of mortgage
arrearage, debtors did not waive right to modify plan to 44 months. Code does not provide for
forcing below-median debtors to remain in plan longer than 36 months, rejecting trustee’s
objection to modification.).
Effect of Conversion
Fifth Circuit gives undistributed money to creditors. On conversion of a confirmed case to
Chapter 7, the undistributed funds held by the Chapter 13 trustee should go to creditors, except for
$1,200 assigned by the debtor for payment of unpaid attorney fees. The circuit panel discussed
the split of authority on what passes to the Chapter 7 estate on conversion, prior to the 1994
amendment to § 348, as well as the absence of a statute that explictly states what happens to
undistributed money on conversion after the 1994 amendment. No statutory authority supports an
interpretation that a confirmed plan is retroactively undone, and conversion does not eliminate the
Chapter 13 trustee’s duty to wrap up the Chapter 13 estate, including the distribution of funds in
the trustee’s hands that were paid while the plan was in force. While rejecting the trustee’s
arguments that creditors were “vested” in postconfirmation funds, or that § 1327(a) bound the
parties after conversion, the panel also rejected the Third Circuit’s reliance on § 1327(b), noting
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that the plan may provide otherwise than the funds revesting in the debtor at conversion. “If the
plan requires the debtor to make payments to the trustee that will be distributed to creditors, the
debtor certainly does not retain possession of those payments. Likewise, it would seem that the
confirmation order specifically divests the debtor of any interest he may have in the payments
made to the trustee.” Finding little guidance in the Code, the panel relied on policy and equity,
seeing congressional intent to encourage repayment through Chapter 13. “Wages paid to the
trustee pursuant to the Chapter 13 plan should be distinguished from the debtor’s other property
acquired after the date of filing. . . .We conclude that returning undistributed funds to the debtor is
not justified by the policy of encouraging debtors to proceed through Chapter 13 rather than
Chapter 7. Additionally, distribution of the funds to creditors is supported by strong considerations
of fairness.” Although payments under the confirmed plan don’t give creditors vested rights to
payment, the claims of creditors to undistributed funds is superior to the claims of the debtor.
Viegelahn v. Harris (In re Harris), ___ F.3d ____, 2014 WL 3057095 (5th Cir. July 7, 2014).
Undistributed money under confirmed plan must be paid to creditors on conversion to
Chapter 7. The debtors moved to convert their case to Chapter 7, and the trustee had $1,683.46
on hand. The debtors sought to have those funds refunded to them, but the court found a local rule
and the confirmation order to be controlling. The local rule provides that after confirmation, any
funds received by the trustee before dismissal or conversion would be disbursed to creditors
pursuant to the plan’s terms, and the confirmation order had a similar provision. Conversion
terminates the Chapter 13 estate, but it does not revoke what the confirmed plan lawfully ordered.
Further, the court found that § 1326(a)(2) dictated that the funds be disbursed to creditors. The
court held that undistributed money did not vest in the debtors, with the effect of confirmation
dictating otherwise in this case. In re Smith, 511 B.R. 612 (Bankr. W.D. Mo. 2014).
Undistributed funds in confirmed case are property of creditors. Reviewing split of judicial
authority, the court distinguished In re Michael, 699 F.3d 305 (3d Cir. 2012), in part on the basis
that it involved a plan in which re-vesting occurred on confirmation. Here, the confirmed plan
provided that property did not re-vest in debtors until plan completion. The court concluded that
whether the debtors or creditors received undistributed funds upon conversion to Chapter 7 was a
question of law, and nothing in the Code, including § 348, indicated that conversion acted to vacate
the effect of confirmation. Further, under that section, the undistributed funds were no longer
property of the estate, but the debtors had no property interest in them. The binding effect of
confirmation meant that the undistributed funds must go to the Chapter 13 creditors. In re
Markham, 504 B.R. 1 (Bankr. D. Mass. 2013).
Attorney for former Chapter 7 trustee had standing to object to confirmation and join
motion to reconvert. After the Chapter 7 case had been converted post-discharge to Chapter 13,
former Chapter 7 trustee and attorney for that trustee moved for reconsideration and then objected
to confirmation. The attorney had standing as the holder of an administrative claim to participate
in the confirmation process. Finding that the debtors violated court orders related to production
of all bank statements for accounts opened postpetition and accounting of certain funds, there was
cause to reconvert the case to Chapter 7. Further, the court found that the debtor’s motion to
convert to Chapter 13 was filed in bad faith, as well as their second amended plan. The court
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found cause to reconsider its prior denial of the former Chapter 7 trustee’s motion to reconvert,
citing Tenth Circuit interpretation of Rule 60(b). In re McDonald, 508 B.R. 187 (Bankr. D. Colo.
2014).
Dismissal
Attorney-fee case in bad faith. The Eleventh Circuit held that the bankruptcy court did not
clearly err in dismissing a Chapter 13 case filed for the purpose of paying attorney fees by
installment. The bankruptcy court found that the debtor clearly would be better served by a
Chapter 7 case and discharge. The debtor scheduled $16,000 in unsecured claims, but only three
creditors filed claims, totally $1,355. The plan proposed to pay administrative claims, including
$2,000 attorney fees, over a seventeen month period. Acknowledging that under Lamie v. U.S.
Trustee, 540 U.S. 526 (2004), the debtor’s Chapter 7 attorney could not be paid from estate funds,
and without deciding whether “attorney-fee-centric” plans were ever confirmable, the bankruptcy
court did not clearly err in finding that the case was filed and plan proposed in bad faith. Such
determinations are necessarily case-by-case. Brown v. Gore, 742 F.3d 1309 (11th Cir. 2014).
Case properly dismissed for bad faith. Bankruptcy court properly considered prior bankruptcy
filings and timing of current case that was filed on morning of sheriff’s sale of commercial
property, after state court had denied numerous attempts to stop sale. Debtor’s mother had also
filed Chapter 13 to stay sale of jointly owned property. Court found no legitimate reason for
debtor’s filing and no prospect of reorganization. Case was dismissed for bad faith, and
bankruptcy court did not abuse discretion in sanctioning debtor for judgment creditor’s and
trustee’s costs. In re Mondelli, 558 Fed.Appx. 260 (3d Cir. 2014).
Case properly dismissed for failure to comply with credit counseling. Assuming the debtor’s
alleged lack of funds to pay for credit counseling could be an exigent circumstance, the debtor did
not demonstrate that he had applied for credit counseling and had been unable to obtain it within
the required seven days. The requirements of § 109(h)(3) were not satisfied, and the case was
properly dismissed. Taal v. Sumski (In re Taal), 504 B.R. 682 (BAP 1st Cir. 2014).
Undistributed money under confirmed plan must be returned to debtors on dismissal.
Affirming, the district court considered the interplay of §§ 349(b)(3) and 1326, concluding that §
1326 was no longer applicable upon dismissal, since the confirmed plan was no longer enforceable.
Section 349 controlled, with § 349(b)(3) revesting property of the estate in the debtor. The trustee
was required to return undistributed funds to the debtors upon their voluntary dismissal. Williams
v. Marshall, ___ B.R. ___, 2014 WL 1457828 (N.D. Ill. Apr. 11, 2014).
Fraud not required for bad faith finding. Under a totality of circumstances examination of good
faith, while fraud is a factor, it is not necessary to a bad faith finding. The debtor exhibited a
pattern of deliberately misleading the court and trustee by misrepresentations of tax returns and
financial affairs. Finding cause to dismiss, the dismissal was with bar to refiling for 365 days.
LaBarge v. Rotellini (In re Rotellini), 510 B.R. 241 (Bankr. E.D. Mo. 2014).
Deduction of secured debt on surrendered collateral cause for dismissal. On the United States
trustee’s motion to dismiss case as abusive, the court reviewed the two lines of authority on
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whether a secured debt for collateral that the debtor intends to surrender should be scheduled as
“contractually due” and deducted for purposes of § 707(b)(2)(A)’s means test. There was no
controlling precedent in the Fifth Circuit, and the court adopted the forward-looking approach. As
a result, “phantom expenses” for secured debt that will not be paid in the plan are not to be
deducted, and the presumption of abuse was not rebutted when the debtors did deduct such
payments in their means test calculation. The case was dismissed. In re White, ___ B.R. ___,
2014 WL 2960428 (Bankr. N.D. Miss. July 2, 2014).
Attorneys and Fees
Court had authority under Rule 9011. Bankruptcy court had inherent authority under Rule 9011
to sanction Chapter 13 debtor’s attorney, on finding that attorney violated Rule throughout case,
including amendment of schedules and plan to treat postpetition alimony as prepetition debt, when
attorney knew that debtor had failed to make postpetition DSO payments. Sanctions included
suspension from practice in bankruptcy court for six months, $1,000 fine and CLE requirement,
and these were affirmed. However, further sanction for attorney’s misrepresentation in testimony
at the show cause hearing was remanded, because the attorney did not have notice of potential
sanctions flowing from that hearing. Young v. Young (In re Young), 507 B.R. 286 (BAP 8th Cir.
2014).
Debtor did not require court approval of special counsel. Under §§ 1303 and 1306(b), the
Chapter 13 debtor had possession of state-law cause of action against a creditor for wrongful
repossession. The debtor and the Chapter 13 trustee have concurrent authority over estate
property, subject to § 363’s exclusive authority to the debtor to use, sell or lease property. A debtor
is not a “trustee” for purposes of § 327, and the debtor was not required to seek court approval of
employment of special counsel; however, such counsel must comply with §§ 329 and 330
concerning compensation. Any recovery from the cause of action would be property of the estate,
for the benefit of creditors. In re Jones, 505 B.R. 229 (Bankr. E.D. Wis. 2014).
Discharge and Exceptions
Section 1328(f)’s phrase “in a case filed under” interpreted. The court construed § 1328(f)’s
phrase “in a case filed under” to refer to the bankruptcy chapter under which the case was initially
filed, rather to the chapter to which a case was subsequently converted. A case was initially filed
under Chapter 13 and then converted before entry of a Chapter 7 discharge. The debtors
subsequently filed their new Chapter 13. The trustee objected to discharge in the current case,
arguing that “it is the Bankruptcy Code chapter under which the Debtors ultimately received a
discharge and not the chapter under which the Debtors filed their prior bankruptcy that determines
the discharge eligibility waiting period under § 1328(f).” The court concluded otherwise, under §
348’s provision that conversion does not constitute a new case nor change the petition date. The
chapter under which the prior case was filed determined the lookback period under § 1328(f),
disagreeing with In re Finney, 486 B.R. 177 (BAP 9th Cir. 2013). Since the first case was initially
filed under Chapter 13, the two-year look-back applied, and the debtors were eligible for Chapter
13 discharge in the current case. In re Wilkinson, 507 B.R. 742 (Bankr. D. Kan. 2014).
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Debtor’s willful failure to deliver insurance proceeds was exception from discharge. The
children and former wife of decedent sought determination that Chapter 13 debtor, the widow of
decedent, had failed to pay them life insurance proceeds as ordered by the state court, and that
failure was found to be nondischargeable debt under § 523(a)(2)(A). The decedent had been
ordered in a divorce and settlement with his former wife to maintain their children as beneficiaries
of his life insurance policies, but he changed the beneficiary to his second wife, the Chapter 13
debtor. At the time of his death, the life insurance proceeds were paid to the debtor. The state
court ordered turnover of the proceeds, after the debtor misrepresented that the proceeds would be
held in escrow. In contempt of the state court’s order, the debtor invaded the proceeds, transferring
some to her daughter and spending some. The debtor’s deceptive behavior continued in her
bankruptcy case. The debt resulting from the state court judgment was excepted from discharge
under § 523(a)(2)(A), plus the plaintiffs were entitled to nondischargeable judgment for attorney
fees related to the debtor’s contemptuous conduct in state court. In addition, under Rule 9011(c),
the plaintiffs’ postpetition attorney fees were awarded. The Chapter 13 was dismissed with
prejudice to refiling for two years. Henri v. Wheeler (In re Wheeler), 511 B.R. 240 (Bankr. N.D.
N.Y. 2014).
Claims
Non-debtor spouse has claim for equitable distribution of marital property when parties
were in prepetition divorce proceeding. On a direct appeal, the Third Circuit decided the issue
of whether a non-debtor spouse has an allowable claim for equitable distribution of marital
property in a divorce proceeding that was pending at the time the other spouse filed Chapter 7.
Stating that the issue had divided courts in the Circuit, the court looked to the definition of a
“claim” under § 101(5)(A), with the spouse’s interest, “at the least, unliquidated and contingent
on a final decree apportioning marital property.” Citing its decision, In re Grossman’s, 607 F.3d
114 (3d Cir. 2010), in which an asbestos-tort claim arose when the claimant was exposed to a
product or conduct prepetition, the Circuit’s earlier “accrual test” had been overruled. The focus
is not on when the claim accrues, but “whether a claim exists,” and the contingent nature of the
spouse’s claim did not change the fact that she had a claim for equitable distribution. In re
Ruitenberg, 745 F.3d 647 (3d Cir. 2014).
Chapter 13 debtor was not “prevailing party” under California law for purposes of
recovering attorney fees for claim objection. The Chapter 13 debtor filed an objection to the
proof of claim for mortgagee, disputing $425 attorney fees in the claim. The claimant amended
its proof of claim, deleting the attorney fees, and the debtor than sought her own attorney fees and
costs of $5,265, under a California statute, but the bankruptcy court correctly concluded that the
debtor was not a “prevailing party” under that statute. The claimant voluntarily amended its proof
of claim, before the bankruptcy court was required to make any disposition on the claim or its
objection. Brosio v. Deutsche Bank Nat’l Trust Co. (In re Brosio), 505 B.R. 903 (BAP 9th Cir.
2014).
Obligation to former wife for one-half of second mortgage was domestic support. Affirming,
the Bankruptcy Appellate Panel found no clear error in the findings of domestic support
obligations. The debtor and his former wife were married and divorced twice. In the first consent
36
67

divorce decree, the wife agreed to hold the husband harmless on a first and second mortgage, but
in the second consent decree, the husband agreed, in return for reduction of child support from the
first decree, to pay one-half of the second mortgage. Upon the sale of the home, any deficiency
was to be divided equally, but if there was a net recovery, it would go to the wife. The property
was sold, and the former wife filed a priority claim in the Chapter 13 case for one-half of the
second mortgage and for a judgment lien that had to be satisfied at sale. The bankruptcy court
applied the Sixth Circuit’s test of In re Calhoun, 715 F.2d 1103 (6th Cir. 1983), for determination
of whether a debt is support in nature, and the husband’s agreement to pay one-half of the second
mortgage was intended as support, since, among other factors, it protected the children’s home.
Also, the wife had insufficient income at the time of the decree to cover both mortgages. As to
the judgment lien, since the former wife’s receipt of proceeds for the sale would be support for the
children, its satisfaction reduced the amount of support, and case law supports that a debt to a third
party may qualify as support. In re Thomas, 511 B.R. 89 (BAP 6th Cir. 2014). See also In re
Gambale, 512 B.R. 117 (Bankr. D. N.H. 2014) (Obligation to contribute $900 for replacement of
furnace was domestic support obligation, serving function of support for ex-wife and children, but
contribution of $400 every two weeks to ex-wife toward joint marital debt was not actually in
nature of support and was not priority claim. Court discusses multi-factor test for whether an
obligation is in nature of support.).
Chapter 7 debtors were not creditors and ineligible to file claims. In settlement of the Chapter
7 trustee’s objection to their homestead claim to 80 acres, the debtors sold 20 acres of the property,
with those funds going to the estate. The debtors then filed a proof of claim for delinquent real
estate taxes on the entire acreage, for attorney fees related to litigating the trustee’s objection, and
for satisfaction of judgment liens against the property. The claim was late, but on a substantive
basis, the claim was disallowed. The debtors were not “governmental units” for purposes of filing
a priority tax claim, and the debtors were not eligible to receive priority status. The judgment
creditor did not file a claim related to its lien. The attorney fees were for services directly to the
debtors, not on behalf of the estate, and the debtors were not eligible to file a proof of claim, since
they were not creditors—the Code offers no basis on which a debtor may file a proof of claim
against himself or herself. In re Oliver, 511 B.R. 556 (Bankr. W.D. Wis. 2014).
Chapter 7 debtor had standing to object to claim but objection overruled. In a case with
expected surplus after all claims were paid, the debtor had standing to file a claim objection, and
the trustee had standing to respond to and object to the claim even though the creditor did not
respond to the debtor’s objection. The debtor’s claim objection was defective, due to improper
service. In re Quintero, ___ B.R. ___, 2014 WL 2781141 (Bankr. D. N.M. June 19, 2014).
90-day deadline for claims did not apply to secured creditor seeking to participate in Chapter
13 distribution, but did apply to that creditor’s deficiency claim. On the Chapter 13 debtor’s
objection to untimely claims filed by mortgage lender, the court held that the creditor was not
required to file a proof of claim in order preserve lien rights but must file a claim if it wished to
participate in distribution under the plan. As long as the secured creditor’s claim is filed before
confirmation, even though after Rule 3002(c)’s 90-day deadline, it may be allowed, applying
Seventh Circuit authority. However, as to any deficiency unsecured claim, the proof of claim must
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be filed within that 90 days, or an objection based on untimeliness will be sustained. The lender’s
response to the debtor’s prior motion to extend the stay did not serve as an informal proof of claim.
In re Pajian, 508 U.S. 708 (Bankr. N.D. Ill. 2014).
Fair Debt Collection Practices Act
Filing stale proof of claim violated Fair Debt Collection Practices Act. The Eleventh Circuit
held that just as filing a lawsuit on a stale claim in state court would be a violation, so was the
filing of a proof of claim a violation. The FDCPA’s broad language included the debt buyer’s
filing of a proof of claim in a Chapter 13 case for a stale claim, one barred from collection under
Alabama’s three-year statute of limitations. The debtor filed a counterclaim, albeit four years after
allowance of the claim, alleging that the debt buyer routinely filed stale claims, but the bankruptcy
and district courts dismissed the debtor’s claims. The Circuit reversed, applying the “leastsophisticated consumer” standard to evaluate whether the collector’s actions were “deceptive,
misleading, unconscionable or unfair” under the FDCPA. In the absence of an objection to its
proof of claim, the defendant collector’s proof of claim would be automatically allowed, requiring
the Chapter 13 debtor to pay, notwithstanding the fact that the claim was time-barred under state
law and otherwise unenforceable. In this case, the claim was allowed and some payments made
by the trustee, and the defendant admitted that had it pursued collection in state court, its action
would have violated the FDCPA. The Circuit panel found no reason to treat the proof of claim
differently; “a debt collector’s filing of a time-barred proof of claim creates the misleading
impression to the debtor that the debt collector can legally enforce the debt.” The panel rejected
the argument that a proof of claim is not a collection activity; “Filing a proof of claim is the first
step in collecting a debt in bankruptcy and is, at the very least, an ‘indirect’ means of collecting a
debt,” falling within 15 U.S.C. §§ 1692a(6), 1692e, and 1692f. The panel declined to address the
issue of whether the Bankruptcy Code preempts the FDCPA. Crawford v. LVNV Funding, LLC,
___ F.3d ___, 2014 WL 3361226 (11th Cir. July 10, 2014).
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Some Questions After Clark v. Rameker
Clark v. Rameker, 134 S.Ct. 2242 (June 12, 2014)
The Supreme Court held that an inherited IRA does not constitute a “retirement fund”
within the meaning of 11 U.S.C. § 522(b)(3)(C). Since that Code section is identical to §
522(d)(12), inherited IRAs would not be exempt under the latter section either. Although the Court
affirmed the Seventh Circuit’s decision, In re Clark, 714 F.3d 559 (2013), the unanimous opinion
by Justice Sotomayor is broader than the Seventh Circuit’s. The Circuit Court had distinguished
the IRA before it, one inherited from someone other than the debtor’s spouse, from spousal
inheritance, leaving open the argument that an IRA inherited from a spouse would be exempt, but
the Supreme Court held that an inherited IRA lacked the legal characteristics of funds set aside for
retirement.
The Court recognized that if the heir is the original owner’s spouse, the heir may “roll over”
the IRA into his or her own IRA, while an heir of someone other a spouse does not have the “roll
over” option. Notwithstanding this distinction, the Court broadly concluded that an inherited IRA
simply does not operate like an ordinary IRA, stating that the inquiry into exempt status is an
objective one, not a case-by-case factual examination. Looking at three legal characteristics of an
inherited IRA, the heir is not able to invest additional funds in the account; the heir is required to
withdraw the funds or take minimum annual distributions, rather than hold the funds for retirement;
and the heir may withdraw the funds without tax penalty, rather than wait until age 59 ½, as is the
case with a regular IRA.
Effect of Clark on state-law exemptions
Since the Clark opinion construed the language of §§ 522(b)(3)(C) and (d)(12), one
question is the effect it may have on debtors claiming under neither of those sections but instead
using an applicable state-law exemption. Of course, some debtors may claim a portion of an
inherited IRA under a wildcard exemption, but more particularly, most states have some form of
1
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exemption in retirement funds, but not all use the term as used in §§ 522(b)(3)(C) and (d)(12).
Even if the state law uses the same term “retirement fund,” the Supreme Court was not considering
the scope or use of state exemptions.
Effect of Opt Out and § 522(b)(3)(C)
If a debtor is governed by a state’s opt out, or if the debtor has a choice between state
exemptions and § 522(d), § 522(b)(3)(C) in itself places no limit on that debtor’s use of state
exemptions—the latter section appears to be an additional exemption available to such debtors.
Note that § 522(b)(3)(A), which describes the opt out, provides such debtors with Federal
exemptions other than those under § 522(d) and local or state exemptions, subject only to
“subsections (o) and (p).” Section 522(b)(4), which describes the conditions of retirement funds
only refers to “purposes of “§§ 522(b)(3)(C) and (d)(12), and not to state-law exemptions. It would
theoretically be offensive to the concept of opt out for Congress to place restrictions on the terms
of a particular state’s exemptions.
State-law restrictions on exemptions of retirement funds
Merely as illustrations of the range of state-law provisions, some courts have, prior to
Clark, interpreted applicable state exemptions concerning inherited IRAs. For example, in In re
Kirchen, 344 B.R. 908 (Bankr. E.D. Wis. 2006), the Chapter 7 debtor had inherited an IRA from
his mother. The applicable Wisconsin exemption was for “assets held or amounts payable under
any retirement, pension, disability, death benefit, stock bonus, profit sharing plan, annuity,
individual retirement account, individual retirement annuity, Keogh, 401-K or similar plan or
contract providing benefits by reason of age, illness, disability, death or length or service.” Wis.
Stat. § 815.18(3)(j). Other conditions were that the plan or contract complied with provisions of
the Internal Revenue Code. The court denied the exemption, finding that the inherited IRA’s
character had changed and that as to the debtor, payments were not related to age or retirement
status.
Some states provide 100% exemption, without mentioning the effect of inheritance. For
example, Alabama Code § 19-3B-508 broadly exempts: “Any benefits provided under a plan
which includes a trust that constitutes a “qualified trust” may not be assigned or alienated,
voluntarily or involuntarily, and shall be exempt from the operation of any bankruptcy or
insolvency laws under 11 U.S.C. § 522(b), as from time to time amended. This subsection may not
be waived by a participant or beneficiary of any qualified plan.” The statute goes on to define
“qualified trust” as including an individual retirement plan as defined by the Internal Revenue
Code.
The Florida legislature amended its 100% exemption in qualified retirement plans, as
defined by the Internal Revenue Code, to clarify that inheritance did not disturb the exemption.
Fla. Stat. Ann. § 222.21(c) provides: “Any money or other assets or any interest in any fund or
account that is exempt from claims of creditors of the owner, beneficiary, or participant under
paragraph (a) does not cease to be exempt after the owner's death by reason of a direct transfer or
eligible rollover that is excluded from gross income under the Internal Revenue Code of 1986,
including, but not limited to, a direct transfer or eligible rollover to an inherited individual
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retirement account as defined in § 408(d)(3) of the Internal Revenue Code of 1986, as amended.
This paragraph is intended to clarify existing law, is remedial in nature, and shall have retroactive
application to all inherited individual retirement accounts without regard to the date an account
was created.”
Typically, state-law exemptions in IRAs and retirement accounts refer to the Internal
Revenue Code for qualifications, but some states limit the amount to the extent necessary for the
support of the debtor when the debtor retires and for the support of the debtor’s spouse and
dependents. See Cal. Code Civ. Proc. § 704.115(a)(3), (b), (e). Some case law related to the
California exemption has interpreted that an IRA must be used principally for retirement purposes.
See, e.g., In re Dudley, 249 F.3d 1170 (9th Cir. 2001).
Colorado’s exemption refers to the Internal Revenue Code, placing no limit on amount, but
the statute’s term “retirement plan,” as used in the statute permitting debtors to exempt their
interests in such retirement plans and in certain specifically identified ERISA-qualified or taxqualified retirement accounts, had to be interpreted in accordance with other terms surrounding it.
The term was not a broad exemption for any and all retirement plans. In re Lundwig, 345 B.R.
310 (Bankr. D. Colo. 2006).
Other states limit the exemption in an IRA, as defined in 26 U.S.C. § 408(a) or 408A, to
those contributions made within a specific time. For example, Montana Code Ann. § 25-13608(1)(e) restricts the exemption to the extent qualified contributions were made before a
creditor’s suit was filed.
Arizona’s Rev. Stat. Ann. § 33-1126(B) permits 100% exemption in qualified retirement
plan, as defined by the Internal Revenue Code, but the exemption does not apply to any amounts
contributed within 120 days of filing bankruptcy.
Encouragement of exemption planning
The point of these illustrative references to state laws is that Clark v. Rameker will not end
the bankruptcy courts’ inquiry into exemption of inherited IRAs or other retirement funds. Since
many debtors are utilizing state exemptions under laws other than the state in which they filed
bankruptcy, because of § 522(b)(3)(A)’s look-back period, examination of the applicable state law
exemption will be required, and one effect of Clark will be to force debtors to consider using state
exemptions rather than § 522(b)(3)(C).
Also, debtors may be encouraged by Clark to consider pre-bankruptcy conversion of an
inherited IRA into another exempt asset, requiring the bankruptcy court to examine whether that
conversion crossed the line from permissible to fraudulent.
Those persons holding IRAs, who intend to pass those on to children or others at death,
may be encouraged by Clark to use other methods, such as spendthrift trusts or other asset
protection devices that may be excluded from the debtor’s bankruptcy estate or may otherwise be
exempt, again requiring the bankruptcy court to examine the validity of such devices.
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Transfers to spouses under divorce decree or QDRO
Arizona’s Rev. Stat. Ann. § 33-1126(B)(1) states that its unlimited exemption does not
impair the rights of an alternative payee under a qualified domestic relations order, as defined in
the Internal Revenue Code, but the effect of Clark on exemption of IRAs that are passed from one
spouse to another presents questions. Does Clark’s reasoning reach to such transfers? Does it
depend on whether the recipient spouse is claiming exemption under §§ 522(b)(3)(C) or (d)(12),
or under an applicable state exemption, such as Arizona’s?
A few courts have looked at the issue of such exemptions. For example, In re Farmer, 295
B.R. 322 (Bankr. W.D. Wis. 2003), overruled the Chapter 7 trustee’s objection to the debtor’s
exemption of retirement funds received from the former husband under a QDRO. The husband
had established the ERISA-qualified plan, and under In re Nelson, 322 F.3d 541 (8th Cir. 2003),
the beneficiary of the QDRO had the same protections ERISA afforded to the spouse, including
the plan’s anti-alienation provisions. The retirement account was excluded from the estate;
moreover, the court held that the proceeds would be exempt under Wisconsin Stat. §815.13(3)(j),
concluding that the statute placed no restrictions on the source of the funds or the transfer to the
debtor from her spouse.
In In re West, 507 B.R. 252 (Bankr. N.D. Ill. 2014), the Chapter 7 debtor received $80,000
interest in former husband’s tax-qualified employee retirement plan in a marital dissolution decree,
and the funds were found to be entitled to exemption under the Illinois statute, despite fact that the
transfer meant that proceeds were no longer in hands of employee who had funded the plan. Under
Illinois law, the retirement plan was marital property before the entry of marital dissolution, and
the debtor’s interest became quantified as her separate property on entry of the decree. Although
that interest became property of the Chapter 7 estate, it was exempt, distinguishing In re Clark,
714 F.3d 559 (7th Cir. 2013). “The critical factor in Clark was that the IRA’s retirement attributes
had been lost upon inheritance by a non-spouse. In contrast, a retirement plan transferred pursuant
to a QDRO is done expressly for the purpose of preserving the retirement nature of the plan.” The
trustee’s objection to exemption was overruled.
In contrast, construing Minnesota’s exemption statute, the Bankruptcy Appellate Panel in
Anderson v. Seaver (In re Anderson), 269 B.R. 27 (BAP 8th Cir. 2001), held that the Chapter 7
debtor’s interest in an IRA transferred by the former spouse pursuant to a divorce decree was not
exempt. Minn. Stat. § 550.37, subd. 24(a), placed a monetary limit (then $54,000), and the debtor’s
interest was not obtained from his own employment. The statute had been interpreted by Deretich
v. City of St. Francis, 128 F.3d 1209 (8th Cir. 1997), to allow exemption only for assets derived
directly from the debtor’s employment.
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Applicability of 11 U.S.C. § 1325(b) to Plan Modification under 11 U.S.C. § 1329
1. Typical modification scenario
 The debtor proposes a plan for confirmation.
 The debtor moves to modify the plan, seeking to shorten the payment period to less than
the applicable commitment period without making full payment of all allowed unsecured
claims.
2. The issue
 If a debtor’s proposed modifications to the plan meet the requirements of 11 U.S.C. §
1329, then the court will confirm the plan.
 However, in situations where a debtor moves to shorten the length of the plan, courts
disagree on whether the “applicable commitment period” requirements of 11 U.S.C. §
1325(b) apply at the modification stage.
o Compare e.g., In re Davis, 439 B.R. 863 (Bankr. N.D. Ill. 2010)(permitting
modification of the debtor’s plan to shorter than the applicable commitment
period absent full payment of all allowed unsecured claims), with In re Heideker,
455 B.R. 263 (Bankr. M.D. Fla. 2011)(requiring full payment of all allowed
unsecured claims to modify the plan’s length to shorter than the applicable
commitment period).
3. The provisions of 11 U.S.C. § 1325(b)
 Generally – A trustee or holder of an allowed, unsecured claim that will not receive full
payment under the plan may object to confirmation of the plan on the grounds that the
debtor failed to commit the entirety of his or her projected disposable income for the
applicable commitment period. 11 U.S.C. § 1325(b).


Disposable Income –
o Definition – “current monthly income . . . less amounts reasonably necessary to
be expended—for the maintenance or support of the debtor or a dependent of the
debtor, or for a domestic support obligation, that first becomes payable after the
petition is filed; and for charitable contributions . . . to a qualified religious or
charitable organization in an amount not to exceed 15 percent of gross income of
the debtor for the year in which contributions are made.” 11 U.S.C. §1325(b)(2)
 Current Monthly Income – the average monthly income from all sources
for the six months prior to the commencement of the case or the date of
determination. 11 U.S.C. § 101(10A).
 Current monthly income does not include benefits received under
the Social Security Act, payments to victim of war crimes or
crimes against humanity, or payments to victims of international
terrorism. 11 U.S.C. § 101(10A)(B).



Applicable Commitment Period –
o Below-median income debtor – 3 years. 11 U.S.C. § 1325(b)(4)(A)(i).
o Above-median income debtor – not less than 5 years. 11 U.S.C. §
1325(b)(4)(A)(ii)
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o Exception – the payment period may be shorter than the required 3 or 5 years if
the plan provides for full payment of all allowed unsecured claims over a shorter
period. 11 U.S.C. § 1325(b)(4)(B).
Approaches to application of 11 U.S.C. § 1325(b) to post-confirmation modification?
1. The requirements of 11 U.S.C. § 1325(b) do not apply to plan modification
 Courts ruling that the requirements of 11 U.S.C. § 1325(b) do not apply during postconfirmation modification cite three primary lines of reasoning:
o Language of 11 U.S.C. § 1325(b) – “If the trustee or holder of an allowed
unsecured claim objects to the confirmation of the plan . . .”
 The statutory language itself dictates that the provision only comes into
effect when a party with standing raises an objection to the confirmation
of a plan. See In re Davis, 439 B.R. 863, 866 (Bankr. N.D. Ill. 2010).
 Confirmation and modification remain two separate processes,
modification only becoming possible after an initial confirmation. In re
Lorenzo, 2013 Bankr. LEXIS 1944 (Bankr. S.D. Fla. 2013).
 Reviewing split of authority, projected disposable income does not apply
to postconfirmation modifications. In re McAllister, 510 B.R. 409 (Bankr.
N.D. Ga. 2014); In re Swain, 509 B.R. 22 (Bankr. E.D. Va. 2014); In re
Barnes, ___ B.R. ___, 2014 WL 1016062 (Bankr. E.D. Wis. 2014).
o Language of 11 U.S.C. § 1329 – the provision outlining the requirement for
modification explicitly makes applicable the requirements of numerous other
subsections of the Bankruptcy Code. The maxim expressio unius est exclusio
alterius points to an implicit exclusion of all other provisions, including §
1325(b). See, e.g., In re Davis, 439 B.R. 863, 867 (Bankr. N.D. Ill. 2010).
o Inapplicability of 11 U.S.C. § 1325(b) does not create absurd results – the
incorporation of § 1325(a)(3)’s “good faith” standard into the modification
requirements prevents the creation of absurd results when not applying § 1325(b)
at modification. See, e.g., In re Davis, 439 B.R. 863, 868 (Bankr. N.D. Ill. 2010).
 Therefore, some courts allow debtors to shorten their plans to less than the “applicable
commitment period” required for confirmation.
o In re Tibbs, 478 B.R. 458 (Bankr. S.D. Fla. 2012) (holding that the debtors could
modify their confirmed plan to allow for payment of the remaining amount owed
under the plan before the termination of the applicable commitment period
without paying all allowed unsecured claims in full).
o In re Barnes, 506 B.R. 777 (Bankr. E.D. Wis. 2014) (holding that the debtor need
not comply with the “projected disposable income” requirement of § 1325(b) at
modification, but the debtor must show why he cannot make the reduced
payments through the original plan length as part of a showing of “good faith”
under § 1325(a)(3)).
2. The requirements of 11 U.S.C. § 1325(b) apply to plan modification
 Courts ruling that the requirements of 11 U.S.C. § 1325(b) apply at modification rely
primarily on the following lines of reasoning:
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o Language of 11 U.S.C. §1325(a) – § 1325(b) is incorporated into § 1329 by way
of § 1325(a), which states that a bankruptcy court shall confirm a plan that
complies with the requirements of § 1325(a) “except as provided in [§ 1325](b).”
See, e.g., In re Heideker, 455 B.R. 263, 269 (Bankr. M.D. Fla. 2011).
o Giving meaning to the whole statute – reading § 1325(a) to incorporate §
1325(b) at the modification stage gives meaning to every word of the statute. See,
e.g., In re Williams, 2014 Bankr. Lexis 330 (Bankr. D.N.J. 2014).
o Number of requirements – to pose fewer requirements for confirmation at the
modification stage than at the initial confirmation indicates that the exclusion of §
1325(b) at the modification stage comes only from a strained reading of the
statute. See In re Keller, 329 B.R. 697, 700 (Bankr. E.D. Cal. 2005).
Therefore, courts following the reasoning above do not permit above-median income
debtors to shorten the length of their plans below the applicable commitment period.
o Pliler v. Stearns, 747 F.3d 260 (4th Cir. 2014) (above-median income debtors
with negative disposable income must maintain 60-month plan, and § 1329
“expressly incorporates the applicable commitment period as a temporal limit for
purposes of plan modification”).
o In re Heideker, 455 B.R. 263 (Bankr. M.D. Fla. 2011) (holding that debtors
cannot amend their plans to be shorter than the applicable commitment period
unless all allowed unsecured claims get paid in full).
o In re King, 439 B.R. 129 (Bankr. S.D. Ill. 2010) (holding the requirements of the
applicable commitment period do not vanish at modification and a plan can only
be shortened if all unsecured claims receive full payment).
o In re Williams, 2014 Bankr. Lexis 330 (Bankr. D.N.J. 2014) (denying debtors’
motion to modify their confirmed Chapter 13 plan to shorter than the applicable
commitment period without paying all unsecured claims in full).

45
76

Charitable Contributions
Issue: When a debtor makes charitable contributions in an amount in excess of 15% of his or her
gross annual income, can the trustee avoid the entire transfer under § 548(a)(1)(B), or does
§ 548(a)(2) protect the portion below 15%, leaving only the portion above 15% avoidable?
Wadsworth v. Word of Life Christian Center (In re McGough), 737 F.3d 1268 (10th Cir.
2013):
Facts: In the two years preceding their bankruptcy filing, Debtors made over two
dozen contributions to the Word of Life Christian Center. No individual
contribution exceeded 15% of their annual gross income, but the aggregate did.
The trustee sought to avoid the contributions in their entirety.
Procedure: The bankruptcy court agreed with the trustee that the contributions
were to be aggregated, but permitted avoidance only of the amount in excess of
15%. The transferee did not appeal the issue of aggregation. The BAP affirmed
as to the portion avoidable and the transferee appealed to the Tenth Circuit.
Holding: When a debtor’s charitable contributions exceed 15% of his or her gross
annual income, the plain language of the statute permits avoidance of the entire
transfer, not merely the portion in excess of 15%.
Reasoning:
Section 548(a)(2) was added to the Code in 1998 by the Religious Liberty
and Charitable Donation Protection Act. It provides a “safe harbor,”
protecting charitable contributions to qualified religious or charitable
organizations from avoidance under § 548(a)(1)(B) as long as “the amount
of that contribution does not exceed 15 percent of the gross annual income
of the debtor for the year in which the transfer of the contribution is made”
or, if in excess of 15%, the transfer was consistent with the debtor’s past
practices.
Parties’ arguments:
The trustee argued that § 548(a)(2) unambiguously provides a safe
harbor only if the “transfer” does not exceed 15%; thus, the
converse must be true—when the “transfer” does exceed 15%, the
“transfer” is avoidable in its entirety.
The transferee’s argument—characterized by the court as
“conveniently confusing”—was, first, that the statute does not
explicitly state that the entire transfer is avoidable under these
facts, and, second, that the 15% limit does not merely act as an
“avoidable” threshold but also establishes the amount of the
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transfer protected from avoidance if that threshold is exceeded,
because the phrase “in any case which” has a meaning similar to
the phrase “to the extent.” Finally, the transferee argued that the
statute is ambiguous because susceptible to both interpretations,
thereby permitting the use of legislative history. Because House
Report No. 105–556 states that § 548(a)(2) protects transfers “up
to” 15% of the debtors gross annual income, it reflects
congressional intent to protect the amount of the contribution
below 15%, even when the total contribution exceeds that
threshold.
The statute plainly permits avoidance of the entire transfer under these
facts.
The phrase “in any case which” is a legalism widely understood to
mean “if” or “when.” Thus, the transferee’s argument that it
indicates “not only ‘if’ or ‘when’ the exception applies, but also
the amount protected from avoidance, is vanishingly improbable.”
“Substituting ‘if’ for the phrase ‘in any case in which’ resolves any
claimed ambiguity. Under § 548(a)(2), a transfer is not avoidable
if its amount does not exceed 15% of GAI. Thus, the
contrapositive must also be true—if the amount of a transfer
exceeds 15% of GAI, the transfer is avoidable. Because there is no
language limiting the amount of the transfer to be avoided, the only
reasonable reading of the statute is that the amount of the transfer
to be avoided is the entire amount.”
This interpretation is consistent with the only other decision interpreting
this provision, Murray v. Louisiana State University Foundation (In re
Zohdi), 234 B.R. 371 (Bankr. M.D. La. 1999). Zohdi is not appropriately
distinguishable on the grounds that it involved a single donation and that it
interpreted § 548 (a)(2) as not requiring aggregation. That court’s analysis
did not turn on the number of contributions involved, and the latter was
dicta.
The transferee’s attempted reliance on Universal Church v. Geltzer, 463
F.3d 218 (2d Cir. 2006), cert. denied, 549 U.S. 1113 (2007), to establish
ambiguity is misplaced because that case dealt with a different issue.
Geltzer held that a debtor’s annual contributions must be aggregated and
that § 548(a)(2) does not prevent avoidance of transfers in excess of 15%.
The court found that the transferee had waived its claim that the portion
below 15% could not be avoided. The court also found the statute
ambiguous and thus turned to legislative history, which it found to indicate
Congress’s intent that contributions be considered in the aggregate. The
court, however, vacated the lower court’s finding that the debtor was
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insolvent during the relevant period, and remanded to permit consideration
of the debtor’s pattern of giving.
The transferee’s reading would ignore the first “of” in the phrase “the
amount of that contribution does not exceed 15 percent,” but statutory
interpretation requires giving effect to each word.
This reading does not give rise to absurdity. Although it would allow
avoidance of a transfer even 1¢ over the limit, thus burdening donees, it
would be more burdensome if donees had to calculate the portion over
15%. The absurdity argument also overlooks the protection given to
donations consistent with a prior pattern. There is nothing absurd about a
decision to treat donations over 15%, if inconsistent with prior donations,
as fraudulent.
Issues not decided by McGough:
Whether Social Security benefits received by a debtor during the relevant twoyear period should be included in gross annual income for purposes of
§§ 548(a)(1)(B) and (a)(2).
Whether a debtor’s contributions should be aggregated for purposes of applying
§ 548(a)(2).
Other Code sections dealing with charitable contributions:
§ 544(b)(2): “Paragraph (1) shall not apply to a transfer of a charitable contribution (as
that term is defined in section 548(d)(3)) that is not covered under section 548(a)(1)(B),
by reason of section 548(a)(2). Any claim by any person to recover a transferred
contribution described in the preceding sentence under Federal or State law in a Federal
or State court shall be preempted by the commencement of the case.”
§ 707(b)(1): “In making a determination whether to dismiss a case under this section, the
court may not take into consideration whether a debtor has made, or continues to make,
charitable contributions (that meet the definition of “charitable contribution” under
section 548(d)(3)) to any qualified religious or charitable entity or organization (as that
term is defined in section 548(d)(4)).”
§ 1325(b)(2)(A): excludes from the definition of disposable income “charitable
contributions . . . in an amount not to exceed 15 percent of gross income of the debtor for
the year in which the contributions are made.”
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Questioning Brunner’s Validity
The Brunner test of undue hardship
Under Brunner v. N.Y. State Higher Educ. Services Corp. (In re Brunner), 831 F.2d 395
(2d Cir. 1987), to prove undue hardship for purposes of discharge under § 523(a)(8), the debtor
must carry the burden of proof that (1) the debtor cannot maintain a minimal standard of living for
himself or herself and dependents, based on current income and expenses, if required to continue
repayment of the student loan; (2) circumstances indicate that this condition is likely to persist for
a significant portion of the repayment period; and (3) the debtor has made good faith efforts to
repay the loan.
This test continues to be expressed as the majority rule, adopted by the Third, Fourth, Fifth,
Sixth, Seventh, Ninth, Tenth and Eleventh Circuits. The First Circuit has declined to adopt it, and
the Eighth Circuit uses a totality of circumstances test, in Long v. Educational Credit Management
Corp. (In re Long), 322 F.3d 549 (8th Cir. 2003). Some courts in the First Circuit have adopted
the totality of circumstances test. See Bronsdon v. Educational Credit Management Corp. (In re
Bronsdon), 435 B.R. 791 (BAP 1st Cir. 2010), Murphy v. Educational Credit Management Corp.,
511 B.R.1 (D. Mass. 2014) (noting that differences in two tests were “modest”).
Partial discharge
Some courts have softened the effect of the Brunner test by various means, including use
of partial discharge. See, e.g., Educational Credit Management Corp. v. Jorgensen (In re
Jorgensen), 479 B.R. 79 (BAP 9th Cir. 2012) (The bankruptcy court did not err in partially
discharging student loans, properly applying the Brunner test to that portion that was discharged.
The first prong of Brunner “allows the bankruptcy court to determine the amount of student loan
debt that prevents the debtor from maintaining a minimum standard of living and discharge only
that amount.”).
Under the totality-of-circumstances test adopted by the Eighth Circuit, although partial
discharge was not available remedy, the bankruptcy court must determine undue hardship on a
loan-by-loan basis. Conway v. Nat’l Collegiate Trust (In re Conway), 495 B.R. 416 (BAP 8th Cir.
2013), aff’d 2014 WL 2565825 (8th Cir. June 9, 2014).
Section 523(a)(8)’s changes subsequent to Brunner
In 1987, the statute included a 5-year period of nondischargeability from the date the loan
first became due, a completely different environment from today’s statute. That period was
expanded to 7 years in 1990, and the time restriction was eliminated in 1998, leaving undue
hardship as the only means for discharge. The statute was amended in 2005 to include three
categories of nondischargeable debts. See Institute of Imaginal Studies v. Christoff (In re
Christoff), 510 B.R. 876 (Bankr. N.D. Cal. 2014); Brown v. Rust, 510 B.R. 562 (Bankr. E.D. Ky.
2014). See also Roth v. Educational Credit Management Corp., 490 B.R. 908, 921-23 (BAP 9th
Cir. 2013), concurring opinion, describing statutory and other changes subsequent to Brunner.
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Applying Brunner in present-day context, including repayment alternatives
In Bene v. Educational Credit Management Corp. (In re Bene), 474 B.R. 56 (Bankr. W.D.
N.Y. 2012), the court considered the Brunner test in the context of whether the debtor was required
to participate in the William D. Ford program for student loan repayment. The court observed that
the concepts of “poverty” and “repayment period” had changed substantially since Brunner, and
the test did not require that the 64-year old debtor indenture herself to another 25 years of debt
repayment, under the Ford Program’s adjusted payments.
See also Roth v. Educational Credit Management Corp., 490 B.R. 908 (BAP 9th Cir. 2013).
Although debtor did not make any voluntary payment on student loans and did not enter into
income contingent repayment plan (ICRP), sufficient good faith effort was found. In light of the
debtor’s age, poor health and limited income prospect, her refusal to enter into ICRP was justified,
when no payments would be required under that plan and the tax consequences of debt forgiveness
were potentially disastrous. Requiring her to enter into ICRP was “futile.”
In Roth, concurring Judge Pappas stated that the Brunner test for undue hardship was “too
narrow, no longer reflects reality, and should be revised by the Ninth Circuit when it has the
opportunity to do so. Put simply, in this era, bankruptcy courts should be free to consider the
totality of a debtor’s circumstances in deciding whether a discharge of student loan debt for undue
hardship is warranted.”
Clear error review
Applying a clear error standard to the bankruptcy court’s finding of good faith under the
Brunner test, good faith was examined by a debtor’s efforts to obtain employment, maximize
income and minimize expenses. Although some expenses were not reasonably necessary to
maintain a minimal standard of living, the bankruptcy court did not err in finding good faith efforts.
The district court applied de novo review, reversing and faulting the debtor for not fully
maximizing income, minimizing expenses or exploring income contingency repayment options,
but the circuit court reversed, restoring the bankruptcy court’s good faith finding and partial
discharge. Hedlund v. Educational Resources Institute, Inc., 718 F.3d 848 (9th Cir. 2013). See
also Krieger v. Educational Credit Management Corp., 713 F.3d 882 (7th Cir. 2013) (Bankruptcy
judge’s finding of good faith effort was not clearly erroneous and “destitute” debtor’s discharge of
student loan was restored, reversing district court’s decision that she could have “searched harder”
for work and should have entered into 25-year repayment program.).
Compare Roth v. Educational Credit Management Corp., 490 B.R. 908 (BAP 9th Cir.
2013), application of de novo standard to ultimate undue hardship determination, since it is mixed
question of fact and law, with factual findings reviewed for clear error.
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Separate classification and other means of dealing with student loan debts
Objecting to claims
Hahn v. Educational Credit Management Corp. (In re Hahn), 476 B.R. 344 (BAP 1st Cir.
2012), aff’d 711 F.3d 235 (1st Cir. 2013) (It was abuse of bankruptcy process for creditor to file
proof of claim, ignore objection process and pursue collection without verifying that claim
survived discharge.).
Separate classification in Chapter 13—Interpretations of § 1322(b)(1)
See Carrion v. Rivera (In re Rivera), 490 B.R. 130 (BAP 1st Cir. 2013), citing In re
Renteria, 470 B.R. 838 (BAP 9th Cir. 2012), for statutory construction of § 1322(b)(1). Rivera
concluded that § 1322(b)(1) did not address allocation of projected disposable income.
Relationship of §§ 1322(b)(1) and 1322(b)(5), and effect of § 1322(b)(10)
In In re Kubeczko, 2012 WL 2685115 (Bankr. D. Colo. July 6, 2012), slip copy, the belowmedian debtors’ plan proposed to separately classify student loan debt, treating it as long-term
debt, to be paid with interest, resulting in that debt receiving 47% dividend, while other unsecured
creditors would receive 1% distribution. Section 1322(b)(1) placed a fairness limitation on §
1322(b)(5)’s treatment of long-term unsecured debt, and the court found the plan to unfairly
discriminate against other unsecured creditors. Also, § 1322(b)(10), added by BAPCPA,
prevented payment of interest on unsecured nondischargeable debt, such as student loan, unless
disposable income is sufficient to pay allowed claims in full. The court noted that this provision
essentially mooted the fairness inquiry in this case. See also Gorman v. Birts (In re Birts), 2012
WL 3150384 (E.D. Va. Aug. 1, 2012) (Plan paying student loan as long-term debt, with interest,
unfairly discriminated against other unsecured creditors receiving 7% distribution.).
See In re Edmonds, 444 B.R. 898 (Bankr. E.D. Wis. 2010), for discussion of split of judicial
authority on treating student loan debt as long-term debt.
In In re Stull, 489 B.R. 217 (Bankr. D. Kan. 2013), although the above-median debtor could
separately classify student loan debt and pay it more than other unsecured debt, when the
nondischargeable obligation would be paid from income in excess of projected disposable income,
§ 1322(b)(10) prevented payment of interest on an unsecured nondischargeable debt unless other
unsecured creditors were being paid 100%.
Discussing the split of authority, in In re Brown, 500 B.R. 255 (Bankr. S.D. Ga. 2013), the
court concluded that solely because a student loan debt was nondischargeable did not make it a
“special circumstance” for purposes of the means test deduction. Moreover, § 1322(b)(5)’s cure
and maintain provision does not permit the debtor to pay a long-term student loan debt directly if
it would unfairly discriminate against other unsecured creditors (again citing a split of authority
but noting that practice in district had been to allow long-term student loan debt to be paid directly
by debtors). However, applying the traditional factors of unfair discrimination, the court
determined that §§ 1322(b)(1), (b)(5) and (b)(10) were not irreconcilable, concluding that §
1322(b)(5) “deals specifically with curing and maintaining long term debts. Section 1322(b)(5)
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was not amended or restricted in 2005 when Congress adopted § 1322(b)(10). While § 1322(b)(5)
allows interest on secured and unsecured long debt, § 1322(b)(10) restricts interest payments on
non-dischargeable unsecured debts that are not eligible for cure and maintenance under §
1322(b)(5), such as debts that are non-dischargeable due to a debtor’s fraud. . . .Arguably, . . .
holding that § 1322(b)(10) prevents debtors from using (b)(5) to cure and maintain student loan
payments effectively strikes out the language ‘unsecured claim. . .on which the last payment is due
after the date on which the final payment under the plan is due’ from § 1322(b)(5).” The court
found that this debtor’s plan that would pay postpetition interest on the student loan did not unfairly
discriminate, even though other unsecured creditors would receive 1% compared to 16% if all
unsecured creditors were treated without the separate classification.
In In re Knowles, 501 B.R. 409 (Bankr. D. Kan. 2013), the debtors had negative projected
disposable income, proposing a plan to maintain monthly payments on student loan debt, outside
the plan, and pay -0- dividend to other unsecured creditors, effectively a separate classification of
the student loan debt. The court found the test for unfair discrimination in In re Bentley, 266 B.R.
229 (BAP 1st Cir. 2001), to more accurately reflect the statutory scheme than the more commonly
cited test found in In re Leser, 939 F.3d 669 (8th Cir. 1991). The payment of the ongoing,
contractual student loan monthly amount would be from discretionary income that debtors were
not required by the Code to commit to their plan—the other unsecured creditors would be receiving
no distribution anyway. Thus, student loan payments were not unfair discrimination. However,
there was unfair discrimination in the plan’s proposal to fully pay an unsecured claim of the state
for overpayment of unemployment compensation.
Good faith as § 1322(b)(1) factor.
See Carrion v. Rivera (In re Rivera), 490 B.R. 130 (BAP 1st Cir. 2013). Also, in Copeland
v. Fink (In re Copeland), 742 F.3d 811 (8th Cir. 2014), the plan treated non-priority,
nondischargeable tax debt at 100%, with nothing to other unsecured creditors, and the proposal
was not in good faith. “In short, they propose to ‘protect’ those creditors least in need of protection,
at the expense of the most vulnerable.”
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§ 1306 and Inheritances Received More than 180 Days after Filing
Section 1306(a)(1) broadens the definition of property of the estate to include all property
acquired after commencement of the case.
The question is whether this includes an inheritance received beyond the 180-day limit found in
§ 541(a)(5)(A).
Carroll v. Logan, 735 F.3d 147 (4th Cir. 2013):
Facts: Three years after filing Chapter 13, Debtors notified the bankruptcy court that
Debtor-husband expected an inheritance of $100,000 from the estate of his recentlydeceased mother. Because Debtors acquired the interest before their bankruptcy case had
been closed, dismissed or converted, the trustee moved to modify the plan to require
payment of the amount of the inheritance necessary to repay all unsecured debts.
Originally, general unsecured creditors had expected to receive only 3.8% of their claims.
Procedure: The bankruptcy court held that the inheritance constituted property of the
estate, and noticed direct appeal to the Fourth Circuit.
Holding: An inheritance received by Chapter 13 debtors more than 180 days after their
bankruptcy filing is property of the estate under §1306, and is not excluded by
§ 541(a)(5).
Reasoning:
Section 541 is not specific to any particular type of bankruptcy proceeding, and
subsection (a)(5)(A) excludes inheritances received more than 180 days after
filing. Section 1306 expands the definition of property of the estate for purposes
of Chapter 13 cases. It includes all property of the type described in § 541 that is
received post-petition and before the case is closed, dismissed or converted.
Thus, § 1306 captures the type or kind of property—such as bequests, devises and
inheritances—but not the 180-day temporal restriction.
This is an appropriate exchange for the benefits of Chapter 13, which include
retention of encumbered assets and curing of defaults.
The majority of courts agree with this conclusion. See. e.g., In re Tinney, 2012
Bankr. LEXIS 3092, 2012 WL 2742457 (Bankr. N.D. Ala. July 9, 2012). A few,
however, are to the contrary. See, e.g., In re Key, 465 B.R. 709 (Bankr. S.D. Ga.
2012; Le v. Walsh (In re Walsh), 2011 Bankr. LEXIS 2602, 2011 WL 2621018
(Bankr. S.D. Ga. June 15, 2011).
Debtors’ statutory construction arguments are unavailing.
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The court’s reading does not ignore the 180-day language in
§ 541(a)(5)(A). In fact, a contrary reading would strip all meaning from
§ 1306(a), which expands the temporal restriction for purposes of Chapter
13.
Debtors have it backwards in arguing that the specific language of
§ 541(a)(5) governs the general language of § 1306. Rather, the latter is
the more specific provision.
Accord, Dale v. Maney (In re Dale), 505 B.R. 8 (BAP 9th Cir. 2014) (relying heavily on
Carroll v. Logan).
Contrast In re McAllister, 510 B.R. 409 (Bankr. N.D. Ga. 2014) (Reviewing split of
authority, § 1306(a)(1) is subject to § 541(a)(5)’s exclusion—“the specific date restriction
set forth in § 541(a)(5) controls and § 1306(a)(1) does not eliminate that restriction.”
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“Straddling” Tax Claims
The over-riding issue is whether a tax claim is pre- or postpetition, and this determination
is significant in Chapter 13 cases, because of § 1305, which permits the government to choose
whether to file a proof of claim for taxes “that becomes payable. . .while the case is pending.”
Three different rules have been used in deciding the relevant date on which taxes “become
payable:”
1) When tax was incurred and capable of being paid.
See Joye v. Franchise Tax Bd. (In re Joye), 578 F.3d 1070 (9th Cir. 2009), holding that
construction of the term “payable” controls the types of claims to which § 1305 applies. Joye
followed the reasoning in Dixon v. IRS (In re Dixon), 218 B.R. 150 (B.A.P. 10th Cir. 1998), that
“payable” is best understood “to refer ‘to a time before the last permissible day for paying taxes.’”
578 F.3d at 1075 (quoting Dixon, 218 B.R. at 152). Joye concluded that Congress intended that
the time of incurring a tax obligation, rather than the time for payment, determines the construction
of “payable” and the applicability of § 1305. “We would frustrate this congressional intent were
we to construe the word ‘payable’ to refer to only those taxes that have become ‘legally
enforceable’ or ‘justly due.’” 578 F.3d at 1076. The Joye court concluded that “taxes become
‘payable’ for purposes of section 1305(a)(1) when they are capable of being paid.” 578 F.3d at
1077.
The facts in Joye included that the debtors filed Chapter 13 on March 7, 2001, and the taxes
at issue were state income taxes for 2000. The debtors did not file the 2000 return until October
13, 2001, which was within the statutory extension for a return due on April 15, 2001. The issue
was whether the 2000 taxes were discharged, and the Tax Board argued that they were not, since
they were a postpetition tax claim, for which the Board choose not to file a proof of claim. The
9th Circuit held that the taxes were prepetition and were discharged.
2) Date on which the return was actually filed, or 3) date on which the tax return was due.
United States v. Ripley (In re Ripley), 926 F.2d 440 (5th Cir. 1991), discussed both of these
approaches, in the context of quarterly estimated tax payments owed by a self-employed oral
surgeon and his wife. Debtors made no estimated tax payments in 1987, but filed a Chapter 13
petition in November of that year. The IRS filed a proof of claim, pursuant to § 1305, after the
debtors filed a tax return in May of 1988. Debtors objected, arguing that three quarters of their
1987 tax obligation was a prepetition claim.
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Ripley concluded that “payable” refers to taxes that come due during the pendency of the
case—that is, “those that must be paid now.” 926 F.2d at 444. The court acknowledged that one
construction of “payable” would be taxes that have become payable in the sense that they are “able
to be paid,” but concluded that “this argument ignores the customary usage of the word ‘payable.’”
Id. The court compared § 1305(a)’s “payable” to the use of the term in the context of negotiable
instruments.
Under the Ripley approach, taxes “become payable” within § 1305 at the end of the tax
period for which they are due, or in other words, when they are theoretically determinable. This is
usually when a return must be filed and payment may be made. For example, when the taxable
period is a calendar year, taxes “become payable” at 12:00 a.m. on January 1, after that year has
concluded, or on April 15 when the return is due. In Ripley, since the tax return was not filed, and
not required to be filed, until a postpetition date, the taxes did not became payable until the
postpetition date, and the debtor’s objection to the IRS § 1305 proof of claim was rejected.
Straddling Taxes
When the facts involve a tax year ending before the petition filing, but the taxes were not
finally due until a postpetition date, they have been referred to as “straddling tax” claims, which
were recently addressed in Michigan Dep't of Treasury v. Hight (In re Hight), 670 F.3d 699 (6th
Cir. 2012).
Facts:
Debtor filed bankruptcy in January 2009 and filed her return for 2008 taxes on April
8, 2009. She did not make any payment then or when the taxes were due—April
15th. On July 17th, Debtor filed a protective proof of claim for the 2008 taxes.
Michigan Department of the Treasury objected to the claim, but the bankruptcy
court overruled the objection, holding that the tax obligation did not arise until
postpetition The district court affirmed.
On appeal, the Treasury made two arguments: 1) such a claim is not permitted under
§ 1305, which allows only those entities holding postpetition claims against a debtor to file a
postpetition claim for taxes that become payable during the pendency of a bankruptcy case; and 2)
Debtor’s claim did not qualify for treatment under § 502(i), which allows certain tax claims arising
after commencement of the case to be treated as if they arose prepetition. The Sixth Circuit rejected
both arguments, focusing primarily on § 502(i) but also holding that § 1305(a) was not the
exclusive authority for who could file a protective claim on behalf of the creditor.
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In order to succeed on appeal, Treasury must establish that (1) [Debtor’s] protective proofof-claim for her 2008 tax debt was a postpetition claim and (2) her claim does not fall
within the exception for postpetition claims carved out in § 502(i). Even if we assume that
Treasury’s claim on [Debtor’s] 2008 tax debt was a postpetition claim, Treasury cannot
show that [Debtor’s] tax debt falls outside the exception for postpetition claims set forth in
§ 502(i). Id. at 702 (footnote omitted).
The court held that the Chapter 13 debtors may file protective proofs of claim under Code
sections other than § 1305, which has traditionally been interpreted as only permitting the claim
holder to choose whether to file a claim for a postpetition tax. Section 1305(a) “’permits a creditor
to file a postpetition claim and provides for allowance of that claim. It does not exclude other
means of allowing postpetititon claims.”” 670 F.3d at 702 (quoting In re Flores, 270 B.R. 203,
206 (Bankr. S.D. Tex. 2001)).
Section 502(i) provides that a postpetition tax claim, if entitled to priority, is treated like a
prepetition claim. Thus, the question was whether this claim was entitled to priority. The parties
agreed that the claim resulted from a tax “measured by income . . . for a taxable year ending on or
before the date of the filing of petition,” within the terms of § 507(a)(8)(A), but the debtor argued
that the tax fell within subsections (i) and (iii) of § 507(a)(8)(A). The Treasury argued that “after
three years before” in § 507(a)(8)(A)(i) means that the tax claim must be for a return due within
the three years before the bankruptcy petition was filed, and not later. That would exclude debtor’s
2008 taxes, because that obligation was due postpetition.
The Treasury relied on a reference in Young v. United States, 535 U.S. 43, 46 (2002) to a
return “due within three years before the bankruptcy petition.” Young, however, dealt with tax
claims that arose prior to the three-year look-back date, not claims arising later, and the Hight court
stated that not only does the Treasury’s argument run counter to the section’s plain meaning; it
would also read § 507(a)(8)(A)(i) “out of the Code when analyzing whether § 502(i) applies. . .
.[N]o claims would ever qualify under both provisions. Under the construction urged by Treasury,
these two provisions together would define a null set.

A claim falling under Treasury’s

interpretation of § 507(a)(8)(A)(i) would always be a prepetition claim, rendering the exception
for certain postpetition tax claims under § 502(i) unnecessary.” Id. at 704.
The Hight debtor’s tax debt fell within both § 507(a)(8)(A)(i) and § 507(a)(8)(A)(iii). It
was not a tax within §§ 523(a)(1)(B) or (C), and it was assessable under state law as of April
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15th—after commencement of the case. Because the tax debt was entitled to priority under
§§ 507(a)(8)(A)(i) and (a)(8)(A)(iii), the debtor’s postpetition protective claim was treated under
§ 502(i) as if it were a prepetition claim, and Debtor was entitled to file it under § 501(c). This
conclusion is consistent with § 1322(a)(2), which requires that the plan “provide for the full
payment, in deferred cash payments, of all claims entitled to priority.”
Hight was distinguished in In re White, 482 B.R. 905 (Bankr. W.D. Ark. 2012), under
which debtors filed a Chapter 13 petition in August of 2006. The debtors obtained an extension
for their 2006 taxes and the return, filed in October of 2007, reflected a liability of just under
$5,000. The debtors filed a proof of claim on behalf of the state tax authority, seeking to include
2006 taxes in the bankruptcy case. The state entity objected, relying on its rights as a postpetition
creditor under § 1305(a)(1).
The White court held that these debtors did not have a right to file the involuntary claim,
citing CenturyTel of N.W. Ark., LLC v. Laymon (In re Laymon), 360 B.R. 902 (Bankr. E.D. Ark.
2007), in which the court held that filing a proof of claim under § 1305(a)(2) was discretionary
with the creditor. That holding is equally applicable to § 1305(a)(1), and the debtor’s reliance on
the Sixth Circuit’s Hight was misplaced. The White court noted that in Hight an income tax for a
taxable year ending after the date of bankruptcy filing would not qualify as a priority claim under
§ 507(a)(8) and, thus, would not qualify for treatment as a prepetition claim under § 502(i). In
White, Debtors filed bankruptcy well before conclusion of the tax year at issue.
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Who Gets Funds Held by Chapter 13 Trustee at Time of Conversion to Chapter 7?
This question presents statutory issues involving §§ 348(a), 348(e), 348(f), 1326(a)(2), and
1327(a), as well as consideration of what is property of the bankruptcy estate after confirmation.
The Third Circuit addressed some of the issues in In re Michael, 699 F.3d 305 (3d Cir. 2012):
Facts:
Under a confirmed Chapter 13 plan, the debtor was to pay approximately $277 per month,
for 53 months, to the trustee, who would distribute the funds to creditors holding secured
and priority claims. Among the secured creditors was the mortgagee on the debtor’s
residence, which was to receive regular mortgage payments outside of the plan. The plan
also provided for pro rata payments to unsecured creditors, to the extent funds were
available. When debtor was unable to maintain regular mortgage payments outside of the
plan, the mortgagee obtained relief from the stay and foreclosed on the property. The
debtor did not modify the plan, with the mortgagee refusing to accept continued trustee
payments, and those funds accumulated in the trustee’s account until the debtor converted
to Chapter 7, approximately 3-½ years after confirmation.
After conversion, debtor filed a motion to compel the Chapter 13 trustee to return the
accumulated funds—over $9,000—to him, but the trustee argued that the funds should be
distributed to unsecured creditors in accordance with confirmed plan provisions. Both lower
courts found no clear answer in the Code, holding that the funds had to be returned to debtor.
The issue before the Third Circuit was: “If at the time of conversion the Chapter 13 trustee
is holding funds acquired post-petition by the debtor for eventual distribution to creditors under a
confirmed Chapter 13 reorganization plan, must the trustee return the funds to the debtor or
distribute them to creditors under the provisions of the plan?” Id. at 306-07. Holding that this was
a pure question of law, the majority panel concluded that the language of § 348(f), interpreted in
light of its legislative history, requires that, in absence of bad faith, undistributed plan payments
held by a Chapter 13 trustee at the time of conversion to Chapter 7 must be returned to the debtor.
Code provisions point to different answers to this question. The outcome turns on § 348(f),
which was added by the 1994 amendments. Before that time, the Michael court pointed out that
courts variously held that funds in the Chapter 13 trustee’s hands at the time of conversion were
(i) property of the new Chapter 7 estate, or (ii) property of the debtor, or (iii) property of creditors
under the confirmed Chapter 13 plan. Section 348(f) eliminated the first option, but left doubt as
to which of the remaining two is appropriate. Id. at 308 (with citations to pre-1984 opinions).
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Because under § 348(a) ‘the date of the filing of the petition’ is the date the debtor filed the
Chapter 13 petition, this suggests that property of the Chapter 13 estate acquired postpetition is excluded from the property of the new Chapter 7 estate. But does that property
belong to the debtor or to its creditors waiting for Chapter 13 plan payments? Id. at 310.
The Michael court concluded that those courts requiring that undistributed payments be
disbursed to creditors after conversion overlook that no provision in the Code classifies any
property, including postpetition wages, as belonging to creditors. Rather, property flows in and
out of the estate. Absent a contrary plan provision, § 1327(b) vests all property of the Chapter 13
estate in the debtor upon confirmation, so the debtor retains a vested interest in funds transferred
to the trustee until the trustee transfers them to creditors. Code § 1326 only address the trustee’s
obligation to distribute payments in accordance with the confirmed plan, but does not vest creditors
with any property rights in undistributed funds.

Section 348(f) clarifies what becomes of property of the now nonexistent Chapter 13 estate.
It provides that property of the Chapter 7 estate ‘consist[s] of property of the estate, as of
the date of filing of the [Chapter 7] petition, that remains in the possession of or is under
the control of the debtor on the date of conversion.’ 11 U.S.C. § 348(f)(1). Because §
1327(b) vests all property of the Chapter 13 estate in the debtor, including any post-petition
property held by the Chapter 13 trustee at the time of conversion . . ., on conversion
property of the Chapter 13 estate usually is ‘under the control of the debtor.’ And because
§ 348(a) establishes that conversion does not change the effect of the Chapter 13 petition’s
filing, the Chapter 7 petition date is deemed to be the same date that the debtor began the
Chapter 13 case. Hence property acquired post-petition that is in the Chapter 13 estate at
the time of conversion is not property of the new Chapter 7 estate. Rather, the debtor
retains a vested interest in the property, and thereby the property reverts to the debtor on
conversion, assuming that the debtor does not convert in bad faith. Id. at 313 (footnotes
omitted).
The Michael court also pointed to § 348(e)’s termination of the Chapter 13 trustee’s
services, concluding that returning undistributed funds to the debtor better aligns with the Chapter
13 trustee’s limited post-conversion duty to file a final report. It does not follow that the trustee is
permitted to distribute funds under a plan that is no longer operative, especially given that the
funds remain vested in the debtor until distribution.
The court found that legislative history to § 348(f) supported its conclusion; it reveals that
Congress sought, by enacting that provision, to remove a disincentive to file Chapter 13. Congress
also thereby rejected the analysis of courts holding that undistributed funds, after confirmation of
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a Chapter 13 plan, belong to creditors. Since the enactment of § 348(f), all of the circuit courts
that have considered the disposition of a Chapter 13 estate’s property upon conversion to Chapter
7 have reached this conclusion.
Granted, this holding means that the total amount of payments to creditors under a plan
will depend on the timing of conversion and the practices of the Chapter 13 trustee. The most
efficient way to for the trustee to administer payments may be to accumulate them for some period
of time. But, bad faith will provide a corrective for the debtor’s opportunistic behavior, under
§ 348(f)(2). Otherwise, the solution may be for creditors to request more frequent distributions
from Chapter 13 trustees.
There is a dissenting opinion, distinguishing the fact that this case involved funds paid to
the trustee from wage deductions, “the quid pro quo that the debtor has given up during the
pendency of the reorganization in return for being permitted to stave off foreclosure and cure the
mortgage default, retain the use of his automobile, and enjoy the automatic stay.” Id. at 319.
The Fifth Circuit adopted the view of the Michael dissent in Viegelahn v. Harris (In re
Harris), ___ F.3d ____, 2014 WL 3057095 (5th Cir. July 7, 2014), holding that on conversion of
a confirmed case to Chapter 7, the undistributed funds held by the Chapter 13 trustee should go to
creditors, except for $1,200 assigned by the debtor for payment of unpaid attorney fees. The circuit
panel discussed the split of authority on what passes to the Chapter 7 estate on conversion, prior
to the 1994 amendment to § 348, as well as the absence of a statute that explictly states what
happens to undistributed money on conversion after the 1994 amendment. No statutory authority
supports an interpretation that a confirmed plan is retroactively undone, and conversion does not
eliminate the Chapter 13 trustee’s duty to wrap up the Chapter 13 estate, including the distribution
of funds in the trustee’s hands that were paid while the plan was in force. While rejecting the
trustee’s arguments that creditors were “vested” in postconfirmation funds, or that § 1327(a) bound
the parties after conversion, the panel also rejected the Third Circuit’s reliance on § 1327(b), noting
that the plan may provide otherwise than the funds revesting in the debtor at conversion. “If the
plan requires the debtor to make payments to the trustee that will be distributed to creditors, the
debtor certainly does not retain possession of those payments. Likewise, it would seem that the
confirmation order specifically divests the debtor of any interest he may have in the payments
made to the trustee.” Finding little guidance in the Code, the panel relied on policy and equity,
seeing congressional intent to encourage repayment through Chapter 13. “Wages paid to the

61
92

trustee pursuant to the Chapter 13 plan should be distinguished from the debtor’s other property
acquired after the date of filing. . . .We conclude that returning undistributed funds to the debtor is
not justified by the policy of encouraging debtors to proceed through Chapter 13 rather than
Chapter 7. Additionally, distribution of the funds to creditors is supported by strong considerations
of fairness.” Although payments under the confirmed plan don’t give creditors vested rights to
payment, the claims of creditors to undistributed funds is superior to the claims of the debtor.
See also In re Smith, 511 B.R. 612 (Bankr. W.D. Mo. 2014) (Under local rule and
confirmed plan, undistributed funds went to creditors on conversion to Chapter 7.); In re
Markham, 504 B.R. 1 (Bankr. D. Mass. December 31, 2013) (Binding effect of confirmation
controlled that funds belonged to creditors.); but compare In re Williams, 488 B.R. 380 (Bankr.
N.D. Ill. 2013) (Undistributed funds must be returned to debtors when the confirmed case was
dismissed.).
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Estoppel applied to debtors’ scheduling of creditors
Several recent opinions have discussed the application of judicial estoppel to debtors who
schedule creditors and then object to the proofs of claim filed by those creditors. The debtors’
objections are typically based on lack of documentation to support the proof of claim. In re
Brunson, 486 B.R. 759 (Bankr. N.D. Tex. 2013), reviewed prior case law on this issue, including
In re Davis, 2011 WL 1302222 (Bankr. E.D. Tex. Mar. 31. 2011), and In re Armstrong, 487 B.R.
764 (E.D. Tex. 2012).
The Davis debtor obtained confirmation of a plan proposing to pay credit card debts in full,
but then objected to every credit card claim for alleged lack of documentation. The debtor had
scheduled the claims as “disputed,” and then submitted affidavits that she could not verify the
claims for lack of documentation. Objections to some claims were withdrawn after documentation
was submitted, but the court found that the debtor had manipulated the procedure to eliminate debt
that she was capable of paying. In addition to disallowing the objections, the court issued a show
cause for the debtor’s law firm to show why it had not violated Bankruptcy Rule 9011(b). As a
part of its decision, the Davis court adopted the view that insufficient documentation was not in
itself a basis for disallowance under § 502(b). At the subsequent show cause, the court found
debtor’s counsel had violated Rule 9011(b)(1) and (3) and ordered $500 monetary sanctions,
finding that counsel offered no evidence that there was a substantive objection to the claims. The
district court affirmed the sanction in Armstrong, 2012 WL 4355464, finding that the attorney
“lulled creditors into complacency by filing a plan that provided for payment to all these creditors,
which resulted in no objections to the plan. Then he objected to every single proof of claim. . .,
without any evidence, or even any belief, that the debt was not owed or that a substantive defense
under Texas law existed.” See also In re MacFarland, 462 B.R. 857 (Bankr. S.D. Fla. Nov. 14,
2011), in which debtors’ counsel were sanctioned, by suspension from practice, for objecting to
claims filed in the same amounts as scheduled.
As a result of the district court’s Armstrong decision, the Brunson court reconsidered its
prior opinion involving the Armstrong law firm, In re Armstrong, 320 B.R. 97 (Bankr. N.D. Tex.
2005), in which eight debtors had filed blanket objections to proofs of claim for lack of
documentation.
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In Brunson, the plan provided for payment of the debtors’ attorney fees and $114,243.92
in scheduled credit card debt, with twenty-eight proofs of claim filed, to which the debtor objected
to twenty, 94% in amount of the unsecured claims filed, for lack of sufficient documentation. None
of the objected claims had been scheduled as disputed, and the claims were in almost the same
amounts as scheduled, with the last four digits of social security number the same as the debtor’s
schedules.

The

Brunson court reviewed the split in judicial view on effect of lack of

documentation for claims, suggesting that Bankruptcy Rule 3001(c)’s amendment may resolve the
judicial disagreement. The court concluded that a plain reading of § 502(b) established that
insufficient documentation was not grounds for claim disallowance, and the claim objections were
overruled.
In In re Rehman, 479 B.R. 238 (Bankr. D. Mass. Oct. 5, 2012), the court held that the
judicial estoppel effect of scheduling credit card debts as “disputed,” but in the same amounts and
with the same account numbers as in the proofs of claim, prevented the debtor from succeeding on
objections based on insufficient documentation. The debtor’s plan proposed 100% to unsecured
creditors, and the court found that “across-the-board disputing on a debtor’s schedules of debts
which the debtor knows or should know she owes, as part of a strategy to minimize the amount
she will have to pay under a chapter 13 plan, is an abuse of the bankruptcy process.” See also In
re Muller, 479 B.R. 508 (Bankr. W.D. Ark. Oct. 2, 2012), in which the court applied judicial
estoppel to bar a portion of the debtor’s objection to a scheduled credit card debt.
As noted by the Brunson court, the amendment to Rule 3001(c) may resolve some judicial
disagreement on the effect of insufficient documentation. See, e.g., In re Reynolds, 470 B.R. 138
(Bankr. D. Colo. Apr. 9, 2012), concluding that Rule 3001(c)(2)(D)’s remedy for lack of
documentation is the evidentiary sanction of precluding introduction of documents at a subsequent
hearing on claim objection, and the Rule’s Advisory Committee Notes stated that insufficient
documentation is not a ground for claim disallowance. The Reynolds court also applied judicial
estoppel to the debtors’ scheduling of each of the claims to which they then objected.
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Disqualification of Debtors under § 109(g)(2):
The Conflicting Interpretations
1. The statute—plain language?
Notwithstanding any other provision of this section, no individual or family farmer may be
a debtor under this title who has been a debtor in a case pending under this title at any time
in the preceding 180 days if . . . the debtor requested and obtained the voluntary dismissal
of the case following the filing of a request for relief from the automatic stay provided by
section 362 of this title. 11 U.S.C. § 109(g)(2).
2. Statutory Requirements
Section 109(g)(2) prevents a person from being a debtor in bankruptcy if the following
conditions are present:
(1) The person is an individual or a family farmer.
(2) The person was a debtor in a prior bankruptcy case.
(3) The person both sought and obtained voluntary dismissal of the prior case.
(4) Both the request for and the granting of voluntary dismissal occurred during the 180
days before the filing of the person's current case.
(5) The person sought and obtained the voluntary dismissal “following the filing of a
request for relief from the automatic stay.”
3. Views of the circumstances under which a voluntary dismissal is sought and obtained
“following” stay relief.
a. Majority, “time-sequence” position: “following” means “subsequent to”
The leading time-sequence decision is In re Andersson, 209 B.R. 76, 78 (6th Cir. B.A.P.
1997); others are collected and discussed in Ned W. Waxman, Judicial Follies: Ignoring
the Plain Meaning of Bankruptcy Code § 109(g)(2), 48 Ariz. L. Rev. 149, 152–57 (2006).
b. Subset of the time-sequence decisions: all voluntary dismissals subsequent to a
stay motion are covered by § 109(g)(2), but disqualification depends on other
circumstances.
See, e.g., In re Beal, 347 B.R. 87, 93 (E.D.Wis. 2006): “[Section] 109(g)(2)’s plain
language can be reconciled with Congress’s intent by applying the statute in all fact
situations that fall within its terms . . . except for certain limited and clearly defined
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circumstances where it undeniably produces a result not intended by Congress. These
circumstances are when the motion for relief from the stay has been withdrawn, dismissed
or denied.”
c. The rationale for time-sequence: the “plain meaning” of “following”
See, e.g., In re Munkwitz, 235 B.R. 766, 768 (E.D. Pa. 1999): “As a matter of statutory
interpretation, legislated law, whenever practicable and plausible, should be read and
applied literally. . . . Here, the plain, ordinary meaning of the word ‘following’ is ‘coming
after or next in order of time.’ The Random House Dictionary of the English Language 551
(Unabridged ed. 1983). . . .While causality—‘to be the result of’—is a subsidiary dictionary
definition, given the statutory wording and context, that interpretation would be
incongruous.”
d. The alternative, “causation” position: “following” means “as a result of”
The position was most recently adopted in In re Payton, 481 B.R. 460 (Bankr. N.D. Ill.
2012). Earlier decisions with the same interpretation are collected in In re Durham, 461
B.R. 139, 142 (Bankr. D.Mass. 2011).
e. The Payton court’s rationale for causation
i. No single meaning of “following”
ii. Appropriate meaning depends on context.
iii. Context of § 109(g)(2) supports causation
iv. Causation, not time sequence, reflects Congressional intent
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Disposable Income and Good Faith Issues Related to 401(k) Contributions
Official Form 22C, line 55 provides for deduction of monthly “amounts withheld by your
employer from wages as contributions to qualified retirement plans, as specified in § 541(b)(7)
and all required repayments of loans from retirement plans, as specified in § 362(b)(19).” (Note
that the original form provided for line 55’s entry of “the monthly average. . .of” retirement-plan
loans.) Section 541(b) is a list of exclusions from property of the estate. Section 362(b)(19)
describes one of the exceptions from application of the automatic stay, permitting employers to
continue withholding from a debtor’s wages repayments on loans from qualified retirement
accounts or thrift savings plans.
Notwithstanding these statutory and form provisions, courts have disagreed about the
extent to which a Chapter 13 debtor may make contributions to retirement plans, including 401(k)
accounts,

In contrast to Social Security benefits, which are excluded from “current monthly

income” under § 101(10A)’s definition. Section 101(10A) does not mention deductible expenses,
which are addressed in § 707(b)’s means test.
There are two different sources for deductions at issue: (1) § 362(b)(19) automatic stay
exception for repayments of loans from qualified retirement plans, which includes the sub-issue of
what happens with that amount after the loan is fully repaid (Note that this stay exception becomes
an exclusion from disposable income in § 1322(f).); and (2) § 541(b)(7) on-going or new
contributions to qualified retirement plans, deferred compensation plans, or tax-deferred annuities.
Pension plan loan repayments
The Sixth Circuit, in Seafort v. Burden (In re Seafort), 669 F.3d 662 (6th Cir. 2012),
distinguished between voluntary contributions to 401(k) plans and repayments of loans from
retirement plans, holding that § 541(b)(7)’s exclusion from property of the estate, and potential
exclusion from disposable income, of voluntary contributions to 401(k) plans was limited to
contributions as of case commencement; debtor may not use income remaining after full payment
of loans to renew funding of 401(k) plan, because income becoming available after loan repayment
was projected disposable income that must be distributed to unsecured creditors. Although §
1322(f) provides that amounts required to repay 401(k) loans are not disposable income, § 1306
captures property acquired after commencement of case.
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Congress's placement of 401(k) loan repayments within Chapter 13 itself and placement of
the exclusion for voluntary retirement contributions elsewhere was deliberate. . . . The easy
inference is that Congress did not intend to treat voluntary 401(k) contributions like 401(k)
loan repayments, because it did not similarly exclude them from 'disposable income' within
Chapter 13 itself. 669 F.3d at 672.
The argument that voluntary 401(k) contributions were excluded from Chapter 13 plans
because § 1306(a) included § 541's exclusions "ignores § 541(b)(7)'s express relationship with §
541(a)(1), whereby only those interests in property set forth in § 541(b)(7)(A) in existence as of
the commencement of a debtor's case are excluded from property of the estate. Only by reading §
541(a)(1) and § 541(b)(7)(A) together can sufficient meaning be given to both sections of § 541."
669 F.3d at 673.
Contrast In re Hall, 2013 WL 6234613 (Banrk. N.D. Ill. 2013) (Rejecting Seafort,
voluntary contributions to 401(k) accounts are excluded from disposable income.).
It is helpful to remember that prior to BAPCPA, courts had considered such loan
repayments in the context of whether the repayment amount was reasonably necessary as support
and maintenance under then § 1325(b)’s disposable income test. See, e.g., In re Harshbarger, 66
F.3d 775 (6th Cir. 1995) (The ERISA plan’s loan repayment was not reasonably necessary.). After
BAPCPA’s changes, whether such loan repayments are reasonably necessary is not relevant. See
In re Roth, 2010 WL 2485951 (Bankr. D. N.J. 2010); In re Wilson, 2008 WL 619196 (Bankr. M.D.
N.C. 2008).
The Eighth Circuit considered the loan repayment issue in McCarty v. Lasowski (In re
Lasowski), 575 F.3d 815 (8th Cir. 2009), involving a Chapter 13 debtor who had two 401(k) loans,
with $150 month current repayment that would reduce in six months and cease after thirteen
months. The court referred to its requirement in Coop v. Frederickson, 545 F.3d 652 (8th Cir.
2008), that projected disposable income includes consideration of events that will occur
postpetition. Only by taking into account the known reduction and elimination of the loan
repayments could the “determination of projected disposable income accurately reflect [the
debtor’s] ability to pay her unsecured creditors over the course of the plan.” 575 F.3d at 819.
Section 1322(f)’s prohibition against materially altering the terms of the loan was not disturbed by
a tiered plan that increased the payments to unsecured creditors after the 401(k) payments ceased.
Accord Nowlin v. Peake (In re Nowlin), 576 F.3d 258 (5th Cir. 2009).
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More recent bankruptcy court decisions have recognized the validity of step-up plans,
taking into account the fact that a retirement loan deduction will go away when the loan is
repaid. See In re Kofford, 2012 WL 6042861 (Bankr. D. Utah Dec. 4, 2012).
The Court does not view prorating the retirement loan payments over the 60-month plan
term for purposes of Form [B]22C as a 'material alteration' of the Debtor's retirement loan
terms. Allowing the Debtor to deduct the actual monthly amount of her retirement loan
payments on Line 55 of Form [B]22C when they will end before the Plan is completed
improperly skews the amount of her projected disposable income, and in turn, the
required return to creditors. Requiring the Debtor to prorate the amount of her retirement
loan payments over the 60-month plan term 'is the only way to ensure that the amount
required to repay the loan (and only the amount required to repay the loan) will be
excluded from the disposable income calculation.' . . . [I]t is virtually certain that the
Debtor's retirement loans will end . . . within the 60-month plan term. To ignore this fact
would not reflect the Debtor's true projected disposable income over the length of the
Plan and in turn, would distort the Debtor's required return to unsecured creditors. . . .
[T]he appropriate amount for the Debtor to deduct on Line 55 of Form [B]22C is the
Debtor's retirement loan payments prorated over the 60-month commitment period. . . .
Requiring step-increases in plan payments at the end of each of the Debtor's retirement
loans comports with the holding of Lanning, . . . because the maturit[ies] of the Debtor's
retirement loans are events that are known to occur at a date certain during the 60-month
plan term. . . . [A] step-increase[ ] to the plan payments at the end of each retirement loan
is the appropriate method to best ensure that the Debtor is contributing all of her
projected disposable income . . . in compliance with § 1325(b)(1)(B). 2012 WL 6042861
at ** 5, 7.
Accord In re Paliev, 2012 WL 3564031 (Bankr. E.D. Va. 2012) (401(k) loan repayment with "step
up" of payments to trustee when loan is repaid is usual scheme in district.); In re Brann, 457 B.R.
738 (Bankr. C.D. Ill. 2011) (Citing Lasowski, step-up plan was required when 401(k) loan will be
repaid during plan life.); In re Cleaver, 426 B.R. 390 (Bankr. D. N.M. 2010).
Averaging loan repayment over plan life
See, e.g., In re Smith, 2009 WL 937144 (Bankr. C.D. Ill. 2009) (Concluding that § 1322(f)
permits averaging, rather than step-up payments.).
Postpetition loans
The court in In re Culcasi, 2011 WL 4005451, * 4 (Bankr. D. N. 2011), held that a
postpetition 401(k) loan was not a deductible expense. “If the Court were to allow such a
substitution, 'a chapter 13 debtor could, in effect, transfer property of the estate (i.e. post-petition
earnings) to pay a post-petition obligation without review or approval of the Court.' . . . Because
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the 401(k) loan was a voluntary, unapproved, postpetition loan, the payments on such a loan may
not be used by the Debtors to reduce their presumed disposable income under the Means Test."
Continuing or New Contributions
Consistent with the view in Seafort and Lasowski, once a loan is repaid, many courts hold
that the debtor can’t use that former loan amount to begin 401(k) contributions. This is especially
true where the debtor has not been making contributions immediately prior to the petition filing.
See, e.g., In re Williams, 2012 WL 423853 (Bankr. S.D. Ga. 2012), in which the debtor had not
been making 401(k) contributions in the eight years prepetition, and the loan would be paid in
twenty-three months. Accord, In re Noll, 2010 WL 5336916, * 2 (Bankr. E.D. Wis. 2010) (“As
soon as the loan is satisfied, the shield of § 1322(f) is removed, and the funds become available to
creditors. If the Debtors had been making voluntary contributions pre-petition, they would be
allowed to continue those contributions, but they cannot convert loan repayments into voluntary
contributions and satisfy the Code's projected disposable income test.").
Limitation of § 541(b)(7) to prepetition contributions
The Ninth Circuit Bankruptcy Appellate Panel held in Parks v. Drummond (In re Parks),
475 B.R. 703 (BAP 9th Cir. 2012), that § 541(b)(7)(A) excludes from property of the estate only
those 401(k) contributions made before commencement of the case. Postpetition voluntary
contributions were included in the projected disposable income calculation. "[B]y reading §
541(a)(1) and § 541(b)(7)(A) together, the most reasonable interpretation of § 541(b)(7)(A) is that
it excludes from property of the estate only those 401(k) contributions made before the petition
date. . . . '[S]uch amount' referred to in the hanging paragraph of § 541(b)(7)(A) means that only
prepetition contributions shall not constitute disposable income. . . . [T]he term 'except that' in the
hanging paragraph was designed simply to clarify that the voluntary retirement contributions
excluded from property of the estate are not postpetition income to the debtor. . . . [Section]
1306(a)(2) makes postpetition earnings of a debtor part of his or her estate but nowhere in chapter
13 are voluntary retirement contributions excluded from disposable income." 475 B.R. at 708.
In contrast, In re Drapeau, 485 B.R. 29 (Bankr. D. Mass. 2013), concluded that good faith,
postpetition contributions remained excluded from the estate and projected disposable income.
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Section 1306 incorporates all of § 541 . . . . And because § 541(b)(7) expressly excludes
voluntary retirement contributions from the bankruptcy estate, there is no need for § 1306
to contain a duplicative provision excepting such contributions. . . . [T]here was no reason
to provide a further deduction in either § 1325(b)(2) or § 707(b)(2) for voluntary retirement
contributions because those amounts 'are not subtracted from current monthly income . . .
they simply "do not constitute disposable income" under § 1325(b) in the first place. . . . '.
. . [P]ortions of BAPCPA were . . . intended to create new protections for retirement
savings. . . . [Section] 541(b)(7) excludes postpetition voluntary contributions to the
retirement plans and annuities specified therein from the scope of disposable income under
§ 1325(b)(2), so long as made in good faith. That good faith determination is case-specific
and will often turn on whether a debtor has made contributions in similar amounts over an
extended period of time. But where, as here, there is a history of similar prepetition
contributions, . . . any good faith obstacle has been overcome.
485 B.R. at 36-39. See also In re Roth, 2010 WL 2485951 (Bankr. D. N.J. 2010), confirming plan
in which debtor continued contributions, when the debtor had been making constant 401(k)
contributions for several years.
Good faith
The court in In re Egan, 458 B.R. 836 (Bankr. E.D. Pa. 2011), rejected Seafort, concluding
that, subject to a good faith review, a debtor could use the amount that had been dedicated to a
401(k) loan repayment to increase 401(k) contributions. This argument may be more easily
available if the debtor would have negative disposable income under Form B22C. For example,
in In re Roberts, 2008 WL 4279549 (Bankr. E.D. Pa. 2008), the debtor would have negative
disposable income, even in the absence of the loan repayment, and the court found that neither the
disposable income or good faith test prevented confirmation of a plan in which the debtor did not
propose to step up payments after repayment of the 401(k) loan. Contrast In re Anstett, 383 B.R.
380 (Bankr. D. S.C. 2008), in which the court denied confirmation for lack of good faith, even
though the debtor would have negative disposable income after the 401(k) loan was repaid.
Increases in the amount previously contributed have presented good faith issues. For
example, in In re Paliev, 2012 WL 3564031 (Bankr. E.D. Va. 2012), the court found that a
prepetition increase in contributions was not evidence of bad faith, when the debtor testified that
the reason for increase was that her spouse had returned to work, and maximizing retirement
benefits was not inconsistent with good faith confirmation requirements.
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However, when the debtor increased contributions “on the eve” of the petition filing, from
3% to 15% of income, the court in In re Smith, 2010 WL 2400065 (Bankr. N.D. Ohio 2010), found
bad faith under § 1325(a)(3).

Congress did not intend to handicap the courts' good faith inquiries or unintentionally
create a loophole through which debtors could redirect their incomes from creditors at the
last moment. . . . However, the enactment of section 541(b)(7) injected a policy favoring
retirement savings into the bankruptcy code. Therefore, the harsh approach toward 401(k)
contributions taken by courts pre-BAPCPA is no longer warranted. . . . Mr. Smith increased
his 401(k) contribution by five times on the eve of filing bankruptcy to a level far beyond
what was typical for him. Furthermore, the increase reduced the distribution to unsecured
creditors by more than half. Finally, the debtors present no financial-planning justification
for the increase. The Court finds that under these circumstances the debtors' 401(k)
contributions go far beyond reasonably measured retirement planning and are unfair to
unsecured creditors. 2010 WL 2400065, at * 2, 3.
If a court is inclined to find good faith in continuing contributions, the inquiry may still
involve the extent to which disposable income is shielded. See In re Gibson, 2009 WL 2868445,
* 3 (Bankr. D. Idaho 2009) (“T]he mere existence of monthly contributions to retirement plans
does not necessarily evidence bad faith. . . . [A] debtor may not completely shelter available
resources in a retirement plan at the expense of his creditors. . . . Reasonable, measured planning
for retirement is responsible and should be encouraged provided the amount of plan contributions
are [sic] balanced and proportionate to amounts being paid on debt."). See also In re Jones, 2008
WL 4447041, * 5 (Bankr. D. Kan. 2008) (“This Congressional protection for such contributions
could be interpreted to mean a 'good faith' analysis of a debtor's Chapter 13 plan can never rely on
the fact the debtor is making such contributions to find a lack of good faith. . . . [T]he Court
concludes the fact the Debtors are contributing to a retirement plan can be considered in analyzing
their good faith in proposing their plan. . . . Although the Debtors began making the contributions
while they were in bankruptcy, they are contributing only about one-half (or less) of the full
amount the Wife could legally contribute to the plan. In other circumstances, a debtor who
commences retirement contributions while in a bankruptcy case might be demonstrating a lack of
good faith, but that is not so in this case."). See also In re Mati, 390 B.R. 11 (Bankr. D. Mass.
2008) (401(k) contribution of 10% of gross income is not bad faith when plan proposes to pay at
least 50% to unsecured creditors. "[T]he Debtor's 401(k) contributions do not evidence bad faith
under the totality of the circumstances in this case. The Debtor is merely taking advantage of what
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the law allows. Indeed, by excluding 401(k) contributions from property of the estate and expressly
removing them from the definition of disposable income under section 1325(b), . . .Congress has
implemented a policy of protecting and encouraging retirement savings.).
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Determining “household size” for Purposes of Disposable Income
The Fourth Circuit recently identified the various approaches to “household size” as
the term “household” is used in § 1325(b)(3). Johnson v. Zimmer, 686 F.3d 224 (4th Cir.
2012) (concluding that “household” as used in the Code is ambiguous and subject to various
definitions).
“Heads on bed” approach, using Census Bureau’s definition of “household.” See, e.g.,
In re Smith, 396 B.R. 214 (Bankr. W.D. Mich. 2008), adopting this approach as the “plain
meaning” of “household.” The Zimmer court found nothing in § 1325(b) “directly or
indirectly incorporate[ing] the Census Bureau’s definition of ‘household.’” 686 F.3d at 235.
And, the Zimmer court agreed with a majority of bankruptcy courts that “heads-on-bed”
approach uses an overly broad definition of “household” that is “inconsistent with the purpose
and objective of the Code.” 686 F.3d at 236. Including everyone who lives in the home
ignores the Code’s focus on those persons who have a financial impact on a debtor’s expenses.
See also In re Duran, 2010 WL 3947318 (Bankr. S.D. Cal. 2010) (discussing the Census
Bureau’s method of distinguishing between family and nonfamily households.).
Income tax dependent approach. Under this approach, “household” would be defined as
the same number of individuals that the debtor could claim as dependents on a tax return. See
In re Jewell, 365 B.R. 796 (Bankr. S.D. Ohio 2007). The Zimmer court rejected this approach
as “under-inclusive for purposes of ascertaining a debtor’s household size and disposable
income. Thus, for example, if narrowly defined as actually claimed dependents on the
debtor’s income tax return, this approach would not permit a debtor to include minor children
who live with the debtor, but whom by formal or informal agreement the debtor does not
claim on his or her tax return.” 686 F.3d at 239.
Economic unit approach. This is the method approved by the Zimmer court, concluding
that the bankruptcy court did not err in accounting for part-time members of the debtor’s
household. The bankruptcy court found the number of individuals with income and expenses,
intermingled with the debtor’s, and used a “fractional economic unit” approach to calculate
how much the part-time residents were members of the debtor’s household. The debtor had
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custody of two minor children from a first marriage 204 days of the year, and her current
husband had custody of three children from a prior marriage 180 days of the year, resulting
in fluctuating expenses for the care of those seven persons, five of whom resided in the home
part-time. “The approach is flexible because it recognizes that a debtor’s ‘household’ may
include non-family members and individuals who could not be claimed as dependents on the
debtor’s federal income tax return, but who nonetheless directly impact the debtor’s financial
situation. . . . In other words, those whose income and expenses are interdependent with the
debtor’s are part of his or her ‘household’ for purposes of § 1325(b).” 686 F.3d at 237. The
bankruptcy court’s use of the economic unit approach “resulted in the Debtor having a total
of 2.59 children in her household full-time, which the court then rounded up to three children.
Thus, the Debtor, her husband, and the deemed three children yielded a ‘household’ of five
persons” for purposes of calculating reasonably necessary expenses. 686 F.3d at 227.
Other courts adopting the economic unit approach include, In re Skiles, 504 B.R. 871
(Bankr. N.D. Ohio 2014); In re Gaboury, 2011 WL 5833972 (Bankr. D. R.I. 2011); In re
Robinson, 449 B.R. 473 (Bankr. E.D. Va. 2011). See also In re Hayes, 2012 WL 1995538
(Bankr. C.D. Ill. 2012) (Outcome was the same under each approach, with one debtor’s
mother residing in the home full time, making financial contribution to income and expenses,
and claimed as dependent on debtors’ tax return.).
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Making the Marital Deduction to Disposable Income
On Official Form 22C, there are two places for potential marital deductions, on line
13, for purposes of calculating the applicable commitment period, and on line 19, for purposes
of calculating the above-median income debtor’s disposable income. Interestingly, the two
lines use different wording in the April, 2013 version of the form. Line 13 permits deduction
of a spouse’s income “that was NOT paid on a regular basis for the household expenses of
you or your dependents.” Line 19 refers to the deduction of a spouse’s income “that was
NOT paid on a regular basis for the household expenses of the debtor or the debtor’s
dependents.” Whether this difference in wording makes a difference may depend on which
of the spouses is the debtor. “The marital deduction derives from Section 101(10A)’s
definition of current monthly income.” In re Paliev, 2012 WL 3564031, * 6 (Bankr. E.D. Va.
2012).
The key inquiry for determining the propriety of a marital adjustment on Line 19 is
the extent to which a non-filing spouse’s income is not regularly contributed or
dedicated to the household expenses. The statutory predicate for this marital
adjustment is found in the definition of CMI, which includes ‘any amount paid by any
entity other than the debtor. . .on a regular basis for the household expenses of the
debtor or the debtor’s dependents.’ If the non-filing spouse’s income is not regularly
contributed for household expenses, it should not be included in calculating a debtor’s
disposable income and should be ‘deducted’ from CMI as a marital adjustment.
Paliev , 2012 WL 3564031, at * 6 (quoting In re Vollen, 426 B.R. 359, 368-70 (Bankr. D.
Kan. 2010)).
The Paliev court allowed a marital deduction for the non-debtor husband’s monthly
payroll FICA tax withholding, but did not allow deduction of the husband’s income tax
withholdings on line 19, since those income tax withholdings could be deducted at line 30.
Denying the income tax withholdings on line 19 resulted in a $243 increase in the debtor’s
monthly disposable income. 2012 WL 3564031, at * 7. The husband’s $565 monthly 529
college savings plan expense was for the benefit of the debtor’s daughter, who was a
dependent of the debtor; consequently, that college savings expense was not deductible on
line 19. “Had the words ‘or the debtor’s dependents’ not been made a part of Section
101(10A)(B), the result clearly would be different.” 2012 WL 3564031, at * 7. Allowing
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the deduction would permit the debtor and her husband to fund the daughter’s college at the
expense of unsecured creditors.
The Vollen court considered marital adjustments for both applicable commitment
period (line 13) and disposable income (line 19), and the trustee objected to any marital
deduction for purposes of the applicable commitment period. The court concluded that while
§ 1325(b)(4)(A)(ii)
appears on its face to require consideration of a married debtor’s spouse’s income to
determine the applicable commitment period, regardless of whether the spouse is
joining in the chapter 13 filing, . . .the presence of the phrase ‘current monthly income’
is significant. Section 1325(b)(4)(A)(ii) cannot be interpreted without considering the
Code’s definition of CMI in the contemporaneously enacted § 101(10A). . . . Because
only debtors or joint debtors have CMI, the Court concludes that nondebtor spouses
do not have CMI. They merely have ‘income.’
Vollen, 426 B.R. at 366. The court then followed the “overwhelming majority of courts that
allow a marital adjustment on Line 13 for the non-filing spouse’s income,” deducting the
spouse’s income except for the amount regularly paid for household expenses of the debtor
or debtor’s dependents. Id. at 367. Accord In re Simms, 2011 WL 2604801, at * 4 (Bankr.
D. Md. 2011). In the Vollen case, this resulted in the debtor being below-median income,
allowing a 3-year plan.
Moving then to the line 19 adjustment from the debtor’s disposable income, the Vollen
court concluded that the below-median debtor was still entitled to the marital adjustment.
Although the spouse’s home was only in the husband’s name and he alone was obligated on
mortgages, the mortgage expense was not deductible on line 19, finding that the payments
were for household expenses of the debtor and the dependent daughter. The same was true
as to college and automobile expenses paid by the husband for the daughter. However, the
husband’s monthly tax withholdings were allowed as a line 19 deduction since those
withholdings never “enter[ed] the household income stream.” Vollen, 426 B.R. at 374. The
husband’s 401(k) contributions and loan repayment were also allowed deductions, as was the
spouse’s $20 monthly personal recreation expenses. See also In re Clemons, 2009 WL
1733867, at * 5 (Bankr. C.D. Ill. 2009) (“[I]t is not appropriate to construe the term
‘household expenses of the debtor or the debtor’s dependents’ as including mortgage related
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expenses on which the debtor has no contractual liability.”); In re Shahan, 367 B.R. 732
(Bankr. D. Kan. 2007).
If the non-filing spouse refuses to contribute income to the debtor’s plan, issues
underlying the line 19 marital adjustment may involve such factors as the following:
For example, is [the refusal] based upon legal or financial advice at a time bankruptcy
of the debtor was in prospect (which would not be supportive of such deduction)?
What are the specific facts as to the marital relationship and the debts to be discharged
under the plan? Were the debts incurred solely by the debtor and before the marriage?
What is the nature of the debts to be discharged and the benefits received in exchange
for the debt? Is the non-filing spouse legally obligated to repay debts and thus will
benefit by plan payments reducing that co-liability? Were goods or services received
in exchange for the indebtedness which receipt benefitted the non-filing spouse?
In re Simms, 2011 WL 2604801, at * 6 (Bankr. D. Md. 2011). These factors may also be a
part of a good faith analysis for plan confirmation purposes. See In re Waechter, 439 B.R.
253 (Bankr. D. Mass. 2010).
When the debtor was a widower, he was no longer married, and the marital adjustment
was not used; rather, the debtor listed on Form 22C only his income then added any amount
regularly contributed by others to household expenses on line 7. In re Stansell, 395 B.R. 457
(Bankr. D. Idaho 2008).
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Draft 5-8-2014
Debtor

_________________________________________________________

United States Bankruptcy Court for the:__________________________________________________
[Bankruptcy district]
Case number: _______________________________________________

 Check if this is an
amended plan

Official Form 113
Chapter 13 Plan
Part 1:

12/16

Notices

To Debtors:

To Creditors:

This form sets out options that may be appropriate in some cases, but the presence of an option on the form does not
indicate that the option is appropriate in your circumstances or that it is permissible in your judicial district.
In the following notice to creditors, you must check each box that applies.
Your rights may be affected by this plan. Your claim may be reduced, modified, or eliminated.
You should read this plan carefully and discuss it with your attorney, if you have one in this bankruptcy case. If you do not
have an attorney, you may wish to consult one.
If you oppose the plan’s treatment of your claim or any provision of this plan, you or your attorney must file an objection to
confirmation at least 7 days before the date set for the hearing on confirmation, unless otherwise ordered by the Bankruptcy
Court. The Bankruptcy Court may confirm this plan without further notice if no objection to confirmation is filed. See
Bankruptcy Rule 3015. In addition, you may need to file a timely proof of claim in order to be paid under any plan.
The following matters may be of particular importance to you. Boxes must be checked by debtor(s) if applicable.




Part 2:

The plan seeks to limit the amount of a secured claim, as set out in Part 3, Section 3.2, which may
result in a partial payment or no payment at all to the secured creditor.
The plan requests the avoidance of a judicial lien or nonpossessory, nonpurchase-money
security interest as set out in Part 3, Section 3.4.
The plan sets out nonstandard provisions in Part 9.

Plan Payments and Length of Plan

2.1 Debtor(s) will make regular payments to the trustee as follows:

$ ___________

per_______

[and $ ___________ per_______

for _____ months
for _____

months.] Insert additional lines if needed.

If fewer than 60 months of payments are specified, additional monthly payments will be made to the extent necessary to make
the payments to creditors specified in Parts 3 through 6 of this plan.
2.2 Regular payments to the trustee will be made from future earnings in the following manner:

Check all that apply.





Debtor(s) will make payments pursuant to a payroll deduction order.
Debtor(s) will make payments directly to the trustee.
Other (specify method of payment):____________________________.
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2.4 Additional payments.

Check one.




None. If “None” is checked, the rest of § 2.4 need not be completed or reproduced.
Debtor(s) will make additional payment(s) to the trustee from other sources, as specified below. Describe the source, estimated
amount, and date of each anticipated payment.
___________________________________________________________________________________________________________
___________________________________________________________________________________________________________

2.5 The total amount of estimated payments to the trustee provided for in §§ 2.1 and 2.4 is $ __________________.

Part 3:

Treatment of Secured Claims

3.1 Maintenance of payments and cure of any default.

Check one.




None. If “None” is checked, the rest of § 3.1 need not be completed or reproduced.
The debtor(s) will maintain the contractual installment payments on the claims listed below, with any changes required by the
applicable contract, and cure any default in payments on the secured claims listed below. The allowed claim for any arrearage
amount will be paid under the plan, with interest, if any, at the rate stated. Unless otherwise ordered by the court, the amounts
listed on a proof of claim or modification of a proof of claim filed before the filing deadline under Bankruptcy Rule 3002(c) control
over any contrary amounts listed below as to the current installment payment and arrearage. If relief from the automatic stay is
ordered as to any item of collateral listed in this paragraph, then, unless otherwise ordered by the court, all payments under this
paragraph as to that collateral will cease and all secured claims based on that collateral will no longer be treated by the plan. The
final column includes only payments disbursed by the trustee rather than by the debtor.
Name of creditor

_________________

Collateral

______________

Current installment
payment
(including escrow )
$___________

Amount of
arrearage

Interest rate on Monthly plan
arrearage
payment on
arrearage
(if applicable)

Estimated total
payments by
trustee

$___________

_______%

$___________

$____________

$___________

_______%

$___________

$____________

Disbursed by:



_________________

______________

Trustee
Debtor(s)

$___________
Disbursed by:




Trustee
Debtor(s)

Insert additional claims as needed.
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3.2 Request for valuation of security and claim modification. Check one.

 None. If “None” is checked, the rest of § 3.2 need not be completed or reproduced.
The remainder of this paragraph will be effective only if the applicable box in Part 1 of this plan is checked.

 The debtor(s) request that the court determine the value of the secured claims listed below. For each non-governmental secured
claim listed below, the debtor(s) state that the value of the secured claim should be as stated below in the column headed Amount
of secured claim. For secured claims of governmental units, unless otherwise ordered by the court, the amounts listed in proofs of
claim filed in accordance with the Bankruptcy Rules control over any contrary amounts listed below. For each listed secured claim,
the controlling amount of the claim will be paid in full under the plan with interest at the rate stated below.
The portion of any allowed claim that exceeds the amount of the secured claim will be treated as an unsecured claim under Part 5 of
this plan. If the amount of a creditor’s secured claim is listed below as having no value, the creditor’s allowed claim will be treated in its
entirety as an unsecured claim under Part 5 of this plan. Unless otherwise ordered by the court, the amount of the creditor’s total claim
listed on the proof of claim controls over any contrary amounts listed in this paragraph.
The holder of any claim listed below as having value in the column headed Amount of secured claim will retain the lien until the earlier of:
(a)

payment of the underlying debt determined under nonbankruptcy law, or

(b)

discharge under 11 U.S.C. § 1328, at which time the lien will terminate and be released by the creditor. See Bankruptcy Rule 3015.

Name of creditor

Estimated amount Collateral
of creditor’s total
claim

Value of
collateral

Amount of
Amount of
claims senior to secured claim
creditor’s claim

Interest Monthly
rate
payment to
creditor

Estimated total
of monthly
payments

_____________

$_______

__________

$______

$_______

$______

___%

$_______

$_______

_____________

$_______

__________

$______

$_______

$______

___%

$_______

$_______

_____________

$_______

__________

$______

$_______

$______

___%

$_______

$_______

Insert additional claims as needed.

3.3 Secured claims excluded from 11 U.S.C. § 506.

Check one.

 None. If “None” is checked, the rest of § 3.3 need not be completed or reproduced.
 The claims listed below were either:
(1) incurred within 910 days before the petition date and secured by a purchase money security interest in a motor vehicle acquired for the
personal use of the debtor(s), or
(2) incurred within 1 year of the petition date and secured by a purchase money security interest in any other thing of value.
These claims will be paid in full under the plan with interest at the rate stated below. Unless otherwise ordered by the court, the claim
amount stated on a proof of claim or modification of a proof of claim filed before the filing deadline under Bankruptcy Rule 3002(c) controls
over any contrary amount listed below. The final column includes only payments disbursed by the trustee rather than by the debtor.
Name of creditor

Collateral

Amount of claim Interest
rate

______________________________

______________________

$___________

_____%

Monthly plan
payment

Estimated total
payments by trustee

$________

$_________________

Disbursed by:



______________________________

______________________

$___________

_____%

Trustee
Debtor(s)

$________

$_________________

Disbursed by:




Trustee
Debtor(s)
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Insert additional claims as needed.
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3.4 Lien avoidance.

Check one.

 None. If “None” is checked, the rest of § 3.4 need not be completed or reproduced.
The remainder of this paragraph will be effective only if the applicable box on Part 1 of this plan is checked.

 The judicial liens or nonpossessory, nonpurchase money security interests securing the claims listed below impair exemptions to which
the debtor(s) would have been entitled under 11 U.S.C. § 522(b). A judicial lien or security interest securing a claim listed below will be
avoided to the extent that it impairs such exemptions upon entry of the order confirming the plan. The amount of the judicial lien or
security interest that is avoided will be treated as an unsecured claim in Part 5. The amount, if any, of the judicial lien or security
interest that is not avoided will be paid in full as a secured claim under the plan. See 11 U.S.C. § 522(f) and Bankruptcy Rule 4003(d).

If more than one lien is to be avoided, provide the information separately for each lien.
Information regarding judicial
lien or security interest

Calculation of lien avoidance

Treatment of remaining
secured claim

Name of creditor

a. Amount of lien

$______________

__________________

b. Amount of all other liens

$______________

Collateral

c. Value of claimed exemptions

__________________

d. Total of adding lines a, b, and c

Lien identification (such as
judgment date, date of lien
recording, book and page number)

__________________
__________________

e. Value of debtor’s interest in property

+ $______________

$______________

− $______________

f. Subtract line e from line d.

$______________

Amount of secured claim after
avoidance (line a minus line f)
$_______________________

Interest rate (if applicable)

_____ %
Monthly plan payment
$_______________________

Estimated total payments on
secured claim
$_______________________

Extent of exemption impairment
(Check applicable box):



Line f is equal to or greater than line a.
The entire lien is avoided. (Do not complete the next column.)



Line f is less than line a.
A portion of the lien is avoided. (Complete the next column.)

Insert additional claims as needed.

3.5 Surrender of collateral.

Check one.

 None. If “None” is checked, the rest of § 3.5 need not be completed or reproduced.
 The debtor(s) elect to surrender to each creditor listed below the collateral that secures the creditor’s claim. The debtor(s) consent to
termination of the stay under 11 U.S.C. § 362(a) and § 1301 with respect to the collateral upon confirmation of the plan. Any allowed
unsecured claim resulting from the disposition of the collateral will be treated in Part 5 below.
Name of creditor

Collateral

______________________________________________________

_____________________________________________

______________________________________________________

_____________________________________________

Insert additional claims as needed.
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Part 4:

Treatment of Trustee’s Fees and Priority Claims

4.1 General

Trustee’s fees and all allowed priority claims other than those treated in § 4.5 will be paid in full without interest.
4.2 Trustee’s fees

Trustee’s fees are estimated to be ________% of plan payments; and during the plan term, they are estimated to total $___________.
4.3 Attorney’s fees

The balance of the fees owed to the attorney for the debtor(s) is estimated to be $___________.
4.4 Priority claims other than attorney’s fees and those treated in § 4.5.

Check one.

 None. If “None” is checked, the rest of § 4.4 need not be completed or reproduced.
 The debtor estimates the total amount of other priority claims to be _____________.
4.5 Domestic support obligations assigned or owed to a governmental unit and paid less than full amount.

Check one.

 None. If “None” is checked, the rest of § 4.5 need not be completed or reproduced.
 The allowed priority claims listed below are based on a domestic support obligation that has been assigned to or is owed
to a governmental unit and will be paid less than the full amount of the claim under 11 U.S.C. § 1322(a)(4), but not less
than the amount that would have been paid on such claim if the estate of the debtor were liquidated under chapter 7, see
11 U.S.C. § 1325(a)(4).

a.

Name of creditor

Amount of claim to be paid

____________________________________________________________________________

$__________________________

____________________________________________________________________________

$__________________________

c.

Insert additional claims as needed.

Part 5:

Treatment of Nonpriority Unsecured Claims

5.1 General

Nonpriority unsecured claims will be paid to the extent allowed as specified in this Part.
5.2 Nonpriority unsecured claims not separately classified.

Allowed nonpriority unsecured claims that are not separately classified will be paid, pro rata. If more than one option is checked, the
option providing the largest payment will be effective. Check all that apply.



The sum of $___________.



_______% of the total amount of these claims.



The funds remaining after disbursements have been made to all other creditors provided for in this plan.
If the estate of the debtor(s) were liquidated under chapter 7, nonpriority unsecured claims would be paid approximately $__________.
Regardless of the options checked above, payments on allowed nonpriority unsecured claims will be made in at least this amount.
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5.3 Interest on allowed nonpriority unsecured claims not separately classified. Check one.

 None. If “None” is checked, the rest of § 5.3 need not be completed or reproduced.
 Interest on allowed nonpriority unsecured claims that are not separately classified will be paid at an annual percentage rate of
____ % under 11 U.S.C. §1325(a)(4), and is estimated to total $ ___________.

5.4 Maintenance of payments and cure of any default on nonpriority unsecured claims. Check one.

 None. If “None” is checked, the rest of § 5.4 need not be completed or reproduced.
 The debtor(s) will maintain the contractual installment payments and cure any default in payments on the unsecured claims listed
below on which the last payment is due after the final plan payment. The allowed claim for the arrearage amount will be paid
under the plan.
Name of creditor

Current installment
payment

__________________________________________________

$___________

Amount of arrearage
to be paid

Estimated total
payments by
trustee

$______________

$____________

$______________

$____________

Disbursed by:
 Trustee


__________________________________________________

Debtor(s)

$___________
Disbursed by:
 Trustee



Debtor(s)

Insert additional claims as needed.

5.5 Other separately classified nonpriority unsecured claims. Check one.

 None. If “None” is checked, the rest of § 5.5 need not be completed or reproduced.
 The nonpriority unsecured allowed claims listed below are separately classified and will be treated as follows:
Name of creditor

Basis for separate classification
and treatment

Amount to be paid
on the claim

Interest rate
(if applicable)

Estimated total
amount of
payments

_______________________________

____________________________

$_____________

______%

$__________

_______________________________

____________________________

$_____________

______%

$__________

Insert additional claims as needed.
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Part 6:

Executory Contracts and Unexpired Leases

6.1 The executory contracts and unexpired leases listed below are assumed and will be treated as specified. All other executory

contracts and unexpired leases are rejected. Check one.

 None. If “None” is checked, the rest of § 6.1 need not be completed or reproduced.
 Assumed items. The final column includes only payments disbursed by the trustee rather than by the debtor.
Name of creditor

____________________

Property description

Treatment
(Refer to other plan
section if applicable)

__________________

Current
installment
payment

__________________

$___________

__________________

Disbursed by:

Amount of
arrearage to be
paid

Estimated total
payments by
trustee

$__________

$__________

$__________

$__________

 Trustee
 Debtor(s)
____________________

__________________

__________________

$___________

__________________

Disbursed by:
 Trustee
 Debtor(s)

Insert additional contracts or leases as needed.

Part 7:

Order of Distribution of Trustee Payments

7.1 The trustee will make the monthly payments required in Parts 3 through 6 in the following order, with payments other than those listed

to be made in the order determined by the trustee:
a. Trustee’s fees
b. ____________________________________________________
c. ____________________________________________________ Insert additional lines if needed.

Part 8:

Vesting of Property of the Estate

8.1 Property of the estate shall revest in the debtor(s) upon

Check the applicable box:





plan confirmation.
closing of the case.
other: ____________________________________________.
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Part 9:

Nonstandard Plan Provisions

 None. If “None” is checked, the rest of Part 9 need not be completed or reproduced.
Under Bankruptcy Rule 3015(c), nonstandard provisions are required to be set forth below.
These plan provisions will be effective only if the applicable box in Part 1 of this plan is checked.
_____________________________________________________________________________________________________________
_____________________________________________________________________________________________________________
_____________________________________________________________________________________________________________
_____________________________________________________________________________________________________________
_____________________________________________________________________________________________________________

Part 10:

Signatures10:



_________________________________________________

Date_________________

Signature of Attorney for Debtor(s)




_________________________________________________

Date_________________

_________________________________________________
Date_________________
Signature(s) of Debtor(s) (required if not represented by an attorney; otherwise optional)
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Chapter 13 Plan Exhibit: Estimated Amounts of Trustee Payments
The trustee will make the following estimated payments on allowed claims in the order set forth in Section 7.1:

a.

Maintenance and cure payments on secured claims (Part 3, Section 3.1 total):

$______________

b.

Modified secured claims (Part 3, Section 3.2 total):

$______________

c.

Secured claims excluded from 11 U.S.C. § 506 (Part 3, Section 3.3 total):

$______________

d.

Judicial liens or security interests partially avoided (Part 3, Section 3.4 total):

$______________

e.

Administrative and other priority claims (Part 4 total):

$______________

f.

Nonpriority unsecured claims (Part 5, Section 5.2 total):

$______________

g.

Interest on allowed unsecured claims (Part 5, Section 5.3 total)

$______________

h.

Maintenance and cure payments on unsecured claims (Part 5, Section 5.4 total)

$______________

i.

Separately classified unsecured claims (Part 5, Section 5.5 total)

$______________

j.

Arrearage payments on executory contracts and unexpired leases (Part 6, Section 6.1 total)

+

Total of lines a through j ...............................................................................................................................................

$______________

$______________
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COMMITTEE NOTE
Official Form 113 is new and is the required plan form in all
chapter 13 cases. See Bankruptcy Rule 3015. Alterations to the text of
the form or the order of its provisions, except as permitted by the form
itself, must comply with Bankruptcy Rule 9009. As the form explains,
spaces for responses may be expanded or collapsed as appropriate, and
sections that are inapplicable do not need to be reproduced. Portions of the
form provide multiple options for provisions of a debtor’s plan, but some
of those options may not be appropriate in a given debtor’s situation or
may not be allowed in the court presiding over the case. Debtors are
advised to refer to applicable local rulings.
Part 1. This part sets out warnings to both debtors and creditors.
For creditors, if the plan includes one or more of the provisions listed in
this part, the appropriate boxes must be checked. For example, if Part 9 of
the plan proposes a provision not included in, or contrary to, the Official
Form, that nonstandard provision will be ineffective if the appropriate
check box in Part 1 is not selected.
Part 2. This part states the proposed periodic plan payments, the
estimated total plan payments, and sources of funding for the plan.
Section 2.1 allows the debtor or debtors to propose periodic payments in
other than monthly intervals. For example, if the debtor receives a
paycheck every week and wishes to make plan payments from each check,
that should be indicated in § 2.1. If the debtor proposes to make payments
according to different “steps,” the amounts and intervals of those
payments should also be indicated in § 2.1. Section 2.2 provides for the
manner in which the debtor will make regular payments to the trustee. If
the debtor selects the option of making payments pursuant to a payroll
deduction order, that selection serves as a request by the debtor for entry
of the order. Whether to enter a payroll deduction order is determined by
the court. See Code § 1325(c). If the debtor selects the option of making
payments other than by direct payments to the trustee or by a payroll
deduction order, the alternative method (e.g., a designated third party
electronic funds transfer program) must be specified.
Part 3. This part provides for the treatment of secured claims.
Section 3.1 provides for the treatment of claims under Code
§ 1322(b)(5) (maintaining current payments and curing any arrearage).
For the claim of a secured creditor listed in § 3.1, an estimated arrearage
amount should be given. A contrary arrearage amount listed on the
creditor’s proof of claim, unless contested by objection or motion, will
control over the amount given in the plan.
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In § 3.2, the plan may propose to determine under Code § 506(a)
the value of a secured claim. For example, the plan could seek to reduce
the secured portion of a creditor’s claim to the value of the collateral
securing it. For the secured claim of a non-governmental creditor, that
determination would be binding upon confirmation of the plan. For the
secured claim of a governmental unit, however, a contrary valuation listed
on the creditor’s proof of claim, unless contested by objection or motion,
would control over the valuation given in the plan. See Bankruptcy Rule
3012. Bankruptcy Rule 3002 contemplates that a debtor, the trustee, or
another entity may file a proof of claim if the creditor does not do so in a
timely manner. See Bankruptcy Rules 3004 and 3005. Section 3.2 will
not be effective unless the appropriate check box in Part 1 is selected.
Section 3.3 deals with secured claims that may not be bifurcated
into secured and unsecured portions under Code § 506(a), but it allows for
an interest rate other than the contract rate to be applied to payments on
such a claim. If appropriate, a claim may be treated under § 3.1 instead of
§ 3.3.
In § 3.4, the plan may propose to avoid certain judicial liens or
security interests encumbering exempt property in accordance with Code
§ 522(f). This section includes space for the calculation of the amount of
the judicial lien or security interest that is avoided. A plan proposing
avoidance in § 3.4 must be served in the manner provided by Bankruptcy
Rule 7004 for service of a summons and complaint. See Bankruptcy Rule
4003. Section 3.4 will not be effective unless the appropriate check box in
Part 1 is selected.
Section 3.5 provides for elections to surrender collateral and
consent to termination of the stay under § 362(a) and § 1301 with respect
to the collateral surrendered. Termination will be effective upon
confirmation of the plan.
Part 4. This part provides for the treatment of trustee’s fees and
claims entitled to priority status. Section 4.1 provides that trustee’s fees
and all allowed priority claims (other than those domestic support
obligations treated in § 4.5) will be paid in full. In § 4.2, the plan lists an
estimate of the trustee’s fees. Although the estimate may indicate whether
the plan will be feasible, it does not affect the trustee’s entitlement to fees
as determined by statute. In § 4.3, the form requests the balance of
attorney’s fees owed. Additional details about payments of attorney’s
fees, including information about their timing and approval, are left to the
requirements of local practice. In § 4.4, the plan calls for an estimated
amount of priority claims. A contrary amount listed on the creditor’s
proof of claim, unless changed by court order in response to an objection
or motion, will control over the amount given in § 4.4. In § 4.5, the plan
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may propose to pay less than the full amount of a domestic support
obligation that has been assigned to, or is owed to, a governmental unit,
but not less than the amount that claim would have received in a chapter 7
liquidation.
Part 5. This part provides for the treatment of unsecured claims
that are not entitled to priority status. In § 5.2, the plan may propose to pay
nonpriority unsecured claims in accordance with several options. One or
more options may be selected. For example, the plan could propose
simply to pay unsecured creditors any funds remaining after
disbursements to other creditors, or also provide that a defined percentage
of the total amount of unsecured claims will be paid. In § 5.4, the plan
may provide for the separate classification of nonpriority unsecured claims
(such as co-debtor claims) as permitted under Code § 1322(b)(1).
Part 6. This part provides for executory contracts and unexpired
leases. An executory contract or unexpired lease is rejected unless it is
listed in this part. If the plan proposes neither to assume nor reject an
executory contract or unexpired lease, that treatment would have to be set
forth as a nonstandard provision in Part 9.
Part 7. This part provides an order of distribution of payments
under the plan. Other than the trustee’s fees, the order of distribution is
left to be completed by the debtor in keeping with the requirements of the
Code. The debtor may instead elect to have the trustee direct the order of
distribution.
Part 8. This part defines when property of the estate will revest in
the debtor or debtors. One choice must be selected—upon plan
confirmation, upon closing the case, or upon some other specified event.
This plan provision is subject to a contrary court order under Code
§ 1327(b).
Part 9. This part gives the debtor or debtors the opportunity to
propose provisions that are not otherwise in, or are contrary to, the Official
Form. All such nonstandard provisions must be set forth in this part and
nowhere else in the plan. This part will not be effective unless the
appropriate check box in Part 1 is selected. See Bankruptcy Rule 3015.
Part 10. The plan must be signed by the attorney for the debtor or
debtors. If the debtor or debtors are not represented by an attorney, they
must sign the plan, but the signature of represented debtors is optional.
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2014 Published Form, with most expandable lines marked “none”

United States Bankruptcy Court for the District of _________________
Debtor(s):

John and Mary Smith

Case No.:

14 B 12345

Date:

December 2, 2016

 Check if this is an
amended plan

Official Form 113
Chapter 13 Plan
Part 1:

12/15

Notices

To Debtors: This form sets out options that may be appropriate in some cases, but the presence of an option on the form does not indicate
that the option is appropriate in your circumstances or that it is permissible in your judicial district. In the following notice to

creditors, you must check each box that applies.

To Creditors: Your rights may be affected by this plan. Your claim may be reduced, modified, or eliminated.
You should read this plan carefully and discuss it with your attorney, if you have one in this bankruptcy case. If you do not have
an attorney, you may wish to consult one.
If you oppose the plan’s treatment of your claim or any provision of this plan, you or your attorney must file an objection to
confirmation at least 7 days before the date set for the hearing on confirmation, unless otherwise ordered by the Bankruptcy
Court. The Bankruptcy Court may confirm this plan without further notice if no objection to confirmation is filed. See
Bankruptcy Rule 3015. In addition, you may need to file a timely proof of claim in order to be paid under any plan.
The following matters may be of particular importance to you. Boxes must be checked by debtor(s) if applicable.

Part 2:



The plan seeks to limit the amount of a secured claim, as set out in Part 3, Section 3.2, which may result in a
partial payment or no payment at all to the secured creditor.



The plan requests the avoidance of a judicial lien or nonpossessory, nonpurchase-money security interest as set out
in Part 3, Section 3.4.



The plan sets out nonstandard provisions in Part 9.

Plan Payments and Length of Plan

2.1 Debtor(s) will make regular payments to the trustee as follows:
$ 2500 per month for 56 months
If fewer than 60 months of payments are specified, additional monthly payments will be made to the extent necessary to make the payments to
creditors specified in Parts 3 through 6 of this plan.
2.2 Regular payments to the trustee will be made from future earnings in the following manner: Check all that apply.





Debtor(s) will make payments pursuant to a payroll deduction order.
Debtor(s) will make payments directly to the trustee.
Other (specify method of payment):____________________________.

2.3 Federal income tax refunds. Check one.





Debtor(s) will retain any federal tax refunds received during the plan term.
Debtor(s) will supply the trustee with a copy of each federal tax return filed during the plan term within 14 days of filing the return and will turn
over to the trustee all federal income tax refunds, other than earned income tax credits, received during the plan term.
Debtor(s) will supply the trustee with federal tax returns filed during the plan term and will turn over to the trustee a portion of any federal income
tax refunds received during the plan term as specified below.

___________________________________________________________________________________________________
___________________________________________________________________________________________________
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2.4 Additional payments. Check one.



None If “None” is checked, the rest of § 2.4 need not be completed or reproduced.

2.5 The total amount of estimated payments to the trustee provided for in §§ 2.1 and 2.4 is

Part 3:

$ 140,000.

Treatment of Secured Claims

3.1 Maintenance of payments and cure of any default. Check one.

 None

If “None” is checked, the rest of § 3.1 need not be completed or reproduced.

 The debtor(s) will maintain the contractual installment payments on the claims listed below, with any changes required by the applicable contract,
and cure any default in payments on the secured claims listed below. The allowed claim for any arrearage amount will be paid under the plan, with
interest, if any, at the rate stated. Unless otherwise ordered by the court, the amounts listed on a proof of claim or modification of a proof of claim filed
before the filing deadline under Bankruptcy Rule 3002(c) control over any contrary amounts listed below as to the current installment payment and
arrearage. If relief from the automatic stay is ordered as to any item of collateral listed in this paragraph, then, unless otherwise ordered by the court,
all payments under this paragraph as to that collateral will cease and all secured claims based on that collateral will no longer be treated by the plan.
The final column includes only payments disbursed by the trustee rather than by the debtor.

Name of creditor

Collateral

Current
installment
payment
(including escrow )

Amount of
arrearage

Mortgage Servicer, Inc.

Home at 123
Main St
City, State

$1,500

$3,000

Interest rate
on arrearage
(if applicable)

Monthly plan
payment on
arrearage

Estimated total
payments by
trustee

100

$87,000

Disbursed by:
 Trustee



Debtor(s)

3.2 Request for valuation of security and claim modification. Check one.

 None

If “None” is checked, the rest of § 3.2 need not be completed or reproduced.

3.3 Secured claims excluded from 11 U.S.C. § 506. Check one.

 None

If “None” is checked, the rest of § 3.3 need not be completed or reproduced.

 The claims listed below were either:
(1) incurred within 910 days before the petition date and secured by a purchase money security interest in a motor vehicle acquired for the
personal use of the debtor(s), or
(2) incurred within 1 year of the petition date and secured by a purchase money security interest in any other thing of value.
These claims will be paid in full under the plan with interest at the rate stated below. Unless otherwise ordered by the court, the claim amount stated
on a proof of claim or modification of a proof of claim filed before the filing deadline under Bankruptcy Rule 3002(c) controls over any contrary amount
listed below. The final column includes only payments disbursed by the trustee rather than by the debtor.
Name of creditor

Collateral

Amount of claim

Mortgage Servicer, Inc.

2012 Model Make Pickup Truck

$8,400

Interest rate

3.0%

Monthly plan
payment

Estimated total
payments by
trustee

$150

$400

Disbursed by:



Trustee

 Debtor(s)
3.4 Lien avoidance. Check one.

None

If “None” is “checked, the rest of Section § 3.4 need not be completed or reproduced.

3.5 Surrender of collateral. Check one.

None

If “None” is checked, the rest of § 3.5 need not be completed or reproduced.
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Part 4:

Treatment of Trustee’s Fees and Priority Claims

4.1 General

Trustee’s fees and all allowed priority claims other than those treated in § 4.5 will be paid in full without interest.
4.2 Trustee’s fees

Trustee’s fees are estimated to be 10 % of plan payments; and during the plan term, they are estimated to total $ $14,000.
4.3 Attorney’s fees

The balance of the fees owed to the attorney for the debtor(s) is estimated to be $ 4,000.
4.4 Priority claims other than attorney’s fees and those treated in § 4.5. Check one.

None

If “None” is checked, the rest of § 4.4 need not be completed or reproduced.

4.5 Domestic support obligations assigned or owed to a governmental unit and paid less than full amount. Check one.

None
Part 5:

If “None” is checked, the rest of § 4.5 need not be completed or reproduced.

Treatment of Nonpriority Unsecured Claims

5.1 General

Nonpriority unsecured claims will be paid to the extent allowed as specified in this Part.
5.2 Nonpriority unsecured claims not separately classified.

Allowed nonpriority unsecured claims that are not separately classified will be paid, pro rata. If more than one option is checked, the option
providing the largest payment will be effective. Check all that apply.

 The sum of $___________.


_______% of the total amount of these claims.

 The funds remaining after disbursements have been made to all other creditors provided for in this plan.
If the estate of the debtor(s) were liquidated under chapter 7, nonpriority unsecured claims would be paid approximately $___________.
Regardless of the options checked above, payments on allowed nonpriority unsecured claims will be made in at least this amount.
5.3 Interest on allowed nonpriority unsecured claims not separately classified. Check one.

None

If “None” is checked, the rest of § 5.3 need not be completed or reproduced.

5.4 Maintenance of payments and cure of any default on nonpriority unsecured claims. Check one.

None

If “None” is checked, the rest of § 5.4 need not be completed or reproduced.

5.5 Other separately classified nonpriority unsecured claims. Check one.
5.6

None

Part
6:

If “None” is checked, the rest of § 5.5 need not be completed or reproduced.

Executory Contracts and Unexpired Leases

6.1 The executory contracts and unexpired leases listed below are assumed and will be treated as specified. All other executory

contracts and unexpired leases are rejected. Check one.

None
Part 7:

If checked, the rest of § 6.1 need not be completed or reproduced.

Order of Distribution of Trustee Payments

7.1 The trustee will make the monthly payments required in Parts 3 through 6 in the following order, with payments other than those

listed to be made in the order determined by the trustee:
a. Trustee’s fees
b. ____________________________________________________
c. ____________________________________________________ Insert additional lines if needed.
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Part 8:

Vesting of Property of the Estate

8.1 Property of the estate shall revest in the debtor(s) upon (Check the applicable box):

 plan confirmation.
 closing of the case.
 other: ____________________________________________.
Part 9:

Nonstandard Plan Provisions

None
Part 10:

If “None” is checked, the rest of Part 9 need not be completed or reproduced.

SignaturesPart 10:



_________________________________________________

Date_________________

Signature of Attorney for Debtor(s)




_________________________________________________

Date_________________

_________________________________________________

Date_________________

Signature(s) of Debtor(s) (required if not represented by an attorney; otherwise optional)

Chapter 13 Plan Exhibit: Estimated Amounts of Trustee Payments
The trustee will make the following estimated payments on allowed claims in the order set forth in Section 7.1:
a. Maintenance and cure payments on secured claims (Part 3, Section 3.1 total):
b. Modified secured claims (Part 3, Section 3.2 total):
c. Secured claims excluded from 11 U.S.C. § 506 (Part 3, Section 3.3 total):
d. Judicial liens or security interests partially avoided (Part 3, Section 3.4 total):

$

87,000
0
400
0

e. Administrative and other priority claims (Part 4 total):

18,000

f. Nonpriority unsecured claims (Part 5, Section 5.2 total):

34,600

g. Interest on allowed unsecured claims (Part 5, Section 5.3 total)

0

h. Maintenance and cure payments on unsecured claims (Part 5, Section 5.4 total)

0

i. Separately classified unsecured claims (Part 5, Section 5.5 total)

0

j. Arrearage payments on executory contracts and unexpired leases (Part 6, Section 6.1 total)
Total of lines a through j

$0
$140,000
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Basic guide for lenders
What is a Qualified Mortgage?
Starting January 10, 2014, you must assess the borrower’s ability to repay for virtually all closed-end
residential mortgage loans. All Qualified Mortgages (QM) are presumed to comply with this requirement.
As described below, a loan that meets the product feature requirements can be a QM under any of three
main categories: (1) the general definition; (2) the “GSE-eligible” provision; or (3) the small creditor provision.

Mandatory product feature requirements for all QMs
§§ Points and fees are less than or equal to 3% of the loan amount (for loan amounts less than $100k,
higher percentage thresholds are allowed);
§§ No risky features like negative amortization, interest-only, or balloon loans (BUT NOTE: balloon loans
originated until January 10, 2016 that meet the other product features are QMs if originated and held
in portfolio by small creditors);
§§ Maximum loan term is less than or equal to 30 years.

Three main categories
1. General definition category of QMs
Any loan that meets the product feature requirements with a debt-to-income ratio of 43% or less is a QM.

2. “GSE-eligible” category of QMs
Any loan that meets the product feature requirements and is eligible for purchase, guarantee, or
insurance by a GSE, FHA, VA, or USDA is QM regardless of the debt-to-income ratio (this QM category
applies for GSE loans as long as the GSEs are in FHFA conservatorship and for federal agency loans until
an agency issues its own QM rules, or January 10, 2021, whichever occurs first).

3. Small creditor category of QMs
If you have less than $2B in assets and originate 500 or fewer first mortgages per year, loans you make
and hold in portfolio are QMs as long as you have considered and verified a borrower’s debt-to-income
ratio (though no specific DTI limit applies).

EXTRA NOTE: Even if a loan is not a qualified mortgage, it can still be an appropriate loan.
You can originate any mortgage (whether or not it is a QM) as long as you make a reasonable, good-faith determination
that the consumer is able to repay the loan based on common underwriting factors. You can continue to rely on your
sound, tested underwriting guidelines that you have used in the past to make loans that have generally performed well,
as long as you document the information you consider.

Learn more about the Ability to Repay Rule:
consumerfinance.gov/Regulations
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BILLING CODE: 4810-AM-P
BUREAU OF CONSUMER FINANCIAL PROTECTION 12 CFR Part 1024, 12
CFR Part 1026 [Docket No. CFPB-2013-0031] RIN 3170-AA37
Amendments to the 2013 Mortgage Rules under the Real Estate Settlement
Procedures Act (Regulation X) and the Truth in Lending Act (Regulation Z)
AGENCY: Bureau of Consumer Financial Protection.
ACTION: Interim final rule with request for public comment.
SUMMARY: This rule amends provisions in Regulation Z and final rules issued by the
Bureau of Consumer Financial Protection (Bureau) in 2013, which, among other things,
required that consumers receive counseling before obtaining high-cost mortgages and that
servicers provide periodic account statements and rate adjustment notices to mortgage
borrowers, as well as engage in early intervention when borrowers become delinquent.
The amendments clarify the specific disclosures that must be provided before counseling
for high-cost mortgages can occur, and proper compliance regarding servicing
requirements when a consumer is in bankruptcy or sends a cease communication request
under the Fair Debt Collection Practices Act. The rule also makes technical corrections
to provisions of other rules. The Bureau requests public comment on these changes.
***
SUPPLEMENTARY INFORMATION:
I. Summary of Interim Final Rule
In January 2013, the Bureau issued several final rules concerning mortgage
markets in the United States pursuant to the Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank Act) Public Law No. 111-203, 124 Stat. 1376
(2010) (2013 Title XIV Final Rules). Three of these rules were (1) the Mortgage
96
127

Servicing Rules under the Real Estate Settlement Procedures Act (Regulation X) (2013
RESPA Servicing Final Rule);1 (2) the Mortgage Servicing Rules under the Truth in
Lending Act (Regulation Z) (2013 TILA Servicing Final Rule);2 and (3) the High-Cost
Mortgage and Homeownership Counseling Amendments to the Truth in Lending Act
(Regulation Z) and Homeownership Counseling Amendments to the Real Estate
Settlement Procedures Act (Regulation X) (2013 HOEPA Final Rule).3 The 2013 TILA
Servicing Final Rule and the 2013 RESPA Servicing Final Rule are referred to
collectively as the 2013 Mortgage Servicing Final Rules.
The Bureau is clarifying compliance requirements in relation to bankruptcy law
and the Fair Debt Collection Practices Act (FDCPA) through this rule and through a
contemporaneous compliance bulletin.4 Bankruptcy law and the FDCPA both provide
significant protections for consumers, and each strictly limits communications with
consumers in certain circumstances. The Bureau has received a large number of
questions from servicers about how the servicing rules intersect with the other two bodies
of law generally and in particular on how to communicate effectively with borrowers in
light of their status in bankruptcy. While the Bureau believes that some of these
questions can be resolved by interpretations now, it has also concluded that further
analysis and study are required to resolve other issues that cannot be completed before
the 2013 Mortgage Servicing Final Rules take effect. In those cases, the Bureau is

1

78 FR 10695 (Feb. 14, 2013).
78 FR 10901 (Feb. 14, 2013).
3
78 FR 6855 (Jan. 31, 2013).
4
CFPB Bulletin 2013-12, available at
http://files.consumerfinance.gov/f/201310_cfpb_mortgageservicing_bulletin.pdf.
2
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creating narrow exemptions from the servicing rules to allow time to complete the
additional analysis.
Specifically, the Bulletin confirms that servicers must comply with certain
requirements of the Dodd-Frank Act and respond to certain borrower communications in
accordance with the Bureau’s servicing rules even after a borrower has sent a cease
communication request under the FDCPA. The Bulletin provides a safe harbor from
liability under the FDCPA with regard to such communications. Separately in this rule,
the Bureau is providing exemptions for two other servicing communications that are not
specifically mandated by statute—the requirement in § 1026.20(c) for a notice of rate
change for adjustable-rate mortgages (ARMs) and the early intervention requirements in
§ 1024.39—when a borrower has properly invoked the FDCPA’s cease communication
protections. The Bureau expects to explore the potential utility and application of such
requirements in comparison to the FDCPA protections in a broader debt collection
rulemaking. The interim final rule also exempts servicers from the early intervention
requirements in § 1024.39 and from the periodic statement requirements under 12 CFR
1026.41 for borrowers while they are in bankruptcy. Again, the Bureau intends to engage
in further analysis of how these servicing requirements intersect with bankruptcy law and
how to ensure that servicer communications do not confuse borrowers regarding their
status.
***
Section 1024.39 Early intervention requirements for certain borrowers 1024.39(d)
Exemptions
The early intervention requirements in § 1024.39 are intended to provide
delinquent borrowers with opportunities to pursue available loss mitigation options at the
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early stages of a delinquency by requiring that the servicer attempt to make live contact
with the borrower and to issue a written notice. The requirements apply to each payment
for which the borrower is delinquent, although the written notice must be provided only
once every 180 days.15 In this interim final rule, the Bureau is adding new
§ 1024.39(d)(1), exempting a servicer from the early intervention requirements while a
borrower is a debtor in bankruptcy, and new § 1024.39(d)(2), exempting a servicer from
the early intervention requirements when a borrower has invoked the cease
communication provisions under the Fair Debt Collections Practices Act (FDCPA).16
The Bureau first proposed the early intervention requirements in § 1024.39 on
August 10, 2012. In the preamble to the proposed rule, the Bureau noted that servicers
may be subject to State and Federal laws related to debt collection practices, such as the
FDCPA. In addition, the preamble acknowledged that the Bankruptcy Code’s automatic
stay provisions generally prohibit, among other things, actions to collect, assess, or
recover a claim against a debtor that arose before the debtor filed for bankruptcy.17 The
Bureau invited comment on whether servicers may reasonably question how they could
comply with the Bureau’s proposal in light of those laws.
Several industry commenters expressed concern that the Bureau’s rules overlap
with and could conflict with existing State and Federal law. Several commenters
requested guidance on whether servicers would be required to comply with the early
intervention requirements if the borrower instructed the servicer to cease collection

15

The Bureau has issued guidance to clarify how a servicer may comply with the requirements in §
1024.39 to make good faith efforts to establish live contact with a borrower in CFPB Bulletin 2013-12,
available at http://files.consumerfinance.gov/f/201310_cfpb_mortgage-servicing_bulletin.pdf.
16
15 U.S.C. 1692 et seq.
17
See 11 U.S.C. 362 (automatic stay); see also 11 U.S.C. 524 (effect of discharge).
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efforts, not to contact the borrower by telephone, or if the borrower refused to pay the
debt. Several of these commenters requested that the Bureau include an exemption from
the early intervention requirements in cases involving debt collection or bankruptcy law.
One industry commenter requested that the Bureau clarify whether servicers would have
immunity from claims of harassment or improper conduct under the FDCPA.
With respect to addressing potential conflicts between the Bureau’s rules and
existing State and Federal law as well as existing industry practice, commenters
identified a variety of ways the Bureau could provide relief, including by not adopting
rules that exceed or otherwise conflict with existing requirements, providing safe harbors
(such as by clarifying that compliance with existing laws and agreements satisfies §
1024.39), adopting more flexible standards, providing exemptions, including a
mechanism in the rule to resolve compliance conflicts, or broadly preempting State laws.
On January 17, 2013, the Bureau issued the 2013 RESPA Servicing Final Rule
with early intervention requirements in § 1024.39 that included a conflicts of law
provision specifying that servicers are not required to make contact with borrowers in a
manner that may be prohibited by Federal laws, such as the FDCPA or the Bankruptcy
Code’s automatic stay provisions. The Bureau also added comment 39(c)-1, addressing
borrowers in bankruptcy. The comment specified, “Section 1024.39 does not require a
servicer to communicate with a borrower in a manner that would be inconsistent with
applicable bankruptcy law or a court order in a bankruptcy case. To the extent permitted
by such law or court order, servicers may adapt the requirements of § 1024.39 in any
manner that would permit them to notify borrowers of loss mitigation options.” In the
preamble to the final rule, the Bureau stated that it did not seek to interpret the
Bankruptcy Code through this comment, but instead intended to indicate that servicers
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could take a flexible approach to complying with § 1024.39 for borrowers in
bankruptcy.
1024.39(d)(1) Borrowers in bankruptcy
After publication of the 2013 RESPA Servicing Final Rule, industry stakeholders
expressed continued concerns to the Bureau about complying with certain servicing
requirements for borrowers under the protection of bankruptcy law. In general, and as
discussed further below with regard to periodic statement requirements, servicers asserted
that simply providing flexibility in accommodating bankruptcy law restrictions on
communications with borrowers was not sufficient because they faced a substantial legal
burden in determining when and how bankruptcy law provisions applied in the first
instance. Servicers also expressed concern about how to fulfill the servicing rules’
requirements in a way that did not confuse borrowers with regard to their status in
bankruptcy and the fact that servicers were not attempting to collect on accounts.
Bankruptcy trustees raised similar concerns about the likelihood of servicers providing
information that will be confusing to borrowers/debtors, debtor attorneys, and even courts
and trustees. Specifically, with regard to early intervention, industry sought additional
guidance on whether the Bureau would require some attempt at compliance even if there
was an automatic stay and whether servicers would be subject to claims by private
litigants asserting that bankruptcy was not an excuse for a servicer’s lack of performance
under § 1024.39.
Based on these inquiries, the Bureau believes that the potential interactions
between the § 1024.39 early intervention requirements and bankruptcy law requirements
can be highly varied and complex. The Bankruptcy Code itself provides a robust set of
consumer protections for debtors, including oversight of debt repayment plans, where
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applicable. However, whether certain communications with the borrower may violate an
automatic stay or discharge injunction are fact-specific inquiries and can vary depending
on the Chapter of the Bankruptcy Code at issue, the intention of the debtor to retain the
property, and the frequency and detailed contents of the communications.18 Uncertainty
with respect to loss mitigation-related communications has led federal regulators19 and
several bankruptcy courts20 to issue guidelines or rules for servicers on the interaction
between those communications and bankruptcy law. While some sources identified by
the Bureau suggest that it is permissible for servicers to engage in loss mitigation
negotiations with borrowers who have invoked bankruptcy protections, they do not

18

See infra note 35; see also In re Duke, 79 F.3d 43 (7th Cir. 1996) (holding creditor does not violate
automatic stay when sending “nonthreatening and non-coercive” offer to reaffirm Chapter 7 debtor’s
prepetition debt); In re Silva, No. 09-02504, 2010 WL 605578 (Bankr. D. Haw. Feb. 19, 2010) (“Nothing
in the Bankruptcy Code prevents or prohibits a chapter 7 or chapter 13 debtor or its secured creditors from
entering into communications or negotiations about the possibility of a loan modification.”)
19
See, e.g., HUD, Mortgagee Letter 2008–32 (Oct. 17, 2008) (“[M]ortgagees must, upon receipt of notice
of a bankruptcy filing, send information to debtor’s counsel indicating that loss mitigation may be
available, and provide instruction sufficient to facilitate workout discussions including documentation
requirements, timeframes and servicer contact information . . . . Nothing in this mortgagee letter requires
that mortgagees make direct contact with any borrower under bankruptcy protection.”) (emphasis added)
available at http://www.hud.gov/offices/adm/hudclips/letters/mortgagee/2008ml.cfm; U.S. Dep’t of
Treasury, Making Home Affordable Program Handbook for Servicers of Non-GSE Loans, v.4.3 at 77, 80
(Sept. 16, 2013) (“Borrowers in active Chapter 7 or Chapter 13 bankruptcy cases are eligible for HAMP at
the servicer’s discretion in accordance with investor guidelines, but servicers are not required to solicit
these borrowers proactively for HAMP . . . . Borrowers who have received a Chapter 7 bankruptcy
discharge in a case involving the first lien mortgage who did not reaffirm the mortgage debt under
applicable law are eligible for HAMP . . . . [A] servicer is deemed to have made a Reasonable Effort to
solicit [those] borrower[s] after sending two written notices to the last address of record in addition to the
two required written notices . . . .”) (emphasis added) available at
http://www.makinghomeaffordable.gov/forpartners/understandingguidelines/Documents/mhahandbook_43.pdf.
20
See, e.g., Amended General Order Regarding Negotiations Between Debtor(s) and Mortgage Servicer(s)
to Consider Loan Modifications (Bankr. D.N.J. July 24, 2009) (“[C]ommunications and/or negotiations
between debtors and mortgagees/mortgage servicers about loan modification shall not be deemed as a
violation of the automatic stay . . . . [A]ny such communication or negotiation shall not be used by either
party against the other in any subsequent litigation . . . .”) available at
http://www.njb.uscourts.gov/sites/default/files/general-ordes/2009_07_27_generalOrderLoanModify2.pdf;
Bankr. W.D. Wash. R. 4001-2(b) (“A mortgage creditor’s contact with the debtor and/or the debtor’s
counsel for the purposes of negotiating a loan modification shall not be considered a violation of the
automatic stay imposed by 11 U.S.C. § 362.”). While these two courts’ rules might permit some
communications regarding loan modifications, their approach is not necessarily generally accepted.
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address affirmative outreach directly to the borrower to solicit discussions about loss
mitigation options.
In addition, when a borrower is under bankruptcy protections, the benefits of
continuing early intervention contacts may depend on the context. Borrowers who
became delinquent on their mortgage loans prior to filing bankruptcy will likely already
have received early intervention contacts from the servicer and thus will already be on
notice about the availability of potential loss mitigation options. In such cases,
continuing contacts may have limited if any utility. And while the small group of
borrowers who file bankruptcy without first becoming delinquent on their mortgage loans
might benefit from information regarding the availability of loss mitigation information,
the Bureau is concerned that additional guidance is needed to ensure that any early
intervention contacts communicate effectively regarding the borrower’s status in
bankruptcy and do not instead create borrower confusion.
The Bureau believes that further study of these issues is warranted but cannot be
concluded quickly enough to provide further calibration of the requirements before
January 2014. Therefore, the interim final rule adds § 1024.39(d)(1), which exempts
servicers from the requirements of § 1024.39 for a mortgage loan while the borrower is a
debtor in bankruptcy. However, the Bureau is not taking any position on whether early
intervention efforts generally may violate an automatic stay or discharge injunction and
encourages servicers who communicate with borrowers in bankruptcy about loss
mitigation options to continue such tailored communications so far as bankruptcy law
permits. The Bureau believes that some borrowers facing the complexities of bankruptcy
could benefit from receiving loss mitigation information in some tailored form that is
appropriate to their circumstances.
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Because of the new exemption addressing bankruptcy in § 1024.39(d)(1), the
interim final rule removes comment 39(c)-1 and incorporates it into new commentary in
§ 1024.39(d)(1)-2, as discussed below. Comment 39(d)(1)-1 clarifies that the exemption
begins once a petition has been filed commencing a case under Title 11 of the United
States Code in which the borrower is a debtor. Comment 39(d)(1)-2 clarifies that with
respect to any portion of the mortgage debt that is not discharged, a servicer must resume
compliance with § 1024.39 after the first delinquency that follows the earliest of any of
three potential outcomes in the borrower’s bankruptcy case: (i) the case is dismissed, (ii)
the case is closed, or (iii) the borrower receives a discharge under 11 U.S.C. §§ 727,
1141, 1228, or 1328. However, this requirement to resume compliance does not require a
servicer to communicate with a borrower in a manner that would be inconsistent with
applicable bankruptcy law or a court order in a bankruptcy case. To the extent permitted
by such law or court order, a servicer may adapt the requirements of § 1024.39 in any
manner believed necessary. Compliance with § 1024.39 is not required for any portion of
the mortgage debt that is discharged under applicable provisions of the U.S. Bankruptcy
Code. If the borrower’s bankruptcy case is revived—for example if the court reinstates a
previously dismissed case, reopens the case, or revokes a discharge—the servicer is again
exempt from the requirement in § 1024.39. Comment 39(d)(1)-3 clarifies that the
exemption applies when any of the borrowers who are joint obligors with primary
liability on the mortgage loan is a debtor in bankruptcy.
For the reasons discussed, the Bureau is providing this exemption at this time,
particularly because of the complex compliance concerns and the impending effective
date of the 2013 RESPA Servicing Final Rule. The Bureau will continue to examine this
issue and may reinstate an early intervention requirement with respect to borrowers in
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bankruptcy, but it will not reinstate any such requirement without notice and comment
rulemaking and an appropriate implementation period. The Bureau solicits comment on
the scope of the exemption, the triggers for meeting the exemption and having to resume
early intervention, and how the early intervention communications might be tailored to
meet the particular needs of borrowers in bankruptcy. The Bureau also seeks comment
on other factors the Bureau should take into consideration in determining whether to
reinstate any type of early intervention requirement with respect to borrowers in
bankruptcy.
Legal Authority. The Bureau uses its authority under RESPA sections 6(j)(3) and
19(a) to exempt servicers from the early intervention requirements in § 1024.39 for a
mortgage loan while the borrower is a debtor in bankruptcy and to adopt related official
Bureau interpretations in Supplement I to Part 1024. For the reasons discussed above, the
Bureau does not believe at this time that the consumer protection purposes of RESPA
would be furthered by requiring servicers to comply with § 1024.39 for a mortgage loan
while the borrower is a debtor in bankruptcy.
***
Section 1026.41 Periodic Statements for Residential Mortgage Loans
41(e) Exemptions
41(e)(5) Consumers in bankruptcy
Dodd-Frank Act section 1420 established TILA section 128(f) requiring periodic
statements for mortgage loans. On January 17, 2013, the Bureau issued the 2013 TILA
Servicing Final Rule implementing the periodic statement requirements and exemptions
in § 1026.41. The periodic statements required in § 1026.41 are intended to provide
consumers with useful information about the amounts they have paid as well as the
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amounts they owe and other information. In this interim final rule, the Bureau is adding
new § 1026.41(e)(5), exempting a servicer30 from the periodic statement requirements in
§ 1026.41 for a mortgage loan while the consumer is a debtor in bankruptcy.
On August 10, 2012, the Bureau proposed implementing the periodic statement
requirements and exemptions in § 1026.41. The proposed rule and preamble did not
specifically address any relationship between the periodic statement requirements and
consumers in bankruptcy. The Bureau received several comments on the proposed rule
that presented opposing views about the issue. Some consumer advocates felt it was
essential that statements be provided to consumers in bankruptcy to ensure they are kept
informed on the status of their loans and have a record of the account, while industry
commenters insisted that providing statements for loans in bankruptcy might cause
confusion or violate court orders or the FDCPA.31 One commenter added that if
statements must be provided to consumers in bankruptcy, the statements should be
allowed to contain any information, disclosures or messaging required under bankruptcy
rules or court orders.
In the preamble to the 2013 TILA Servicing Final Rule, the Bureau acknowledged
that the Bankruptcy Code might prevent attempts to collect a debt from a consumer in
bankruptcy, but stated that it did not believe the Bankruptcy Code would prevent a
servicer from sending a consumer a statement on the status of the mortgage loan. The
Bureau further specified that the final rule allows servicers to make changes to the

“Servicer” is defined for purposes of § 1026.41 as including the creditor, assignee or servicer. To
increase readability, this interim final rule also uses the term servicer in the preamble to describe those
same entities covered by § 1026.41.
31
The Bureau has addressed the concern about the relationship between the periodic statement
requirements and the FDCPA in CFPB Bulletin 2013-12, available at
http://files.consumerfinance.gov/f/201310_cfpb_mortgage-servicing_bulletin.pdf.
30
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periodic statement they believe are necessary when a consumer is in bankruptcy.
Specifically, servicers may include a message about the bankruptcy and alternatively
present the amount due to reflect payment obligations determined by the individual
bankruptcy proceeding.
After publication of the final rule, industry stakeholders expressed more detailed
concerns to the Bureau about providing periodic statements to consumers under
bankruptcy protection. The Bureau received comments on this issue in response to its
proposed rules published on May 2, 2013, and July 2, 2013, even though those proposed
rules did not address periodic statements provided to consumers in bankruptcy. One
commenter expressed support for the Bureau’s suggested message language as a way to
satisfy the requirements of § 1026.41 and bankruptcy law. Most of the commenters,
however, expressed continued concerns about potential conflicts with bankruptcy law and
indicated that the periodic statement would need to be redesigned for consumers in
bankruptcy.
In addition, the Bureau has received numerous specific guidance questions and
requests for clarification about how to reconcile the periodic statement requirements in
the final rule with various bankruptcy law requirements. Industry stakeholders have
expressed concerns that bankruptcy courts, under certain circumstances, may find
servicers in violation of an automatic stay32 or discharge injunction33 if servicers provide

See 11 U.S.C. 362(a)(6) (prohibiting “any act to collect, assess, or recover a claim against the debtor that
arose before the commencement of the case under this title”).
33
See 11 U.S.C. 524(a)(2)-(3) (discharge “operates as an injunction against the commencement or
continuation of an action, the employment of process, or an act, to collect . . . .”); but see 11 U.S.C. 524(j)
(exception from 11 U.S.C. 524(a)(2) injunction for “an act by a creditor that is the holder of a secured
claim, if—(1) such creditor retains a security interest in real property that is the principal residence of the
debtor; (2) such act is in the ordinary course of business between the creditor and the debtor; and (3) such
act is limited to seeking or obtaining periodic payments associated with a valid security interest in lieu of
pursuit of in rem relief to enforce the lien.”).
32
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a periodic statement, whether or not it includes a disclaimer.34 They have asked for
guidance on whether and how servicers would be able to permit consumers to request that
they receive no more statements. Bankruptcy trustees raised similar concerns that
sending a periodic statement designed to communicate information that does not
recognize the unique character of the Chapter 13 treatment of mortgages in default may
arguably violate the automatic stay.
Industry stakeholders have also asked how to comply with several disclosure
requirements in the periodic statement under specific circumstances that can arise
depending on the type of bankruptcy proceeding. For example, the Bureau received
questions from industry and bankruptcy trustees about possible consumer confusion
depending on what “amount due” and “payment due date” servicers would disclose in a
Chapter 13 case that has different pre-petition arrearage cure payments and post-petition
monthly payments, which may be due on different dates. Servicers also expressed
concern about how to fulfill the servicing rules’ requirements in a way that did not
confuse consumers with regard to their status in bankruptcy and the fact that servicers
were not attempting to collect on accounts. Bankruptcy trustees also raised concerns
about the likelihood of servicers providing information that will be confusing to
borrowers/debtors, debtor attorneys, and even courts and trustees. In addition, the Bureau

34

See, e.g., In re Brown, 481 B.R. 351, 361 (Bankr. W.D. Pa. 2012) (Statements without a bankruptcy
disclaimer sent after a Chapter 7 discharge of the mortgage debt that “provide the amount of the payment
and when it is due, a late charge if the payment is not received by a certain date, and the past due amount”
were found to “seek payment from the Debtor and violate the discharge injunction.”); In re Joens, No.
0302077, 2003 WL 22839822 at *2 (Bankr. N.D. Iowa Nov. 21, 2003) (Statements including a bankruptcy
disclaimer sent to debtors in a Chapter 7 case who stated their intent to surrender the home violated the
automatic stay. “Only if a Chapter 7 debtor’s statement of intention indicates the intent to continue to make
payments and retain property may a creditor continue to send monthly statements postpetition.”); In re
Draper, 237 B.R. 502, 506 (Bankr. M.D. Fla. 1999) (Statements including a bankruptcy disclaimer sent to
a debtor in a Chapter 13 case violated the automatic stay because “[t]he only credible reason to send such
invoices on a monthly basis is to try to collect payments from debtors protected by the automatic stay.”).
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received requests to delay the effective date of the periodic statement requirement with
respect to consumers in bankruptcy and to exclude those consumers from the periodic
statement requirements.
Based on the detailed questions received, the Bureau believes that the potential
interactions between the § 1026.41 periodic statement requirements and bankruptcy law
requirements can be highly varied and complex. The Bankruptcy Code itself provides a
robust set of consumer protections for debtors, including oversight of debt repayment
plans, where applicable. However, whether any periodic statement provided may violate
an automatic stay or discharge injunction are fact-specific inquiries and can vary
depending on the Chapter of the Bankruptcy Code at issue, the intention of the debtor to
retain the property, and the frequency and detailed contents of the periodic statement
provided.35

35

Compare, e.g., In re Zotow, 432 B.R. 252, 259-60 (B.A.P. 9th Cir. 2010) (Notice to debtors showing an
increase to postpetition mortgage payments to reflect prepetition escrow arrears “was informational in
nature and thus not in violation of the stay . . . . First, [it] was not in the nature of an invoice . . . . Second,
[the creditor] did not send the Notice with a payment coupon or envelope . . . . Third and last, [the creditor]
sent a single Notice . . . prior to confirmation of Debtors’ Chapter 13 plan.”); and Pearson v Bank of
America, No. 3:12-cv-00013, 2012 WL 2804826, at *6 (W.D. Va. July 10, 2012) (Statements with
bankruptcy disclaimers did not violate the Chapter 7 discharge injunction even though the statements also
provided “principal balances, estimated payments, payment instructions, information on how [the creditor]
will post any payments made, and other remarks that could surely be construed, by themselves, as attempts
to collect an already-discharged debt.”); with, e.g., In re Cousins, 404 B.R. 281, 284, 288 (S.D. Ohio 2009)
(Statements with the past and current balance, “voluntary payment coupon,” and bankruptcy disclaimer
sent to the debtor whose Chapter 13 plan provided for mortgage payments through the trustee violated the
automatic stay. “The fact is that statements containing conflicting information like those allegedly sent in
this case may be confusing to a debtor. Although the document states that it is an account statement for
informational purposes only, it also includes a ‘current balance’ and a payment coupon.”); In re Draper,
237 B.R. 502, 506 (Bankr. M.D. Fla. 1999) (Statements including the amount due, a detachable payment
coupon, return envelope, and bankruptcy disclaimer sent to a debtor in a Chapter 13 case whose plan
provided for the cure of defaults under his mortgage debt violated the automatic stay because “[t]he only
credible reason to send such invoices on a monthly basis is to try to collect payments from debtors
protected by the automatic stay.”). See also n re Connor, 366 B.R. 133, 134-38 (Bankr. D. Haw. 2007)
(Statements with the principal balance, amount due, instructions on how to make a payment, a perforated,
detachable payment coupon, return envelope and bankruptcy disclaimer did not violate the automatic stay
while the Chapter 13 plan was pending but did violate the automatic stay once the debtor converted to
Chapter 7 and stated his intent to surrender the property. “In order to formulate a confirmable chapter 13
plan, [the debtor] needed to know the amount of his mortgage arrears and current payments . . . . After [the
debtor] converted his case to chapter 7 and stated his intention to surrender the mortgaged property, . . .
[he] no longer needed to know the status of the mortgage payments. The only purpose for sending the
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In addition, when a consumer is under bankruptcy protections, the benefits of
periodic statements may depend on the context. The Bureau has indicated that servicers
may take a flexible approach in complying with § 1026.41 for consumers in bankruptcy.
However, without providing additional guidance about how servicers can tailor their
periodic statements to communicate effectively the status of a consumer’s loan in light of
the bankruptcy, it is not clear whether a servicer’s tailored periodic statements would
provide a meaningful benefit for that consumer in the form of useful information.
Indeed, the statements could provide that consumer with information that may be
confusing.
The Bureau believes that further study of these issues is warranted but cannot be
concluded quickly enough to provide further calibration of the requirements before
January 2014. Therefore, the interim final rule exempts servicers from the requirements
of § 1026.41 for a mortgage loan while the consumer is a debtor in bankruptcy.
However, the Bureau is not taking any position on whether periodic statements generally
may violate an automatic stay or discharge injunction and does not discourage servicers
who send tailored periodic statements or communications to consumers in bankruptcy
from continuing such communications so far as bankruptcy law permits. The Bureau still
believes that some consumers facing the complexities of bankruptcy could benefit from
receiving information in some tailored form of a periodic statement that is appropriate to
their circumstances.

monthly statements after that point was to induce [the debtor] to make payments on a prepetition debt
which was dischargeable and has now been discharged.”).
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The interim final rule also adds new commentary to § 1026.41(e)(5). Comment
41(e)(5)-1 clarifies that the exemption begins once a petition has been filed commencing
a case under Title 11 of the United States Code in which the consumer is a debtor.
Comment 41(e)(5)-2 clarifies that with respect to any portion of the mortgage debt that is
not discharged, a servicer must resume sending periodic statements in compliance with §
1026.41 within a reasonably prompt time after the next payment due date that follows the
earliest of any of three potential outcomes in the consumer’s bankruptcy case: (i) the case
is dismissed, (ii) the case is closed, or (iii) the consumer receives a discharge under 11
U.S.C. §§ 727, 1141, 1228, or 1328. However, this requirement to resume sending
periodic statements does not require a servicer to communicate with a consumer in a
manner that would be inconsistent with applicable bankruptcy law or a court order in a
bankruptcy case. To the extent permitted by such law or court order, a servicer may
adapt the requirements of § 1026.41 in any manner believed necessary. The periodic
statement is not required for any portion of the mortgage debt that is discharged under
applicable provisions of the U.S. Bankruptcy Code. If the consumer’s bankruptcy case is
revived—for example if the court reinstates a previously dismissed case, reopens the
case, or revokes a discharge—the servicer is again exempt from the requirement in §
1026.41. Comment 41(e)(5)-3 clarifies that the exemption applies when any consumer
who is among the joint obligors with primary liability on the transaction is a debtor in
bankruptcy.
For the reasons discussed, the Bureau is providing this exemption at this time,
particularly because of the complex compliance concerns and the impending effective
date of the 2013 TILA Servicing Final Rule. The Bureau will continue to examine this
issue and may reinstate a periodic statement requirement with respect to consumers in
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bankruptcy, but it will not reinstate any such requirement without notice and comment
rulemaking and an appropriate implementation period. The Bureau solicits comment on
the scope of the exemption, the triggers for meeting the exemption and having to resume
sending periodic statements, and how the content of the periodic statement might be
tailored to meet the particular needs of consumers in bankruptcy. The Bureau also seeks
comment on other factors it should take into consideration in determining whether to
reinstate any type of periodic statement requirement with respect to consumers in
bankruptcy.
Legal Authority. The Bureau uses its authority under TILA sections 105(a) and
(f) and Dodd-Frank Act section 1405(b) to exempt servicers from the requirement in
TILA section 128(f) to provide periodic statements for a mortgage loan while the
consumer is a debtor in bankruptcy and to adopt related official Bureau interpretations in
Supplement I to Part 1026. For the reasons discussed above, the Bureau believes this
exemption is necessary and proper under TILA section 105(a) to facilitate compliance.
In addition, consistent with TILA section 105(f) and in light of the factors in that
provision, the Bureau believes that imposing the periodic statement requirement for
consumers in bankruptcy may not currently provide a meaningful benefit to those
consumers in the form of useful information. Consistent with Dodd-Frank Act section
1405(b), the Bureau also believes that the modification of the requirements in TILA
section 128(f) to provide this exemption is in the interest of consumers and in the public
interest.
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Hypothetical One
Diana Debtor opened four investment retirement accounts (“IRAs”) at brokerage
houses Alpha Investco, Bravo Retirement Corp., Charlie Wealth Management, and
Delta Mutual. Over the period of five years, Diana put $100,000 in each of the four
IRAs. When the IRA's were opened, Diana was instructed to complete a “Customer
Relationship Agreement,” whereby she granted a lien in her funded accounts
(including the IRAs), to cover trading losses which could occur with her other
accounts. Debbie signed the respective Agreements, and started saving for her
future.
At all brokerage houses other than Alpha Investco – Bravo Retirement, Charlie
Wealth Management, and Delta Mutual – Diana also opened margin-trading
accounts, losses on which could initially be covered by the broker itself. Diana had
the opportunity also to open such a margin-trading account at Alpha Investco, but
opted not to.
In the Bravo Retirement margin-trading account, Diana actively traded and suffered
losses, and the brokerage filed a U.C.C. lien on her IRA account. In the Charlie
Wealth management margin-trading account, Diana actively traded, and won on all
her trades. No lien arose or was filed on her IRA account. Finally, at Delta Mutual,
Diana opened the margin-trading account, but never made a trade.
Diana ran into financial difficulty due to an unexpected flood which destroyed her
home. When Diana filed Chapter 7 bankruptcy, she claimed exemptions as to each
of the four IRA accounts. The Trustee objected, stating that in each case, by signing
the Customer Relationship Agreement and perhaps additional actions, Diana had
engaged in the “lending of money or other extension of credit between a
[retirement] plan and a disqualified person” as prohibited by 26 U.S.C. §
4975(c)(1)(B).
Question: Is the Trustee correct as to all, some, or none of the IRAs?
Synopsis of Law Relevant
11 U.S.C. § 522 – Exemptions
§ 522(b)(3)(C): An individual may exempt retirement funds from property of the
estate to the extent that those funds are in a fund or account that is exempt from
taxation under Internal Revenue Code § 408 (dealing with IRAs).
26 U.S.C. § 4975(c)(1)(B) – Tax on Prohibited Transactions
The direct or indirect lending of money or other extension of credit between an IRA
and its owner is a prohibited transaction on which tax is imposed.
In re Willis, 2010 WL 1408343 (S.D. Fla. April 6, 2010).
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IRA funds were not exempt property where debtor engaged in prohibited
transactions by borrowing from the IRA, causing IRA funds to lose their tax-exempt
status.
IRS Announcement 2011-81, 2011-52 I.R.B. 1052
IRS will determine the tax consequences relating to an IRA without taking into
account the consequences that might otherwise result from a prohibited transaction
under Internal Revenue Code § 4975 resulting from an IRA owner’s entering into
any agreement to extend credit or provide a security interest in the IRA, provided
that there has been no execution or other enforcement pursuant to the agreement
against the assets of the IRA.
In re Daley, 717 F.3d 506 (6th Cir. 2013).
IRA funds did not lose their exempt status where the account owner signed an
agreement pledging his IRA as security for any future debts to the broker but the
owner never borrowed from the IRA and the broker never extended credit to the
owner based on the existence of the IRA.
Janpol v. Commissioner, 101 T.C. 518 (1993).
Profit-sharing plan lost its tax-exempt status where plan participants guaranteed
loans on behalf of the plan trust even though guarantees were conditioned on
default by the trust and no such default occurred. The guarantee was held to be, in
effect, a contract to make a loan to the trust that was prohibited whether or not the
condition for liability had arisen.
Key Questions
At what point does the operation of a Customer Relationship Agreement amount to
an extension of credit by a broker to Diana resulting in a prohibited transaction?
Upon execution of the agreement?
Once Diana opens a margin-trading account?
Once Diana makes a trade in a margin-trading account?
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Hypothetical Two
Five siblings, Justin, Jodi, Jim, Jack, and Jill, work together in a jewelry store. Justin is
54, Jodi is 58, Jim is 60, Jack is 64, and Jill is 71 and they each have $500,000 IRAs.
One day the jewelry store they own is robbed, and the siblings are left with no
inventory, but owing substantial amounts of money to the consignors who provided
them with gemstones. The siblings each file Chapter 13 bankruptcy.
At the time of their petitions, Jim and Jill are actively receiving and plan to continue
receiving distributions out of their IRAs for the foreseeable future; Jodi is not
receiving distributions, but will do so when she turns 59 and 1/2 in 18 months. Jack
has decided for the next five years not to receive distributions, although he would be
entitled to receive them. Justin likewise is not receiving distributions. None of them
attributes the IRA principal or monthly distributions (as applicable) as income for
purposes of projected disposable income (PDI).
Questions:
1) Should IRA distributions count as income for PDI?
2) What if the IRA is claimed as exempt with no objection?
3) Should the IRA be included in liquidation analysis?
4) Is there a good faith challenge for any debtors allowed to exclude income from
PDI?
Synopsis of Law Relevant
11 U.S.C. § 1306 – Property of the Estate
§ 1306(a): Property of the estate includes, in addition to the property specified
in section 541 of this title-(1): all property of the kind specified in such section that the debtor acquires
after the commencement of the case but before the case is closed, dismissed, or
converted to a case under Chap 7, 11 or 12 of this title, whichever occurs first;
and
(2): earnings from services performed by the debtor after the commencement of
the case but before the case is closed, dismissed, or converted…
11 U.S.C. § 101(10A) – Current Monthly Income
(A) means the average monthly income for all sources . . . .
(B) but excludes benefits received under the Social Security Act, payments to
victims of war crimes . . .
Hamilton v. Lanning, 130 S. Ct. 2464 (2010)
When a bankruptcy court calculates a debtor's projected disposable income, the
court may account for changes in the debtor's income or expenses that are known or
virtually certain at the time of confirmation.
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Baud v. Carroll, 634 F.3d 327 (6th Cir. 2011)
it is appropriate to calculate a debtor's projected disposable income using the
inclusions and exclusions from disposable income set forth in the Code and the
deductions permitted by the Code, supplemented as of the date of confirmation and
adjusted to take into account changes during the applicable commitment period that
are known or virtually certain at the time of confirmation.
In re Zahn, 391 B.R. 840 (B.A.P. 8th Cir. 2008)
Bankruptcy courts that have considered whether IRA distributions should be
included in current monthly income have found that distributions from IRAs should
be excluded because the money deposited into an IRA is received for use prior to the
distribution from the IRA.
Rousey v. Jacoway, 125 S. Ct. 1561 (2005)
IRA exempt under 522(d)(10)(E) to extent necessary for the support of the debtor
and any dependents of the debtor.
In re LeClair, 461 B.R. 86 (Bankr. Mass. 2011)
Contributions made in accordance with the terms … as described in IRC Section
408(k), and a contribution in cash may not exceed the amount permitted under IRC
Sections 219(b) and 408(b).
Key Questions
• What distributions are being received now or will be received in the near
future?
• Even if exempt, are IRA distributions excluded from the definition of income?
• Does the debtor have an independent duty to contribute all available funds to
their plan?
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Hypothetical Three
One day, three potential debtors come to bankruptcy attorney Randy Righteous,
wanting to file bankruptcy soon: Henry Hog, Priscilla Pig, and Bart Boar. Each has
$1 million in debt, $200,000 in assets, largely in cash, and each is presently being
sued and garnished by creditors. Randy fills out a preliminary bankruptcy schedule
for each debtor, and makes all the possible exemption claims.
At the end of each consultation, Randy discloses to each Debtor that they are eligible
to file Chapter 7, but will each have $100,000 in nonexempt assets they will have to
turn over to the Trustee, unless they themselves decide to engage in “prebankruptcy
planning.”
Henry goes out and converts $80,000 to an IRA, leaving $20,000 to turn over to the
Trustee. Henry has a heart condition and wants to retire soon, but has insufficient
savings to achieve this goal. Henry fully discloses his pre-bankruptcy planning to
the Chapter 7 Trustee.
Priscilla converted $25,000 to an IRA, leaving $75,000 to turn over to the Trustee.
Priscilla already has more than $1.5 million in retirement savings, and she just
turned 50 years old. Priscilla fully discloses her pre-bankruptcy planning to the
Chapter 7 Trustee.
Finally, Bart converted $45,000 to an IRA, leaving $55,000 to turn over to the
Trustee. As opposed to listing the IRA on his Schedule B, Bart only mentions the
$45,000 for the first time at his 341 meeting. At that time, however, he says that he
does not remember what he did with the money or whether it is in the form of an
IRA, although he promises to follow up with Trustee. Bart promptly amends his
Schedules to disclose the IRA and claim the exemption.
Question: If the Trustee objects to each Debtor’s IRA exemption, how will the
Bankruptcy Court rule?
Synopsis of Law Relevant
In re Beaudin, 2010 WL 3748735 (Bankr. D. Colo 2010)
It is very difficult for practitioners to know under the tests articulated when to
challenge an exemption on this ground and when to advise a client to take
advantage or pre-bankruptcy planning.
In re Warren, 512 F.3d 1241 (10th Cir. 2008)
Courts are reluctant to recognize a conversion of nonexempt assets as fraudulent,
without additional evidence, although it may suffice.
Norwest Bank Nebraska, N.A. v. Tveten, 848 F.2d 871 (8th Cir. 1988); Hanson v.
First Nat’l Bank, 848 F.2d 866 (8th Cir. 1988)

6
224

Physician converting $700,000 nonexempt assets is evidence of fraudulent intent;
Farmers converting $31,000 nonexempt assets is not evidence of fraudulent intent.
In re Sholdan, 217 F.3d 1006 (8th Cir. 2000); In re Beverly, 374 B.R. 221 (B.A.P. 9th
Cir. 2007). Trustee may act to recapture assets transferred as § 548(a) fraudulent
conveyance and the debtor may risk loss of discharge pursuant to § 727(a)(2).
Miguel v. Walsh, 447 F.2d 724 (C.D. Cal. 1971).
Trustee may use § 544 strong-arm power to avoid transfers pursuant to state law.
Law v. Siegel, 134 S. Ct. 1188 (2014)
Courts may not surcharge exemptions as federal law provides no authority for
bankruptcy courts to deny an exemption on a ground not specified by the Code.
Key Questions
• What conduct of the debtor constitutes extrinsic evidence of fraud?
• Some factors determining fraud:
-- Disclosure; Acted under ongoing or threat of lawsuit; Converting all available
assets; Acted secretly to convert assets; Removed or concealed assets; Was
insolvent at time of conversion; Converted shortly before or after borrowing
funds for that purpose; Retained control of exempted property
-- Other possible badges… proportion of assets, debtor’s intent to use asset,
misrepresentation, whether any nonexempt assets remain, whether asset
was long-term holding suddenly converted, debtor’s actions deviated from
historical conduct, debtor received legal advice prior to conversion,
proximity of time.
• How did each debtor source assets converted to IRA?
-- What if withdrawn from an IRA and used for personal expenses prior to
redeposit into a rollover IRA?

7
225

Hypothetical Four
Copper Pipes International (“CPI”) is a manufacturer that administers an ERISAqualified retirement plan for its employees. Facing financial duress, CPI’s executives
improperly failed to deposit with the IRS the tax withholdings of CPI’s employees.
CPI used the cash it failed to deposit to make its matching contributions to the
ERISA-qualified plan. CPI later filed Chapter 7 bankruptcy and a Trustee was
appointed. Post-petition, the IRS asserts a lien against the ERISA-qualified plan for
the funds which should have been withheld to pay employee taxes.
Questions:
1. Does the automatic stay protect the plan from the IRS lien?
2. If there is a cause of action for the prepetition excess ERISA-qualified plan
payments being fraudulent conveyances, may the Chapter 7 Trustee
pursue the cause of action or does ERISA preclude it?
3. If the Chapter 7 Trustee assumes administration of the ERISA-qualified
plan under 11 U.S.C. § 704(a)(11), does the Bankruptcy Court have
jurisdiction over the Trustee’s claim to compensation from plan assets?
Synopsis of Law Relevant
11 U.S.C. § 541 – Property of the Estate
§ 541(c)(1)(A): Except as provided in paragraph (2) of this subsection, an interest of
the debtor in property becomes property of the estate . . . notwithstanding any
provision in an agreement, transfer instrument, or applicable nonbankruptcy law
that restricts or conditions transfer of such interest by the debtor.
§ 541(c)(2): A restriction on the transfer of a beneficial interest of the debtor in a
trust that is enforceable under applicable nonbankruptcy law is enforceable in a
case under Title 11.
Patterson v. Shumate, 504 U.S. 753 (1992)
The anti-alienation provision contained in an ERISA-qualified pension plan
constitutes a restriction on transfer enforceable under applicable nonbankruptcy
law such that a debtor’s interest in such plan may be excluded from the property of
the bankruptcy estate.
Gross v. Commissioner, 556 F. App’x 631 (9th Cir. 2014)
Liens on prepetition assets that are not included in the bankruptcy estate are not
affected by the bankruptcy proceeding. Therefore, a debtor’s Chapter 7 bankruptcy
did not affect the IRS’s lien on the debtor’s ERISA plan which was not part of the
bankruptcy estate and the IRS may levy the ERISA plan.
Matter of Baker, 114 F.3d 636 (7th Cir. 1997)
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Anti-alienation provision applies to shield debtor’s interest in plan assets from
inclusion in his bankruptcy estate even where debtor made improper loans of plan
funds.
In re Harris, 188 B.R. 444 (Bankr. M.D. Fla. 1995)
Debtor’s interest in profit-sharing plan was not excluded from his estate where he
failed to manage plan assets in compliance with ERISA and the Internal Revenue
Code.
In re Vaughan Co., Realtors, 493 B.R. 597 (Bankr. D.N.M. 2013)
ERISA § 502, which limits who may bring a civil action against an ERISA-qualified
plan, does not apply to prevent a Trustee from pursuing a fraudulent conveyance
claim where such claim is brought under the Bankruptcy Code and the Uniform
Fraudulent Transfer Act rather than ERISA.
U.S. Dept. of Labor v. Kirschenbaum, 508 B.R. 257 (E.D.N.Y. 2014)
The Bankruptcy Court lacks core jurisdiction over a Trustee’s obligations as
administrator of an employee benefit plan which are created by ERISA and exist
outside of the bankruptcy.
The Bankruptcy Court lacks non-core jurisdiction to order that the fees and
expenses of a plan administrator and his professionals be paid out of plan assets
where the administrator is already authorized to compensate himself and other
professionals out of the plan assets under both ERISA and documents governing the
plan and paying expenses out of plan assets would have no conceivable effect on the
bankruptcy estate.
Key Questions
• Is the plan part of the bankruptcy estate?
• Does the failure to administer a plan in compliance with ERISA and the
Internal Revenue Code cause plan assets to become property of the
bankruptcy estate?
• Under what authority is a claim being brought against the plan?
• Does the authorization of the Trustee to conduct the activities for which a
claim is being brought arise out of the Bankruptcy Code?
• Do the Trustee’s activities affect the bankruptcy estate?
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What About My Retirement?
Tara Twomey
National Consumer Bankruptcy Rights Center
www.ncbrc.org
July 2014

Retirement savings for most Americans are woefully inadequate, but does a fresh start
include the ability to keep retirement savings and make retirement contributions? Is
social security really off the table for unsecured creditors? In most cases, the answer to
these questions is ‘yes.’ After the 2005 amendments to the Bankruptcy Code, debtors
will be able to exclude retirement benefits from the estate or exempt them. Social security
benefits are unavailable to secured creditors. Distributions from retirement accounts are
generally not considered projected disposable income in chapter 13, but payments from
defined benefit plans may be treated differently. The one area showing deep splits among
the courts is the debtor’s ability to make voluntary retirement contributions during
chapter 13.
Retirement Savings Crisis
I. Americans are living longer
Americans who reached age 65 in 2011 are projected to live, on average, another
21 years to age 86
II. Americans are not saving enough for retirement
A. Three Strategies for Retirement Savings
1. Save during retirement years
a. Shift from pensions (defined benefit plans) to defined
contributions plans
b. 2012 study of 2.2 million employees at large companies showed
only 15% were positioned to meet their needs if they retirement
at 65. Aon Hewitt, The Real Deal: 2012 Retirement Income
Adequacy at Large Companies
c. Results for U.S. population would be worse
d. Study estimates workers need 11x their annual income at 65 to
retire with an 85% replacement
e. Average savings represented only 5.3x
f. Research by the Employment Benefit Research Institute shows
that 66% of workers surveyed had less than $50,000 saved for
retirement (excludes equity in primary residence or defined
benefit plans)
2. Spend less in retirement
a. Household 50+ carried an average credit card balance of $8,278
in 2012—more than household under 50 ($6,258) (DEMOS)
b. Average total debt held by seniors increased 83% between 2001
and 2010 to $5,000 (EBRI).
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b. Inflation over the last five years for food and medical care is
outpacing inflation across the board. This may have a
disproportionate impact on seniors.
3. Delay the age of retirement
Retirement Savings in Bankruptcy
I. The Gold Standard – Subject to ERISA
A. Purpose behind the Employment Retirement Income Security Act (ERISA) is to
make certain that if a worker has been promised a defined pension benefit upon
retirement—and if he has fulfilled whatever conditions are required to obtain a
vested benefit—he actually will receive it. Patterson v. Shumate, 504 U.S. 753,
765 (1992)
B. 11 U.S.C. § 541(a). Estate created upon filing of the petition. Property of the
estate is broadly construed and includes all legal or equitable interests in property
whether tangible or intangible, real or personal. Some property specifically
excluded from the estate.
1. Section 541(c)(2) excludes property that is subject to a “restriction on the
transfer of a beneficial interest of the debtor in a trust that is enforceable
under applicable nonbankruptcy law.”
2. In Patterson v. Shumate, 504 U.S. 753 (1992), the Supreme Court held that
the anti-alienation provision in “ERISA-qualified” pension plans was a
restriction on transfer enforceable under “applicable non-bankruptcy law.”
3. In practice
a. Debtor should still disclose asset on schedule. See Daniels v. Agin, 736
F.3d 70 (holding debtor must disclose assets even if he believes they
are unavailable to the estate).
b. Automatic stay may not be applicable to funds in plans subject to
ERISA. Section 362(b)(2)(B) provides that the filing of a petition
does not operate as a stay “of the collection of a domestic support
obligation from property that is not property of the estate.” See In re
Bowen, 2010 WL 1855871 (Bankr. E.D.N.C. May 7, 2010) (automatic
stay did not bar ex-wife from enforcing qualified domestic relations
order).
C. Is the plan “subject to ERISA”?
1. Employee benefit plan established by an employer engaged in interstate
commerce (with limited exceptions)
2. “Each pension plan shall provide that benefits provided under the plan
may not be assigned or alienated…” 29 U.S.C. § 1056(d)(1).
D. Must the ERISA trust be entitled to favorable tax treatment under IRC § 401?
See In re Sewell, 180 F.3d 707 (5th Cir. 1999) (ERISA plan not required to be
tax qualified); Matter of Baker, 114 F.3d 636 (7th Cir. 1997); In re Handel,
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301 B.R. 421 (Bankr. S.D.N.Y. 2003) (if plan’s restriction on alienation is
enforceable under ERISA, it need not be tax-qualified to be excluded from
estate under 541(c)(2)).
E. Was plan operated in violation of ERISA? Courts have split on whether there
is an equitable exception to ERISA’s anti-alienation provision. Compare
Matter of Baker, 114 F.3d 636 (7th Cir. 1997) (plan remained subject to
ERISA despite debtor’s violations of ERISA fiduciary duties in his capacity
as plan trustee) and In re Handel, 301 B.R. 421 (Bankr. S.D.N.Y. 2003) with
In re Harris, 188 B.R. 444 (Bankr. M.D. Fla. 1995) and In re Lane, 149 B.R.
760, 765-66 (Bankr. E.D.N.Y. 1993). See also In re Guidry, 493 U.S. 365
(1990) (refusing to impose equitable limitation on ERISA anti-alienation
provision).
F. Tricky areas
1. Qualified Domestic Relation Orders (QDROs) – An alternate payee under
a QDRO is considered an ERISA plan beneficiary. See 29 U.S.C. §
1056(d)(3)(J); Nelson v. Ramette, 322 F.3d 541 (8th Cir. 2003). But
BEWARE of property interests that arise after the filing of a
complaint/petition for divorce, but before a divorce decree or QDRO is
issued. Compare Ostrader v. Lalchandani, 279 B.R. 880 (B.A.P. 1st Cir.
2002) (interest in ERISA plan not property of the estate where bankruptcy
filed after divorce decree but before QDRO entered), In re West, 507 B.R.
252 (Bankr. N.D. Ill. 2014) (defective QDRO did not deprive debtor of
ability to exempt interest in ex-spouse’s pension plan), and In re Remia,
503 B.R. 6 (Bankr. D. Mass. 2013) (divroce judgment gave debtor interest
in funds that could be exempted even in absence of QDRO) with In re
Burgeson, 504 B.R. 800 (Bankr. W.D. Pa. 2014) (in the absence of
QDRO, debtor was not a beneficiary of ex-spouse’s pension plan, but had
only an equitable claim under state law and that claim was property of the
estate).
2. Employee/owners – Yates v. Hendon, 541 U.S. 1 (2004) (sole shareholder
and president of professional corporation could qualify as “participant” in
ERISA pension plan sponsored by corporation as long as plan covered one
or more employees other than himself and his wife). See 29 C.F.R. §
2510.3-3(c)(1) (corporation’s sole owner is not an “employee” for
purposes of ERISA).
3. Stock option plans – In re Segovia, 404 B.R. 896 (Bankr. N.D. Cal. 2009)
(Long Term Inventive Compensation Plan including stock options not
subject to ERISA); Maguire v. Medtronic, Inc., 2010 WL 744561 (Bankr.
W.D. Pa. Feb. 26, 2010) (employer stock option plan that vested
immediately not subject to ERISA)
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II. Plans not subject to ERISA
A. Excluded from the estate? Does it meet the 541(c)(2) test? Is there a trust
subject to a “restriction on the transfer of a beneficial interest of the debtor
in a trust that is enforceable under applicable nonbankruptcy law”? See In
re Laher, 496 F.3d 279 (3d. Cir. 2007) (403(b) deferred annuity plan
constituted trust under state law and restricted beneficiary’s ability to
transfer interest in account); Rhiel v. OhioHealth Corp. (In re Hunter), 380
B.R. 753 (Bankr. S.D. Ohio 2008) (same).
B. Are the retirement funds exempt? The purpose of exemption law is to
allow debtors to keep those items of property deemed essential to daily
life. In the bankruptcy context, exemptions serve the overriding purpose of
helping the debtor to obtain a fresh start by maintaining essential property
necessary to build a new life. See H.R. Rep. No. 95-595, at 117 (1977),
reprinted in 1978 U.S.C.C.A.N. 5963, 6078 (purpose of this scheme is to
provide “adequate exemptions and other protections to ensure that
bankruptcy will provide a fresh start.”); Rousey v. Jacoway, 544 U.S. 320,
322, 325 (2005). Section 522 of the Bankruptcy Code permits debtors to
exempt certain property from the bankruptcy estate pursuant to the federal
exemptions, listed in 11 U.S.C. § 522(d), or the applicable state
exemptions.
1. 2005 Amendments - retirement fund exemptions
a. Most retirement accounts will be exempt under the 2005
amendments to the Code. Amendments codified and extended
Rousey v. Jacoway, 125 S. Ct. 1561 (2005) (exempting IRA
under section 522(d)(10)(E) to the extent necessary for the
support of the debtor and any dependents of the debtor).
b. Section 522(b)(3)(C) applicable in opt-out states; section
522(d)(12) available under federal exemption scheme:
“retirement funds to the extent that those funds are in a fund or
account that is exempt from taxation under section 401, 403,
408, 408A, 414, 457 or 501(a) of the Internal Revenue Code of
1986.”
i. Is the fund or account exempt from taxation?
• In re Miller, 500 B.R. 578 (B.A.P. 8th Cir. 2013)
(individual retirement annuity funded by a direct
rollover from another tax-qualified IRA was tax-exempt
under IRC § 408(b) and therefore exemptible in
bankruptcy under 522(b)(3)(C)).
ii. Whether operation of plan or account renders it
unqualified?
An IRA loses its tax-exempt status if the owner
"engages in any transaction prohibited by section 4975"
of the tax code. I.R.C. § 408(e)(2)(A).
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• Daley v. Mostoller (In re Daley), 717 F.3d 506 (6th
Cir. 2013) (agreement granting lien on all accounts,
including IRA, did not cause IRA to lose tax exempt
status); see also IRS Announcement 2011-81, 2011-52
I.R.B. 1052 (mere existence of a "cross-collateralization
agreement," as the IRS calls it, does not by itself
disqualify an IRA from exempt status).
• In re Plunk, 481 F.3d 302 (5th Cir. 2007) (court could
consider disqualifying event—payment of personal bills
from plan assets—occurring after IRS last
determination)
• In re Willis, 2010 WL 1408343 (S.D. Fla. April 6,
2010), aff’d 424 Fed. Appx. 880 (11th Cir. April 21,
2011) (IRA funds not exempt because debtor engaged in
prohibited transactions causing assets to lose tax-exempt
status).
iii. Are inherited IRAs exempt?
• Rameker v. Clark, 134 S. Ct. 2242 (2014).
c. Section 522(b)(4)
i. Subsection (a): presumption in favor of exemption if
fund has a favorable determination from the IRS.
• IRS letter going to form, not operation, of plan does
not create presumption. In re Bauman, 2014 WL 816407
(Bankr. N.D. Ill. Mar. 4, 2014).
ii. Subsection (b): if no favor determination debtor must
show: no adverse determination, retirement fund is in
substantial compliance with IRC requirements OR not in
compliance but debtor not materially responsible for
non-compliance
iii. Direct transfers and distributions
d. Caps on exemptions
1. For most retirement funds there is no exemption limit
2. Traditional IRAs and Roth IRA’s exemptions are limited to
$1,245,475 as of April 1, 2013. (This amount is subject to
adjustment every 3 years.). 11 U.S.C. § 522(n).
2. Other exemptions?
a. Section 522(d)(10)(E) and Rousey
i. Old exemption remains in the Code
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ii. Still applicable to plans providing payments based on a
statutory trigger other than retirement (illness, disability,
death or length of service)
3. Retirement plans that are neither tax-qualified nor
subject to ERISA.
b. State exemptions
i. Tex. Prop. Code Ann. § 42.0021(a)
ii. Mich. Com. L. Ann. § 600.5451(j), (k), (l).
iii. Illinois, 735 ICLS 5/12-1006
iv. Minn. Ann. Stat. § 550.37, subd. 24.
C. Fraudulent Transfer?
In re Thomas, 2012 WL 2792348 (Bankr. D. Idaho 2012)
(conversion of non-exempt insurance policy to exempt IRA
not fraudulent)
In re Beaudin, 2010 WL 3748735 (Bankr. D. Colo. Sept. 21,
2010) (IRA opened on the eve of bankruptcy with funds
from non-exempt tax refund not made with actual intent to
defraud creditors)
Retirement Contributions in Bankruptcy
A. Statutory Provision
Section 541(b)(7): Property of the estate does not include:
(7) any amount—
(A) withheld by an employer from the wages of employees for payment as
contributions—
(i) to—
(I) an employee benefit plan that is subject to title I of the
Employee Retirement Income Security Act of 1974 or
under an employee benefit plan which is a governmental
plan under section 414(d) of the Internal Revenue Code
of 1986;
(II) a deferred compensation plan under section 457 of the
Internal Revenue Code of 1986; or
(III) a tax-deferred annuity under section 403(b) of the
Internal Revenue Code of 1986;
except that such amount under this subparagraph shall not constitute
disposable income as defined in section 1325 (b)(2); or
(ii) to a health insurance plan regulated by State law whether or not
subject to such title; or
(B) received by an employer from employees for payment as
contributions—
(i) to—
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(I) an employee benefit plan that is subject to title I of the
Employee Retirement Income Security Act of 1974 or
under an employee benefit plan which is a governmental
plan under section 414(d) of the Internal Revenue Code
of 1986;
(II) a deferred compensation plan under section 457 of the
Internal Revenue Code of 1986; or
(III) a tax-deferred annuity under section 403(b) of the
Internal Revenue Code of 1986;
except that such amount under this subparagraph shall not
constitute disposable income, as defined in section 1325
(b)(2); or
(ii) to a health insurance plan regulated by State law whether or not
subject to such title;
B. Three Views
1. Chapter 13 debtors not allowed to make voluntary post-petition retirement
contributions in any amount. In re Seafort, 669 F.3d 662 (6th Cir. 2012); In re
Parks, 475 B.R. 703 (B.A.P. 9th Cir. 2012).
2. Chapter 13 debtor permitted to make contributions in any amount so long as
not exceeding limits established by plan; 541(b)(7) unequivocally removes
voluntary retirement contributions from the projected disposable income
calculation. In re Hall, 2013 WL 6234613 (Bankr. N.D. Ill. Oct. 22, 2013); In
re Drapeau, 485 B.R. 29 (Bankr. D. Mass. 2013).
3. Permits “continued” contributions to retirement accounts. In re Seafort, 437
B.R. 204 (B.A.P. 6th Cir. 2010), aff’d on other grounds, 669 F.3d 662 (6th Cir.
2012); In re Jensen, 496 B.R. 615 (Bankr. D. Utah 2013).
Retirement Loan Repayment as Projected Disposable Income
A. Statutory Provision - 1322(f) – any amounts required to repay loan from retirement
fund account does not constitute disposable income.
B. Deduct amount in full or prorate over the plan? Compare In re Haley, 354 B.R 340
(Bankr. D.N.H. 2006) (deduction allowed in ful) and In re Wiggs, 2006 WL 2246432
(Bankr. N.D. Ill. 2006) (same) with In re Kofford, 2012 WL 6042861 (Bankr. D.Utah
Dec. 4, 2012)(requiring debtor to prorate loan payments over the plan, but also
misconstruing In re Lasowski, 575 F.3d 815 (8th Cir. 2009), which required a step up
plan, not proration).
Retirement Account Distributions as Projected Disposable Income
A. Statutory Provision – 11 U.S.C § 101(10A)
The term “current monthly income”—
(A) means the average monthly income from all sources that the debtor receives (or in a
joint case the debtor and the debtor’s spouse receive) without regard to whether such

16
234

income is taxable income, derived during the 6-month period ending on—
(i) the last day of the calendar month immediately preceding the date of the
commencement of the case if the debtor files the schedule of current income required by
section 521 (a)(1)(B)(ii); …
B. Retirement Distributions are generally not PDI
- Conversion of pre-petition assets from one form to another, even to cash, does not
produce income.
• In re Zahn, 391 B.R. 840, 845 (B.A.P. 8th 2008) (IRA distributions taken
by non-debtor spouse not treated as disposable income and treated similarly
to withdrawals from savings accounts).
• See also Simon v. Zittel, 2008 WL 750346 (Bankr. S.D. Ill. Mar. 19, 2008)
(holding that 401K distributions taken within the six months prior to filing
Chapter 13 did not constitute “income from all sources” within the meaning
of the § 101(10A)); In re Breeding, 366 B.R. 21, 25 (Bankr. E.D. Ark. 2007)
(liquidation of two certificates of deposits did not produce income); but see
In re DeThample, 390 B.R. 716, 726 (Bankr. D. Kan. 2008) (holding that a
pre-petition distribution from a debtor’s 401(k) is included in a CMI, but
may be disregarded when determining debtor’s projected disposable
income).
- Pension plan distributions (even those with contributory elements) may be treated
differently
• In re Coverstone, 461 B.R. 629, 634 (Bankr. D. Idaho 2011) (voluntary
contributions were but one factor of a “complex algorithm” and that the
majority of the contributory pension income he was receiving at present
was, ultimately, provided by his employer, and therefore, considered
disposable income).
Social Security Benefits
A. Background
1. 58 million American received approx. $816b in Social Security benefits in 2013;
average retirement benefits - $1269; approximately 35% of Americans over 65
rely completely on Social Security.
2. Are Social Security benefits property of the estate? 42 U.S.C. § 407 – “None of
the moneys paid…under this subchapter shall be subject to…the operation of
any bankruptcy or insolvency law.” Are social security benefits property of the
estate? In re Carpenter, 614 F.3d 930 (8th Cir. 2010) (holding anti-assignment
provision in Social Security Act barred the inclusion of past and future social
security benefits in the bankruptcy estate).
B. Social Security Not Projected Disposable Income
1. Disposable income test: Trustee or holder of an allowed unsecured claim may
object to confirmation if the debtor does not propose to pay to unsecured creditors
all of his or her projected disposable income to be received during the applicable
commitment period. 11 U.S.C. § 1325(b). Section 1325(b)(2) defines disposable
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income as “current monthly income received by the debtor . . . less amounts
reasonably necessary to be expended.” In turn, “current monthly income” is
defined as “the average monthly income from all sources that the debtor receives .
. . derived during the 6-month period” prior to filing the bankruptcy petition. 11
U.S.C. § 101(10A)(A)(i).
2. Baud v. Carroll, 634 F.3d 327 (6th Cir. 2011). Chapter 13 trustee acknowledged
that social security is not included in disposable income under section
101(10A)(B), but nevertheless argued that it should be included in the calculation
of “projected disposable income” under section 1325(b) because it was a known
change in the debtor’s income. The Sixth Circuit disagreed finding that the
trustee’s interpretation would essentially read the social security exclusion out of
the Code. The court also dispensed with the trustee’s attempt to align the case
with Hamilton v. Lanning, 130 S. Ct. 2464 (2010), stating that the definition of
disposable income could not be ignored simply because there is a disparity
between the amount calculated using that definition and the debtor’s monthly net
income as shown on Schedule J.
3. Mort Ranta v. Gorman, 721 F.3d 241 (4th Cir. 2013); Beaulieu v. Ragos, 700 F.3d
220 (5th Cir. 2012) (stating that it makes little sense to circumvent the social
security exclusion by allowing such benefits to be considered projected disposable
income); Cranmer v. Anderson, 463 B.R. 548 (10th Cir. 2011) (rejected the
chapter 13 trustee’s attempts to characterize the receipt of social security benefits
as one of those “unusual” circumstances that justified departure from the statutory
formula).
C. A Question of Bad Faith
1. Good faith test requires that “the plan [be] proposed in good faith and not by any
means forbidden by law.” 11 U.S.C. § 1325(a)(3). The good faith standard
provides a check on actions that abuse the bankruptcy system.
2. Courts have generally rejected attempts to reframe disposable income objections
as good faith objections.
3. Welsh v. Drummond, 711 F.3d 1120 (9th Cir. 2013). The trustee argued that the
debtor’s failure to contribute social security income to increase plan payments
was an indicia of “egregious” behavior sufficient to find bad faith. The court
disagreed and found that reconsidering debtors’ contribution of social security
income to their plan payments would render the ability to pay test in section
1325(b) meaningless. The court also found that section 101(10A) and 42 U.S.C.
§ 407 were each more specific than section 1325(a)(3) with respect to social
security. Citing cannons of statutory construction that disfavor statutory
interpretations that render other statutory language superfluous and that require
specific statute to control over general statutes addressing the same subject, the
court held that failure to contribute social security benefits to plan payments did
not by itself constitute bad faith.
4. In re Thompson, 493 B.R. 140 (B.A.P. 8th 2010) (exclusion of social security
income from plan payments, standing alone, could not prevent debtors from
establishing good faith); Mort Ranta v. Gorman, 721 F.3d 241, 253 n.15 (4th Cir.
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2013); In re Melander, 506 B.R. 855 (Bankr. D. Minn. 2014) (chapter 13 debtors
control the amount of social security benefits that are contributed to plan).
D. Feasibility
1. Section 1325(a)(6) requires that the “debtor will be able to make all payments
under the plan and to comply with the plan.” If the plan does not meet this
standard, often called the feasibility test, confirmation may be denied. Under this
test, the budget figures must show sufficient income or other financial resources
to enable the debtor to make the payment proposed. A plan is considered feasible
if the debtor’s net monthly income, as reflected on Schedule J, is equal to or
greater than the debtor’s proposed plan payment.
2. Mort Ranta v. Gorman, 721 F.3d 241 (4th Cir. 2013). Trustee argued that if social
security was not considered projected disposable income then it could not be used
in determining the feasibility of the plan. The court found that nothing in the
Code supports the bankruptcy court’s holding that if social security income is not
part of disposable income, it cannot be used to support feasibility. To the contrary,
the court cited a string of cases, legislative history, and treatises in support of its
finding that social security income has historically been used to support
feasibility. “We therefore hold, in agreement with the Sixth Circuit, that ‘a debtor
with zero or negative projected disposable income may propose a confirmable
plan by making available income that falls outside of the definition of disposable
income—such as . . . benefits under the Social Security Act—to make payments
under the plan.’” (citing Baud, 634 F.3d at 352 n.19).
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Spoliation and Sanctions
Quintus Corp. v. Avaya, Inc. (In re Quintus Corp.), 353 B.R. 77 (Bankr. D. Del. 2006).
Plaintiff was a chapter 11 trustee who filed an adversary proceeding against a defendant that
acquired substantially all of the assets of the debtor. The adversary proceeding concerned the
defendant’s failure to pay certain liabilities allegedly assumed under an asset purchase agreement
with the debtor. In addition to seeking summary judgment on its claims, plaintiff also sought
judgment as a sanction for defendant’s failure to maintain accounting ledgers, vendor files, and
other electronically stored information relevant to the liabilities. Defendant opposed the request
for sanctions arguing that the records were not destroyed with an intent to suppress the truth and
that plaintiff was not prejudiced. The court disagreed. While it determined that the purpose of
the destruction was to create more computer storage space and not to eliminate evidence, it found
defendant’s conduct sufficient to justify sanctions. The court noted that at the time of the
destruction, defendant was under a contractual duty to maintain the records and that the
defendant should reasonably have anticipated litigation regarding the unpaid liabilities. Because
the court found that the destroyed records were critically important and went to the “heart” of the
trustee’s suit, it concluded that the most severe sanction of entry of judgment against the
defendant was warranted. Alternately, the court reasoned that even a lesser sanction of an
adverse inference instruction would lead to such a judgment because the inference would
establish plaintiff’s claim that the disputed liabilities were owed.
Shaw Group, Inc. v. Next Factors, Inc. (In re Stone & Webster, Inc.), 359 B.R. 102 (Bankr. D.
Del. 2007).
In this adversary proceeding, the court rejected defendant’s request for sanctions for the alleged
spoliation of two categories of documents. With respect to the first category, the court
determined that there was not sufficient evidence to conclude that any such documents ever
existed. With respect to the second category, the court noted that they were destroyed in the
ordinary course of business pursuant to the plaintiff’s normal document retention policy before
any duty to preserve them was triggered. The court also found that defendant was not prejudiced
by any alleged failure to preserve. Accordingly, it denied the request for sanctions.
United States v. Krause (In re Krause), 367 B.R. 740 (Bankr. D. Kan. 2007).
In this adversary proceeding, the court sanctioned a defendant for intentionally deleting
electronically stored information by running a “wiping program” before turning over two
computers for inspection to a chapter 7 trustee. The court noted that the “deliberate and
intentional use of a wiping software program . . . and the timing of its use further leads the Court
to the inescapable conclusion here that [defendant] willfully and intentionally destroyed
electronically stored evidence.” Noting the high degree of culpability and the extreme prejudice
to the trustee, the court ordered entry of partial default judgment as a sanction. Regarding the
degree of culpability, the court observed that defendant’s “willful misconduct with respect to the
spoliation of electronic evidence and turnover of his computers cuts to the heart of a chapter 7
bankruptcy debtor's duties, far more onerous than those of a litigant involuntarily snarled in civil
litigation. The Bankruptcy Code and Rules are designed to prevent, not foster, a game of ‘hide
the pea’ with the Trustee.”
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Grochocinski v. Schlossberg (In re Eckert), 388 B.R. 813 (Bankr. N.D. Ill. 2008), aff’d 402 B.R.
825 (N.D. Ill. 2009).
In an adversary by a trustee against a defendant who was a transferee of real property from the
debtor, the court determined that the debtor engaged in “intentional spoilation of . . . electronic
data from his computers in violation of the Court's protective order.” As a sanction, the “facts as
alleged by the Trustee relating to [defendant] were taken as proof against him” and the defendant
was precluded from offering testimony or other evidence in opposition. The court also awarded
monetary sanctions for fees and computer expert costs. The district court upheld the sanction,
finding that defendant acted in bad faith by using a disk cleaning program on several computers
and overwriting thousands of files after a duty to preserve electronically stored information had
attached.
Springel v. Prosser (In re Prosser), 2009 Bankr. LEXIS 3209 (Bankr. D.V.I. Oct. 9, 2009).
The court considered a chapter 7 trustee’s objections to a debtor’s claimed exemptions pursuant
to section 522 of the Bankruptcy Code. Among many other instances of pervasive misconduct
and failures to disclose information, the court found that the debtor had ordered an employee to
destroy certain computer hard drives in an effort to frustrate and delay the bankruptcy process.
The court relied on the report of a forensic examiner who examined replaced hard drives and
compared them against purported copies. Based on the debtor’s failure to turn over
electronically stored information and efforts to destroy the hard drives (in addition to much other
misconduct), the court disallowed all of the debtor’s claimed exemptions.
In re Global Technovations, Inc., 431 B.R. 739 (Bankr. E.D. Mich. 2010).
This was an adversary proceeding asserting fraudulent transfer claims where plaintiff sought to
avoid certain transfers made in connection with a stock purchase transaction. Defendant argued
that plaintiff permitted the destruction of electronically stored information relevant to the claims
and sought sanctions. The court decline to grant terminating sanctions or an adverse inference
instruction, concluding that in the Sixth Circuit such sanctions required a finding of bad faith
(and not mere negligence), which was unwarranted under the facts. The court also declined to
order monetary sanctions, concluding that the loss of electronically stored information was not
due to plaintiff’s negligence, gross negligence, or bad faith but rather to factors outside plaintiff’s
control. The court also concluded that defendants had failed to demonstrate that they were
prejudiced by the absence of the electronically stored information, making sanctions
inappropriate.
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Inadequate or Incomplete Production
Oscher v. Solomon Tropp Law Group, P.A. (In re Atl. Int'l Mortg. Co.), 352 B.R. 503 (Bankr.
M.D. Fla. 2006).
In this adversary proceeding, the trustee filed a motion for sanctions and requested default
judgment based on defendant’s repeated failures to turn over electronically stored information
and its other discovery misconduct. In response to prior motions, the court appointed an
independent computer expert to examine defendant’s electronic records systems. That
examination revealed that defendant had failed to turn over responsive electronically stored
information. The court concluded that entry of default judgment as a sanction was “too drastic
an action under the facts presented in the hearing” and instead ordered monetary sanctions
against both defendant and its counsel.
McCarty v. Global Fin. Solutions, LLC (In re Simonson), 2008 Bankr. LEXIS 2936 (Bankr.
W.D. Wash. Oct. 27, 2008).
In this adversary proceeding, the court awarded monetary sanctions against counsel for the
defendants for withholding emails and other documents and for producing altered documents.
The court concluded that there was no need to analyze the issues under Rule 37 or its inherent
powers because sanctions were warranted under Rule 26(g). No sanctions were requested or
awarded against the defendants themselves.
Roberts v. Debusk (In re Debusk), 2008 Bankr. LEXIS 4662 (Bankr. E.D. Tenn. Aug. 19, 2008).
In this adversary proceeding, the court denied debtor’s discharge where the trustee established
that defendant did not produce “adequate records, intentionally made false statements under oath,
and has not sufficiently explained the dissipation of assets prior to his bankruptcy filing.” The
court rejected the defendant’s argument that the effects of an alleged computer virus prevented
him from producing records relating to the operation of his sole proprietorship and his gambling
winnings. The court noted that “[w]hile it is a common occurrence for computers to crash and
records to be lost” that did not excuse the debtor from obtaining the information from other
sources or making appropriate disclosures to the trustee.
Chrysler Financial Services Americas LLC v. Hecker (In re Hecker), 430 B.R. 189 (Bankr. D.
Minn. 2010).
Defendant owned and operated numerous auto dealerships, car rental franchises, and other
businesses. Plaintiff was the lender to those businesses. Defendant personally guaranteed the
debt. Plaintiff obtained a judgment against defendant in state court. Subsequently, defendant
filed a chapter 7 petition and plaintiff commenced an action against defendant seeking a
determination that his debt to plaintiff was not dischargeable. Plaintiff repeatedly sought
production from defendant of electronically stored information. Among other problems and
delays, defendant contended that it could not produce much of the electronically stored
information because it was in the hands of the government following a criminal investigation. In
fact, the government did not seize computers from defendant, but only took forensic images and
the electronically stored information remained in the possession and control of defendant. After
discussion of defendant’s many delays and deficient responses to discovery requests, the court
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entered the sanction of a judgment that approximately $83 million of defendant’s debt to plaintiff
was not dischargeable.
GFI Acquisition, LLC et al. v. American Federated Title Corporation (In re A&M Florida
Properties II, LLC), 2010 Bankr. LEXIS 1217 (Bankr. S.D.N.Y. Apr. 7, 2010).
In this adversary proceeding, the court declined to order dismissal or grant an adverse inference
instruction for alleged discovery misconduct. Plaintiff’s counsel admittedly failed to turn over
thousands of emails based on his misunderstanding of the difference between live email inboxes
and archived emails. The court declined to grant dismissal as a discovery sanction noting that
the actions of plaintiff’s counsel did not rise to the level that would support that “harsh and rare”
sanction, particularly where defendant eventually obtained the requested email. Similarly, the
court declined to order an adverse inference instruction. While acknowledging that in the
Second Circuit ordinary negligence could suffice as the culpable state of mind sufficient to
support an adverse inference instruction, the court concluded it was not warranted under the
circumstances. Instead, the court ordered monetary sanctions, including the cost of bringing the
motion to compel and motion for sanctions, together with the cost of an ediscovery consultant
jointly hired by the parties.
Harmon v. Lighthouse Capital Funding, Inc. (In re Harmon), 2011 Bankr. LEXIS 323
(Bankr. S.D. Tex. Jan. 26, 2011). In this adversary proceeding, the court denied a motion for
reconsideration and upheld the sanction of deeming a particular fact established in plaintiff’s
favor. The court detailed defendant’s persistent discovery deficiencies, including the failure to
search for and produce emails, to produce a privilege log, and to produce escrow-related
documents ordered by the court. The court noted, among other things, the defendant gave
“evasive and unfounded testimony in an effort to rationalize [its] inexcusable non-production”
and failed to “search its own internal e-mail communications” or to obtain documents in the
possession of a third-party over which it had control. Based on these and other discovery
failures, the court held that a sanction deeming the existence of a critical fact (which was a
subject of the discovery) was appropriate.
In re Consol. Meridian Funds, 2013 Bankr. LEXIS 1421 (Bankr. W.D. Wash. Apr. 5, 2013).
The liquidating trustee of a group of Chapter 7 debtors filed a motion seeking to hold an audit
firm in contempt for failing to adequately respond to a subpoena issued by the trustee. The
subpoena was issued pursuant to Bankruptcy Rule 2004. The auditing firm made a production of
materials in response to the subpoena. In subsequent years, the liquidating trustee brought legal
actions against various parties, including an adversary proceeding against the auditing firm. The
trustee argued that the auditing firm’s response to the subpoena was deficient. The auditing firm
eventually produced additional information responsive to the subpoena, including emails that had
not been previously produced and materials that were obtained by forensically imaging certain
laptops. The liquidating trustee filed a motion for contempt regarding compliance with the
subpoena. The Court granted the motion and awarded costs and fees to the liquidating trustee
regarding the motion for contempt and enforcement of the subpoena but declined to award
additional monetary sanctions. In granting the motion for contempt, the Court noted specifically
that the auditing firm failed to take reasonable steps to comply with the subpoena, including by
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failing to properly implement the duty to preserve. The Court noted that it might be inclined to
agree that no formal litigation hold was required (because the auditing firm was not a defendant
at the time the Rule 2004 subpoena was issued) but nonetheless “some written notification and
instruction to those who would be required to preserve and assemble documents was not only
reasonable but warranted under the circumstances.” Among other things, the Court noted that
the failure to undertake prompt preservation efforts caused the loss of potentially relevant emails
because of the auditing firm’s automatic deletion protocol. Finally, the Court noted that it agreed
that a third party should not generally be required to undertake the cost of forensic imaging to
comply with a subpoena but noted that the deficient response in other areas could have been
avoided without substantial cost.
Duty to Preserve; Trigger
In re Kmart Corp., 371 B.R. 823 (Bankr. N.D. Ill. 2007).
The debtor and affiliates filed chapter 11 petitions in 2002. In 2003, a claimant filed certain
administrative claims for amounts owed on post-petition invoices and for breach of contract and
tortious interference. The debtor objected to the claims in 2004. In response to discovery
requests by claimant, the parties stipulated that the debtor would produce responsive documents,
including emails from its headquarters and individual store locations, in July 2005. Months after
the agreed deadline, debtor was still in the process of searching and reviewing electronic files,
including emails from current and former employees, for production. Evidence suggested that
some emails were lost or had not been produced. Claimant filed a motion for sanctions for
spoliation and violation of prior discovery orders. Claimant sought default judgment or
alternatively, an adverse inference instruction and/or monetary sanctions. Debtor argued that no
sanctions were appropriate and that any emails or other document lost during the extended search
and review period were not destroyed intentionally or in bad faith. Debtor also argued that no
duty to preserve was triggered until it filed an objection to the claims in 2004, which debtor
contended was the point at which it reasonably anticipated litigation. In response, claimant
pointed to an email in 2003 (pre-dating the filing of the administrative claims) where an
employee of debtor indicated that he expected legal action by the claimant. The court concluded
that the email of a single employee about potential litigation did not trigger a company-wide
obligation to preserve. But the court held that debtor had an obligation to preserve in June 2003
when the administrative claims were filed or a “short period thereafter.” The court reached that
conclusion “not because the claim filing date per se constitutes the latest possible trigger date, as
urged by [claimant] . . . but because the particular administrative claim filed in this case
contained sufficient information to put [debtor] on notice that litigation was likely” even prior to
the filing of an objection. In rejecting a per se rule based on the filing of a claim, the court noted
that while a proof of claim has been analogized by some courts to the filing of a complaint, it is
the filing of an objection to a claim that initiates a contested matter under applicable bankruptcy
law. Regarding claimant’s request for sanctions for the deletion of information after the trigger
date, the court held that the loss resulted from culpable “fault,” but not willfulness or bad faith
and that claimant had not demonstrated prejudice. Accordingly, the court denied the request for
default judgment or an adverse inference instruction but granted the request for attorneys’ fees.
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Form of Production
In re NVMS, LLC, 2008 Bankr. LEXIS 2674 (Bankr. M.D. Tenn. Mar. 21, 2008).
The debtor was a medical services company that previously used a particular vendor for billing
services before switching to a competitor of the vendor. The debtor sought Rule 2004 discovery
from the former vendor and requested that electronically stored billing information be produced
in native format. The former vendor objected, noting that its billing information contained
unique and proprietary information that could not be shielded if produced in native format. The
former vendor demonstrated a credible concern that the information might be shared with the
competitor. Noting the need for the electronic information and the prohibitive cost of
reproducing it from a paper production, the court ordered the production be made in native
format but entered a protective order limiting the use of the information by the debtor and
requiring the return of the information, without retention of copies, upon completion of the
review.
Sabertooth, LLC v. Simons (In re Venom, Inc.), 2010 Bankr. LEXIS 723 (Bankr. E.D. Pa. Mar. 9,
2010).
The court granted a defendant’s motion to compel production of electronically stored
information but denied the request to preclude plaintiff from offering evidence as a sanction.
The motion related to plaintiff’s failure to provide “Quickbooks” financial records in electronic
form. The court denied the request to preclude evidence as not warranted under the
circumstances where there was no willful deception or “flagrant disregard” by the plaintiff. The
plaintiff had produced some of the information in paper format. Although the electronic records
were not originally produced, plaintiff acknowledged their existence upon inquiry by defendant
and took steps to produce them. The court did award attorneys’ fees, noting that the
electronically stored information existed and was discoverable and plaintiff should have
produced it without the need for subsequent inquiry by defendant.
Jemsek v. Jemsek Clinic, P.A. (In re Jemsek Clinic, P.A.), 2013 Bankr. LEXIS 3120 (Bankr.
W.D.N.C. Aug. 2, 2013).
In this adversary proceeding, the plaintiff filed a motion seeking to compel the defendant to
provide several hundred thousand pages of previously produced discovery in native format. The
discovery was previously produced in TIFF format, some with optical character recognition
(ORC) accompanying the image files. The plaintiff had never previously requested
electronically stored information in a particular format. The Court held that where plaintiff
never specified a production format, it could not force defendant to re-produce the data in that
format now. The Court also determined that under the circumstances, given the limited claims
remaining in the case, it would not be proportional under FRCP 26 to require re-production of
the discovery again in native format. Finally, the Court rejected plaintiff’s argument that
defendant failed to produce email attachments and rejected claims concerning entries on
defendant’s privilege log.
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Privilege Issues
In re Royce Homes, LP, 449 B.R. 709 (Bankr. S.D. Tex. 2011).
This was a chapter 7 case commenced when four creditors filed a petition for involuntary relief.
The court entered an order for relief and appointed a trustee. During his investigation, the trustee
issued a subpoena to a former employee who had a significant economic relationship with the
debtor. In responding to the subpoena, the former employee claimed privilege over numerous
email communications with attorneys. Among its other reasons for rejecting the privilege claim,
the court determined that the former employee’s privilege log was deficient, stating that
“[j]otting down ‘e-mail’ next to ‘attorney-client privilege’ – which is basically what [former
employee] did for every single entry – is devoid of any real evidentiary substance.” The court
also held that the trustee (as the representative of the estate), not the former employee, controlled
the privilege over emails sent and received in his capacity as a representative of the debtor.

Proportionality
Goldberg v. Merrill Lynch & Co. (In re Jet Network, LLC), 2012 Bankr. LEXIS 3353 (Bankr.
S.D. Fla. July 23, 2012).
In an adversary proceeding involving a Chapter 7 trustee, the Court denied a motion to compel
the trustee to search a computer hard drive from the debtor, which the trustee contended
contained 185 gigabytes of data and would cost $60,000 to search. The trustee refused to
conduct any search unless the requesting party agreed to bear the cost. Without any specific
analysis of cost-shifting factors, the Court denied the motion to compel without prejudice and
required the trustee to furnish a statement indicating: 1) whether the ESI has been reviewed for
any purpose in the bankruptcy case or related adversary proceedings; and 2) if the ESI has been
reviewed, a description of the types of information contained on the hard drive.
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Federal Rules of Bankruptcy Procedure
Rule 2004. Examination
(a) EXAMINATION ON MOTION. On motion of any party in interest, the court may
order the examination of any entity.
(b) SCOPE OF EXAMINATION. The examination of an entity under this rule or of the
debtor under §343 of the Code may relate only to the acts, conduct, or property or to the
liabilities and financial condition of the debtor, or to any matter which may affect the
administration of the debtor's estate, or to the debtor's right to a discharge. In a family
farmer's debt adjustment case under chapter 12, an individual's debt adjustment case
under chapter 13, or a reorganization case under chapter 11 of the Code, other than for
the reorganization of a railroad, the examination may also relate to the operation of any
business and the desirability of its continuance, the source of any money or property
acquired or to be acquired by the debtor for purposes of consummating a plan and the
consideration given or offered therefor, and any other matter relevant to the case or to the
formulation of a plan.
(c) Compelling Attendance and Production of Documents. The attendance of an entity for
examination and for the production of documents, whether the examination is to be
conducted within or without the district in which the case is pending, may be compelled
as provided in Rule 9016 for the attendance of a witness at a hearing or trial. As an
officer of the court, an attorney may issue and sign a subpoena on behalf of the court for
the district in which the examination is to be held if the attorney is admitted to practice in
that court or in the court in which the case is pending.
(d) Time and Place of Examination of Debtor. The court may for cause shown and on
terms as it may impose order the debtor to be examined under this rule at any time or
place it designates, whether within or without the district wherein the case is pending.
(e) Mileage. An entity other than a debtor shall not be required to attend as a witness
unless lawful mileage and witness fee for one day's attendance shall be first tendered. If
the debtor resides more than 100 miles from the place of examination when required to
appear for an examination under this rule, the mileage allowed by law to a witness shall
be tendered for any distance more than 100 miles from the debtor's residence at the date
of the filing of the first petition commencing a case under the Code or the residence at the
time the debtor is required to appear for the examination, whichever is the lesser.
Rule 7026. General Provisions Governing Discovery
Rule 26 F.R.Civ.P. applies in adversary proceedings.
Rule 7033. Interrogatories to Parties
Rule 33 F.R.Civ.P. applies in adversary proceedings.
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Rule 7034. Production of Documents and Things and Entry Upon Land for Inspection and Other
Purposes
Rule 34 F.R.Civ.P. applies in adversary proceedings.
Rule 7037. Failure to Make Discovery: Sanctions
Rule 37 F.R.Civ.P. applies in adversary proceedings.
Rule 9014. Contested Matters
(a) Motion. In a contested matter not otherwise governed by these rules, relief shall be
requested by motion, and reasonable notice and opportunity for hearing shall be afforded
the party against whom relief is sought. No response is required under this rule unless the
court directs otherwise.
(b) Service. The motion shall be served in the manner provided for service of a summons
and complaint by Rule 7004 and within the time determined under Rule 9006(d). Any
written response to the motion shall be served within the time determined under Rule
9006(d). Any paper served after the motion shall be served in the manner provided by
Rule 5(b) F. R. Civ. P.
(c) Application of Part VII Rules. Except as otherwise provided in this rule, and unless
the court directs otherwise, the following rules shall apply: 7009, 7017, 7021, 7025,
7026, 7028–7037, 7041, 7042, 7052, 7054–7056, 7064, 7069, and 7071. The following
subdivisions of Fed. R. Civ. P. 26, as incorporated by Rule 7026, shall not apply in a
contested matter unless the court directs otherwise: 26(a)(1) (mandatory disclosure),
26(a)(2) (disclosures regarding expert testimony) and 26(a)(3) (additional pre-trial
disclosure), and 26(f) (mandatory meeting before scheduling conference/discovery plan).
An entity that desires to perpetuate testimony may proceed in the same manner as
provided in Rule 7027 for the taking of a deposition before an adversary proceeding. The
court may at any stage in a particular matter direct that one or more of the other rules in
Part VII shall apply. The court shall give the parties notice of any order issued under this
paragraph to afford them a reasonable opportunity to comply with the procedures
prescribed by the order.
(d) Testimony of Witnesses. Testimony of witnesses with respect to disputed material
factual issues shall be taken in the same manner as testimony in an adversary proceeding.
(e) Attendance of Witnesses. The court shall provide procedures that enable parties to
ascertain at a reasonable time before any scheduled hearing whether the hearing will be
an evidentiary hearing at which witnesses may testify.
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Rule 9016. Subpoena
Rule 45 F.R.Civ.P. applies in cases under the Code.
Rule 9017. Evidence
The Federal Rules of Evidence and Rules 43, 44 and 44.1 F.R.Civ.P. apply in cases under
the Code.
Local Bankruptcy Court Rules
District of Delaware
Del. Bankr. L.R. 7026-3 Discovery of Electronic Documents “(E-Discovery)”
(a) Introduction. This rule applies to all matters covered by Fed. R. Civ. P. 26. It is expected that
parties to a case will cooperatively reach agreement on how to conduct e-discovery. In the event
that such agreement has not been reached by the Fed. R. Civ. P. 16 scheduling conference,
however, the following default standards shall apply until such time, if ever, the parties conduct
e-discovery on a consensual basis.
(b) Discovery Conference. Parties shall discuss the parameters of their anticipated e-discovery at
the Fed. R. Civ. P. 26(f) conference, as well as at the Fed. R. Civ. P. 16 scheduling conference
with the Court, consistent with the concerns outlined below. More specifically, prior to the Rule
26(f) conference, the parties shall exchange the following information:
(i) A list of the most likely custodians of relevant electronic materials, including a brief
description of each person's title and responsibilities;
(ii) A list of each relevant electronic system that has been in place at all relevant times
and a general description of each system, including the nature, scope, character,
organization, and formats employed in each system. The parties should also include other
pertinent information about their electronic documents and whether those electronic
documents are of limited accessibility. Electronic documents of limited accessibility may
include those created or used by electronic media no longer in use, maintained in
redundant electronic storage media, or for which retrieval involves substantial cost;
(iii) The name of the individual responsible for that party's electronic document retention
policies ("the retention coordinator"), as well as a general description of the party's
electronic document retention policies for the systems identified above;
(iv) The name of the individual who shall serve as that party's "e-discovery liaison"; and
(v) Notice of any problems reasonably anticipated to arise in connection with ediscovery.
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To the extent that the state of the pleadings does not permit a meaningful discussion of the above
by the time of the Rule 26(f) conference, the parties shall either agree on a date by which this
information will be mutually exchanged or submit the issue for resolution by the Court at the
Rule 16 scheduling conference.
(c) E-Discovery Liaison. In order to promote communication and cooperation between the
parties, each party to a case shall designate a single individual through which all e-discovery
requests and responses are made (the "e-discovery liaison").Regardless of whether the ediscovery liaison is an attorney (in-house or outside counsel), a third party consultant, or an
employee of the party, he or she must be:
(i) Familiar with the party's electronic systems and capabilities in order to explain these
systems and answer relevant questions.
(ii) Knowledgeable about the technical aspects of e-discovery, including electronic
document storage, organization, and format issues.
(iii) Prepared to participate in e-discovery dispute resolutions.
The Court notes that, at all times, the attorneys of record shall be responsible for compliance
with e-discovery requests. However, the e-discovery liaisons shall be responsible for organizing
each party's e-discovery efforts to insure consistency and thoroughness and, generally, to
facilitate the e-discovery process.
(d) Timing of E-Discovery. Discovery of electronic documents shall proceed in a sequenced
fashion.
(i) After receiving requests for document production, the parties shall search their
documents, other than those identified as limited accessibility electronic documents, and
produce responsive electronic documents in accordance with Fed. R. Civ. P.26(b)(2).
(ii) Electronic searches of documents identified as of limited accessibility shall not be
conducted until the initial electronic document search has been completed. Requests for
information expected to be found in limited accessibility documents must be narrowly
focused with some basis in fact supporting the request.
(iii) On-site inspections of electronic media under Fed. R. Civ. P. 34(b) shall not be
permitted absent exceptional circumstances, where good cause and specific need have
been demonstrated.
(e) Search Methodology. If the parties intend to employ an electronic search to locate relevant
electronic documents, the parties shall disclose any restrictions as to scope and method which
might affect their ability to conduct a complete electronic search of the electronic documents.
The parties shall reach agreement as to the method of searching, and the words, terms, and
phrases to be searched with the assistance of the respective e-discovery liaisons, who are charged
with familiarity with the parties' respective systems. The parties also shall reach agreement as to
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the timing and conditions of any additional searches which may become necessary in the normal
course of discovery. To minimize the expense, the parties may consider limiting the scope of the
electronic search (e.g., time frames, fields, document types).
(f) Format. If, during the course of the Rule 26(f) conference, the parties cannot agree to the
format for document production, electronic documents shall be produced to the requesting party
as image files (e.g., PDF or TIFF). When the image file is produced, the producing party must
preserve the integrity of the electronic document's contents, i.e., the original formatting of the
document, its metadata and, where applicable, its revision history. After initial production in
image file format is complete, a party must demonstrate particularized need for production of
electronic documents in their native format.
(g) Retention. Within the first thirty (30) days of discovery, the parties should work towards an
agreement (akin to the standard protective order) that outlines the steps each party shall take to
segregate and preserve the integrity of all relevant electronic documents. In order to avoid later
accusations of spoliation, a Fed. R. Civ. P. 30(b)(6) deposition of each party's retention
coordinator may be appropriate. The retention coordinators shall:
(i) Take steps to ensure that email of identified custodians shall not be permanently
deleted in the ordinary course of business and that electronic documents maintained by
the individual custodians shall not be altered; and
(ii) Provide notice as to the criteria used for spam and/or virus filtering of email and
attachments; emails and attachments filtered out by such systems shall be deemed nonresponsive so long as the criteria underlying the filtering are reasonable.
Within seven (7) days of identifying the relevant document custodians, the retention coordinators
shall implement the above procedures and each party's counsel shall file a statement of
compliance as such with the Court.
(h) Privilege. Electronic documents that contain privileged information or attorney work product
shall be immediately returned if the documents appear on their face to have been inadvertently
produced or if there is notice of the inadvertent production within thirty (30) days of such
inadvertent production
.
(i) Costs. Generally, the costs of discovery shall be borne by each party. However, the Court will
apportion the costs of electronic discovery upon a showing of good cause.
District of Hawaii
LBR 2004-1. Rule 2004 Examinations
(a) Examination Order Issued by Clerk. A party in interest seeking to examine the debtor or other
entity pursuant to Bankruptcy Rule 2004 may request an examination order by filing a motion
substantially conforming to the local form (Motion for Rule 2004 Examination). The clerk is
authorized to issue an examination order requested by a party in interest who has complied with
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the requirements of this local rule. Such examination order will compel the attendance or
production of documents by the debtor, or, if the examinee is not the debtor, will authorize the
issuance of a subpoena substantially conforming to the Subpoena for Rule 2004 Examination in
accordance with Bankruptcy Rule 9016 and Fed. R. Civ. P. 45. If the requirements of this rule
are not satisfied, the clerk may issue an order denying the request for an examination order.
(b) Date, Time, and Place of Examination. Prior to filing a motion for an examination order, the
party seeking the order shall make all reasonable efforts to arrange a mutually convenient date,
time, and place of examination. The motion for an examination order must be supported by a
declaration stating either:
(1) that the proposed date, time, and place of examination have been agreed upon by all
concerned; or
(2) that the parties could not agree to a date, time, and place of examination after all
reasonable efforts were made, in which case the examination will take place with the
moving party’s proposed date, time and place of examination, but no earlier than 14 days
after the filing of the motion for an examination order, and no earlier than 30 days after
the date of issuance of the examination order or subpoena, whichever is later, if the
motion requests production of documents or electronically stored information.
(c) Request Limited to Delivery of Documents. Subdivision (b) of this rule does not apply to
requests for production of documents or electronically stored information to be delivered to the
requesting party so long as the deadline for delivery is not less than 30 days after the date of
issuance of the examination order or a subpoena, whichever is later. The motion requesting an
order for production of documents or electronically stored information by mail or similar
delivery method may include a request for authority to issue a subpoena for a personal
examination following review of the materials produced so long as the examination date is not
less than 14 days after the date of issuance of the subpoena.
(d) Other Discovery Procedures Not Available. The declaration supporting issuance of an order
under Bankruptcy Rule 2004 must state that the requested examination does not involve pending
litigation in which discovery is available under Bankruptcy Rules 7026, 9014, or other authority.
(e) Objections. An examinee or party in interest objecting to an examination must file and serve
on the examining party a motion for a protective order or, if a subpoena has been served, a
motion to quash the subpoena.
District of Maryland
Appendix C: Discovery Guidelines of the United States District for the District of Maryland
See attached as Exhibit A
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District of Utah
Local Bankruptcy Form 7016-1. Form 35. Report of Parties’ Planning Meeting - Local
Rule 7016-1(b)
See attached as Exhibit B
Seventh Circuit Pilot Program
[Proposed] Standing Order Relating to the Discovery of Electronically Stored Information
See attached as Exhibit C
Western District of Pennsylvania
Rule 7026-1 Discovery of Electronic Documents (“E-Discovery”)
(a)
If the parties cannot agree on how to conduct e-discovery before the first pretrial
conference, the following default standards shall apply.
(b)
Each party shall designate an “e-discovery liaison,” through whom all e-discovery
requests and responses are made.
(1)

(2)

The e-discovery liaison shall be:
(A)

familiar with and able to explain the party’s electronic systems;

(B)

knowledgeable about the technical aspects of e-discovery,
including electronic document storage, organization, and format
issues; and

(C)

prepared to participate in e-discovery dispute resolutions.

At all times, counsel of record shall be responsible for compliance with ediscovery requests. However, the e-discovery liaisons shall be responsible
for organizing each party’s e-discovery efforts to insure consistency and
thoroughness.

(c)
At least seven (7) days prior to the first pretrial conference, the parties shall
exchange the following:
(1)

A list of the most likely custodians of relevant electronic materials,
including a brief description of each person’s title and responsibilities;

(2)

The name of the individual responsible for that party’s electronic
document retention policies (“the retention coordinator”);
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(d)

(3)

The name of the party’s e-discovery liaison;

(4)

A list of each relevant electronic system that has been in place at all
relevant times and a general description of each system, including: (a) the
nature, (b) scope, (c) character, (d) organization, (e) formats employed in
each system, and (f) whether the electronic documents are of limited
accessibility (for example, documents created or used by electronic media
no longer in use, maintained in redundant electronic storage media, or for
which retrieval involves substantial cost);

(5)

A general description of the party’s electronic document retention policies
for the systems identified above; and

(6)

Any problems reasonably anticipated to arise with e-discovery.

Discovery shall proceed in a sequenced fashion.
(1)

After receiving requests for document production, a party shall search its
documents, other than those identified as limited accessibility electronic
documents, and produce responsive electronic documents in accordance
with Fed. R. Civ. P. 26(b)(2).

(2)

Electronic searches of documents identified as of limited accessibility
shall not be conducted until the initial electronic document search has
been completed. Requests for information expected to be found in limited
accessibility documents shall be narrowly focused with some basis in fact
supporting the request.

(3)

On-site inspections of electronic media pursuant to Fed. R. Civ. P. 34(b)
shall not be permitted absent exceptional circumstances, where good cause
and specific need have been demonstrated.

(e)
If a party intends to employ an electronic search, the party shall disclose any
restrictions as to scope and method which might affect its ability to conduct a complete search.
The parties shall reach an agreement as to the method of searching, and the words, terms, and
phrases to be searched with the assistance of the respective e-discovery liaisons. The parties also
shall reach an agreement as to the timing and conditions of any additional searches which may
become necessary in the normal course of discovery. To minimize the expense, the parties may
consider limiting the scope of the electronic search (e.g., time frames, fields, document types).
(f)
Unless the parties otherwise agree, electronic documents shall be produced as
image files, such as Portable Document Format (PDF) or Tagged Image File Format (TIFF). The
producing party shall preserve the integrity of the electronic document’s contents, i.e., the
original formatting, its metadata and, where applicable, its revision history. For production of
electronic documents in their native format, particularized need shall be shown.
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(g)
Within the first thirty (30) days of discovery, each party shall outline the steps
each shall take to segregate and preserve the integrity of all relevant electronic documents (akin
to the standard protective order). If spoliation is at issue, a Fed. R. Civ. P. 30(b)(6) deposition of
the retention coordinator shall be scheduled at a mutually convenient time. The retention
coordinators shall:
(1)

take steps to ensure that e-mail of identified custodians is retained and not
permanently deleted in the ordinary course of business and that electronic
documents maintained by the individual custodians are not be altered; and

(2)

provide notice as to the criteria used for spam and/or virus filtering of email and attachments; e-mails and attachments filtered out by such
systems need not be produced provided that the criteria underlying the
filtering are reasonable.

(h)
Within seven (7) days of identifying the relevant document custodians, the
retention coordinators shall implement the above procedures, and each party’s counsel shall file a
statement of compliance as such with the Court.
(i)
Electronic documents that contain privileged information or attorney work
product shall be immediately returned if the documents appear on their face to have been
inadvertently produced or upon written notice of the inadvertent production.
(j)
The costs of discovery will be borne in accordance with the applicable rules.
However, the Court will apportion the costs of electronic discovery upon a showing of good
cause.
Rule 7026-2 Electronic Discovery Special Master
Any party may request, and the Court may order, sua sponte, that any dispute concerning
electronic discovery be referred to an Electronic Discovery Special Master, pursuant to United
States District Court for the Western District of Pennsylvania, General Order No. 2:11-mc-94 (In
Re: Use of Special Masters for Electronic Discovery by United States Bankruptcy Judges).
Western District of Texas
Appendix L-7016. Form Scheduling Order
See attached as Exhibit D
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APPENDIX C
DISCOVERY GUIDELINES OF THE UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF MARYLAND

GUIDELINE 1:
a.

CONDUCT OF DISCOVERY

The purpose of these Guidelines is to facilitate the just, speedy, and inexpensive conduct of
discovery in all civil cases before the Court, and these Guidelines will be construed and
administered accordingly with respect to all attorneys, parties, and non-parties involved in
discovery of civil cases before this Court. Fed. R. Civ. P. 26 requires that discovery be
relevant to any party’s claim or defense; proportional to what is at issue in a case; and not
excessively burdensome or expensive as compared to the likely benefit of obtaining the
discovery being sought.
The parties and counsel have an obligation to cooperate in planning and conducting discovery
to tailor the discovery to ensure that it meets these objectives. Counsel have a duty to confer
early and throughout the case as needed to ensure that discovery is planned and conducted
consistent with these requirements and, where necessary, make adjustments and modifications
in discovery as needed.
During the course of their consultation, counsel are encourages to think creatively and to
make proposals to one another about alternatives or modifications to the discovery otherwise
permitted that would permit discovery to be completed in a more just, speedy, inexpensive
way. By way of illustration only, such alternatives could include different or additional
deadlines for the filing of motions or the completion of all or part of discovery; accelerated
exchanges of disclosures, additional data or descriptions of the parties’ claims and defenses;
sampling techniques; and substantial limitations on, or even the elimination of, depositions,
coupled with alternative methods of excha nging or obtaining factual information or the
equivalent of deposition testimony.
The parties and their counsel are encouraged to submit to the Court for approval their
agreements to expand or limit discovery. If, however, counsel are unable to reach agreement
on a discovery plan that substantially modifies the normal course of discovery, and either side
believes that the Court’s assistance would be helpful in framing or implementing such a plan,
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then the Court will make itself available with reasonable promptness, in response to a brief,
written request for a discovery management conference that identifies the issues for
consideration.
b.

Counsel are expected to have read the Federal Rules of Civil Procedure, Local Rules of the
Court, these Guidelines, and, with respect to discovery of electronically stored information
(“ESI”), the Suggested Protocol for Discovery of ESI, posted on the Court’s website,
www.mdd.uscourts.gov. Compliance with these Guidelines will be considered by the Court
in resolving discovery disputes, including whether sanctions should be awarded pursuant to
Fed. R. Civ. P. 37, or the Court’s inherent powers.

c.

Attorneys are expected to behave professionallyand with courtesy towards all involved in the
discovery process, including but not limited to opposing counsel, parties and non-parties.
This includes cooperation and civil conduct in an adversary system. Cooperation and civility
include, at a minimum, being open to, and reasonably available for, discussion of legitimate
differences in order to achieve the just, speedy, and inexpensive resolution of the action and
every proceeding. Cooperation and communication can reduce the costs of discovery, and
they are an obligation of counsel.

d.

All discovery requests, responses and objections are governed by the requirem ents of Fed.
R. Civ. P. 26(g) and counsel and parties are expected to be familiar with the requirements of
the Rule.

e.

Whenever possible, attorneys are expected to com municate with each other in good faith
throughout the discovery process to resolve disputes without the need for intervention by the
Court, and should do so promptly after becoming aware of the grounds for the dispute. In the
event that such good faith efforts are unsuccessful, an unresolved dispute should be brought
to the Court’s attention promptly after efforts to resolve it have been unsuccessful. A failure
to do so may result in a determination by the Court that the dispute must be rejected as
untimely. Counsel may bring the unresolved dispute to the Court’s attention by filing a letter,
in lieu of a written motion, that briefly describes the dispute, unless otherwise directed by the
Court.

f.

Upon being notified by the parties of the unresolved discovery dispute, the Court will
promptly schedule a conference call with counsel, or initiate other expedited procedures, to
consider and resolve the discovery dispute. If the Court determines that the issue is too
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complicated to resolve informally it may set an expedited briefing schedule to ensure that the
dispute can be resolved promptly.
g.

To the extent that any part of these Guidelines conflicts with any Local Rules of this Court,
or an order of this Court in a particular case, then the conflicting rule or order should be
considered to be governing.
GUIDELINE 2:

STIPULATIONS SETTING DISCOVERY DEADLINES

Subject to approval by the Court, attorneys are encouraged to enter into written discovery stipulations
to supplement the Court’s scheduling order. During the scheduling process, the Court will consider
requests to impose milestone dates for motions, such as spoliation motions, and motions in limine
(including Daubert motions) that do not normally otherwise have automatically-imposed deadlines.
The Court encourages parties to submit to the Court for approval joint suggestions made pursuant to
the Suggested Protocol for Discovery of ESI.
GUIDELINE 3:

EXPERT WITNESS FEES

a.

Unless counsel agree that each party will pay its own experts, the party taking an expert
witness’ deposition ordinarily pays the expert’s fee for the time spent in deposition and
related travel. See L.R. 104.11.a. Accordingly, counsel for the party that designated the
expert witness should try to assure that the fee charged by the expert to the party taking the
deposition is fair and reasonabl e. In the event a dispute arises as to the reasonableness or
other aspects of an expert’s fee, counsel should promptly confer and attempt in good faith to
resolve the dispute without the involvement of the Court. If counsel are unsuccessful, the
expert’s deposition shall proceed on the date noted, unless the Court orders otherwise, and
the dispute respe cting payment shall be brought to the Court’s attention promptly. The
factors that may be considered in determining whether a fee is reasonable include, but are not
limited to: (1) the expert’s area of expertise; (2) the expert’s education and training; (3) the
fee being charged to the party who designated the expert; and (4) the fees ordinarily charged
by the expert for non-litigation services, such as office consultations with patients or clients.

b.

Recognizing that a treating physician may be considered both a fact witness and an expert,
the Court has chosen to impose a specific limitation on the fee a treating physician may
charge to either party. It is implicit in L.R. 104.11.b, which requires counsel to estimate the
hours of deposition time required, that the physician may charge a fee for the entire time he

Ver. 09.11

138
261

or she reserved in accordance with the estimate, even if counsel conclude the deposition early.
Further, unless the physician received notice at least two business days in advance of a
cancellation, the physician is entitled to be paid for any time reserved that cannot reasonably
be filled. Every effort should be made to schedule depositions at a time convenient for the
witness, and to use videotaped or other visually recorded de bene esse depositions rather than
requiring the physician’s presence at trial. Note that this Discovery Guideline does not limit
the reasonable fee a treating physician may charge if required to testify in Court.
c.

The parties are encouraged not to designate multiple experts on the same or similar topics.

d.

Guideline 4.d is applicable to expert witness depositions.
GUIDELINE 4:

SCHEDULING DEPOSITIONS

a.

Attorneys are expected to make a good faith effort to coordinate deposition dates with
opposing counsel, parties, and non-party deponents, before noting a deposition.

b.

Before agreeing to a deposition date, an attorney is expected to attempt to clear the date with
his/her client if the client is a deponent, or wishes to attend the deposition, and with any
witnesses the attorney agrees to attempt to produce at the deposition without the need to have
the witness served with a subpoena.

c.

An agreed upon deposition date is presumptively binding. An attorney seeking to change an
agreed upon date has a duty to coordinate a new date before changing the agreed date.
Noncompliance with Guideline 4.d may rebut the presumption contained herein.

d.

If an attorney making a good faith effort to coordinate deposition dates under Guideline 4.a
anticipates requesting that the deponent produce ESI at the deposition, the anticipated request
should be disclosed to the opposing counsel, parties, and non-party deponents at the time of
the Guideline 4.a coordination effort, or as soon thereafter as it becomes anticipated. At a
minimum, the discovering/requesting party should describe the scope and form of ESI that
will be requested. Counsel are encouraged to review and, if applicab le, comply with the
Suggested Protocol For Discovery of ESI.

e.

Upon reasonable request, and where reasonably practicable, in order to expedite the
deposition questioning, a deponent should produce documents including ESI, properly
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requested in a notice of deposition and accompanying subpoena, if any, a reasonable time
prior to the deposition. Noncompliance with a reasonable and timely request for production
of such documents prior to a deposition may be considered by the Court in a motion or
request made pursuant to Fed. R. Ci v. P 30(d)(1) to determine whether additional tim e is
needed to fairly examine the deponent or if the deponent, another person, or any other
circumstance has impeded or delayed the examination.
GUIDELINE 5: DESIGNATION BY AN ORGANIZATION
OF SOMEONE TO TESTIFY ON ITS BEHALF
a.

Requested Areas of Testimony . A notice or subpoena to an entity, associ ation or other
organization should accurately and concisely identify the designated area(s) of requested
testimony, giving due regard to the nature, business, size and complexity of the entity being
asked to testify. The notice or subpoena should ask the recipient to provide the name(s) of
the designated person(s) and the areas that each person will testify to by a reasonable date
before the deposition is scheduled to begin.

b.

Designating the Best Person to Testify for the Organiz ation. An entity, association or
other organization responding to a deposition notice or subpoena should make a diligent
inquiry to determine what individual(s) is (are) best suited to testify.

c.

More Than One Person May Be Necessary. When it appears that more than one individual
should be designated to testify without duplication on the designated area(s) of inquiry, each
such individual should be identified, a reasonable period of tim e before the date of the
deposition, as designated witness along with a description of the area(s) to which he or she
will testify.
GUIDELINE 6:

DEPOSITION QUESTIONING, OBJECTIONS AND PROCEDURE

a.

An attorney should not intentionally ask a witness a question that missstates or
mischaracterizes the witness’ previous answer.

b.

During the taking of a deposition, it is presumptively improper for an attorney to make
objections which are not consistent with Fed. R. Civ. P. 30 (c)(2). Objections should be
stated as simply, concisely and non-argumentatively as possible to avoid coaching or making
suggestions to the deponent, and to minimize interruptions in the questioning of the deponent
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(for example: “objection, leading”; “objection, asked and answered”; “objection, compound
question”; “objection, form”). If an attorney desires to make an objection for the record
during the taking of a deposition that reasonably could have the effect of coaching or
suggesting to the deponent how to answer, then the deponent, at the request of any of the
attorneys present, or, at the request of a party if unrepresente d by an attorney, shall be
excused from the deposition during the making of the objection.
c.

An attorney should not repeatedly ask the same or substantially identical question of a
deponent if the question already has been asked and fully and responsively answered by the
deponent. Upon objection by counsel for the deponent, or by the deponent if unrepresented,
it is presumptively improper for an attorney to continue to ask the same or substantially
identical question of a witness unless the previous answer was evasive or incomplete.

d.

It is presumptively improper to instruct a witness not to answer a question during the taking
of a deposition unless under the circumstances permitted by Fed. R. Civ. P. 30(c)(2).
However, it is also presumptively improper to ask questions clearly beyond the scope of
discovery permitted by Fed. R. Civ. P. 26(b)(1), particularly of a personal nature, and
continuing to do so after objection shall be evidence that the deposition is being conducted
in bad faith or in such a manner as unreasonably to annoy, embarrass, or oppress the deponent
or party, which is prohibited by Fed. R. Civ. P. 30(d)(3).

e.

If requested to supply an explanation as to the basis for an objection, the objecting attorney
should do so, consistent with Guideline 6(b) above.

f.

While the interrogation of the deponent is in progress, neither an attorney nor the deponent
should initiate a private conversation except for the purpose of determining whether a
privilege should be asserted. To do so otherwise is presumptively improper.

g.

During breaks in the taking of a deposition, no one should discuss with the deponent the
substance of the prior testimony given by the deponent during the deposition. Counsel for
the deponent may discuss with the deponent at such time whether a privilege should be
asserted or otherwise engage in discussion not regarding the substance of the witness’ prior
testimony.

h.

Unless otherwise ordered by the Court, the following persons may, without advance notice,
attend a deposition: individual parties; a representative of non-individual parties; and expert
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witnesses of parties. Except for the persons identified above, counsel should notify other
parties not later than seven (7) days before the taking of a deposition if counsel desires to
have a non-party present during a deposition. If the parties are unable to agree to the
attendance of this person, then the person shall not be entitled to attend the deposition unless
the party desiring to have the person attend obtains a Court order permitting him/her to do so.
Unless ordered by the Court, however, a dispute regarding who may attend a deposition
should not be grounds for delaying the deposition. All persons present during the taking of
a deposition should be identified on the record before the deposition begins. Other than the
deponent, counsel representing a party or unrepresented party, persons attending a deposition
may not ask or answer questions during, or otherwise participate in the process of, the
deposition.
i.

Except for the person recording the deposition in accordance with Fed. R. Civ. P. 30(b),
during the taking of a deposition no one may record the testimony without the consent of the
deponent and all parties in attendance, unless otherwise ordered by the Court.
GUIDELINE 7:

ASSERTIONS OF PRIVILEGE AT DEPOSITIONS

When a claim of privilege is asserted during a deposition, and information is not provided on the
basis of such assertion:
a.

In accordance with Fed. R. Civ. P. 26(b)(5), the person asserting the privilege should identify
during the de position the nature of the privilege (including work product) that is being
claimed.

b.

After a claim of privilege has been asserted, the person seeking disclosure should have
reasonable latitude during the deposition to question the witness to establish other relevant
information concerning the assertion of privilege, including: (i) the applicability of the
particular privilege being asserted; (ii) any circumstances that, under Fed. R. Evid. 502, may
demonstrate that a prior disclosure was or was not permitted without waiver of the privilege;
(iii) any circumstance that may constitute an exception to the assertion of the privilege; and
(iv) any circumstances which may result in the privilege having been waived.

c.

In accordance with Fed. R. Civ. P. 26(b)(5), the party asserting the privilege, in providing
the foregoing information, should not be required to reveal the information that is itself
privileged or protected from disclosure.
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GUIDELINE 8: MAKING A RECORD OF IMPROPER
CONDUCT DURING A DEPOSITION
Upon request of any attorney, party unrepresented by an attorney, or the deponent if unrepresented
by an attorney, the person recording the deposition in accordance with Fed. R. Civ. P. 30(b) should
enter on the record a description by the requesting person of conduct of any attorney, party, or person
attending the deposition which violates these guidelines, the Federal Rules of Civil Procedure, or the
Local Rules of this Court.
GUIDELINE 9:
a.

DELAY IN RESPONDING TO DISCOVERY REQUESTS

Interrogatories, Requests for Production of Documents, and Requests for Admission
of Facts and Genuineness of Documents
The Federal Rules of Civil Procedure designate the time prescribed for responding to
Interrogatories, Requests for Production of Documents, and Requests for Admission of Facts
and Genuineness of Documents. Nothing contained in these guidelines modifies the time
limits prescribed by the Federal Rules of Civil Procedure. Attorneys should make good faith
efforts to respond to discovery requests within the time prescribed by those rules.
Absent exigent circumstances, attorneys seeking additional timeto respond to discovery
requests should contact opposing counsel as soon as practical after receipt of the discovery
request, but not later than three (3) days before the response is due. In multiple party cases,
the attorney wanting additional time should contact the attorney for the party propounding
the discovery.
A request for additional time which does not conflict with a scheduling deadline imposed by
the Federal Rules of Civil Procedure, the Local Rules of this Court, or a Court order should
not be unreasonably refused. If a request foradditional time is granted, the requesting party
should promptly prepare a writing which memorializes the agreement, which shall be served
on all parties but need not be submitted to the Court for approval.
Unless otherwise provided by the Local Rules of the Court, no stipulation that modifies a
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Court-imposed deadline shall be deemed effective unless and until the Court approves the
stipulation.

b.

Depositions.
Unless otherwise ordered by the Court or agreed upon by the parties, fourteen (14) days
notice shall be deemed to be “reasonable notice” w ithin the meaning of Fed. R. Civ.
P.30(b)(1), for the noting of depositions.
GUIDELINE 10: INTERROGATORIES, REQUESTS FOR PRODUCTION OF
DOCUMENTS, ANSWERS TO INTERROGATORIES, AND
WRITTEN RESPONSES TO DOCUMENT REQUESTS

a.

A party may object to an interrogatory, document request, or part thereof, while
simultaneously providing partial or incomplete answers to the request. If a partial or
incomplete answer is provided, the answering party shall state that the answer is partial or
incomplete.

b.

No part of an interrogatory or document request should be left unanswered merely because
an objection is interposed to another part of the interrogatory or document request.

c.

In cases where a party is represented by more than one attorney of record, no discovery
motion, response or opposition should be filed unlessa senior attorney of record has read the
contents of the motion and any supporting memorandum and exhibits.

d.

In accordance with Fed. R. Civ. P. 26(b)(5), where a claim of privilege is asserted in
objecting to any interrogatory, docum ent request, or part thereof, and information is not
provided on the basis of such assertion:
i.

The party asserting the privilege shall, inthe objection to the interrogatory, document
request, or part thereof, identify with specificity the nature of the privilege (including
work product) that is being claimed;

ii.

The following information should be provided in the objection, if known or
reasonably available, unless divulging such information would cause disclosure of the

Ver. 09.11

144
267

allegedly privileged information;
a.

b.

iii.

Ver. 09.11

For oral communications:
i.
the name of the person making the communication and the names of
persons present while the communication was made, and, where not
apparent, the relationship of the pe rsons present to the person making
the communication;
ii.

the date and place of the communication; and

iii.

the general subject matter of the communication.

For documents:
i.
the type of document;
ii.

the general subject matter of the document;

iii.

the date of the document; and

iv.

such other information as is sufficient to identif y the document,
including, where appropriate, the author, addressee, custodian, and
any other recipient of the document, and, where not apparent, the
relationship of the author, addressee, custodian, and any other
recipient to each other.

The above information should be provided separately for each document for which
privilege/protection is asserted, unless doing so would be excessively burdensome or
expensive. In such instances, the party asserting privilege/protection should
particularize why providing separate designations would be excessively burdensome
or expensive, and then may identify by categories the voluminous documents or
communications for which privilege/protection is asserted, providing the above
information for each category. A party may only designate documents as
privilege/protected by category if each document (1) is within the privilege/protected
claimed, and (2) shares common characteristics such as sender, receiver, author, or
specific subject matter. Where only part of a document or communication is
privilege/protected, the unprivileged/unprotected portion should be disclosed if
145
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otherwise discoverable and within the scope of the discovery request.
iv.

Reasonably promptly after receiving the information contained in Guideline 10.d.ii.,
the party seeking disclosure should notify the party from whom disclosure is sought
of any deficiencies in the particularization of the basis for any privilege/protection
asserted, including any “category designations” under Guideline 10.d.iii. Once done,
the party from whom disclosure was sought shall, with reasonable promptness,
provide sufficient factual information, including by affidavit, to establish the factual
basis for each claim of privilege or protection that has been claimed. Failure to do so
may result in a determination by the Court that the party asserting the privilege or
work product protection has failed to particularize it as required by Fed. R. Civ. P.
26(b)(5), resulting in the waiver of any privilege/protection that has been claimed.

v.

The parties are encouraged to confer and reach agreement regarding how to assert
privilege/protection claims with respect to Email “chains” or “strings,” and if unable
to do so, to bring to the attention of the Court their disagreement for prompt
resolution.

e.

If a party asserts in response to an interrogatory, request for production of documents, or
request for admission of facts, that electronically stored information is not reasonably
accessible because of undue burden or cost, within the meaning of Fed. R. Civ. P.
26(b)(2)(B), or otherwise asserts the requested discovery is unduly burdensome or expensive,
the party making that assertion is expected to disclose, promptly and with particularity, the
facts on which it relies to support that contention.

f.

In addition to paper copies, parties are enouraged to exchange discovery requests and
responses in a commonly-accepted word processing format, if requested, in order to reduce
the clerical effort required to prepare responses and motions.
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Local Form 7016-1
Form 35. Report of Parties' Planning Meeting - Local Rule 7016-1(b)

Attorney Submitting (Utah State Bar No.)
Address
Telephone No.
Facsimile No. (Optional)
E-Mail Address (Recommended)
Attorney for
IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF UTAH

Bankruptcy No.

In re:
Debtor(s).

Chapter
Adversary Proceeding No.

Plaintiff(s),
Hon. (Judge’s Name)

vs
Defendant(s).

REPORT OF PARTIES’ PLANNING MEETING

1.

Pursuant to Fed. R. Civ. P. 26(f), a meeting was held on

(date)

at

(place)

and was attended by:

2.

(name)

for plaintiff(s)

(party name)

(name)

for plaintiff(s)

(party name)

(name)

for plaintiff(s)

(party name)

Pre-Discover Disclosures. The parties [have exchanged] [will exchange by

(date) ] the

information required by Fed. R. Civ. P. 26(a)(1) and Local Rule 7016-1.
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3.

Discovery Plan. The parties jointly propose to the court the following discovery plan: [Use

separate paragraphs or subparagraphs as necessary if parties disagree.]
a.

Discovery will be needed on the following subjects: (brief description of subjects on
which discovery will be needed).

b.

Disclosure or discovery of electronically stored information should be handled as follows:
(brief description of parties’ proposals).

c.

The parties have agreed to an order regarding claims of privilege or of protection as trialpreparation material asserted after production, as follows: (brief description of provisions
of proposed order).

d.

All discovery commenced in time to be completed by _____(date). [Discovery on
______(issue for early discovery) to be completed by ______(date).]

e.

Maximum of _____ interrogatories by each party to any other party. [Responses due ____
days after service.]

f.

Maximum of ____requests for admission by each party to any other party. [Response due
____days after service.]

g.

Maximum of ____depositions by plaintiff(s) and

by defendant(s).

h.

Each deposition [other than of _________] limited to maximum of ____hours unless
extended by agreement of parties.

i.

Reports from retained experts under Rule 26(a)(2) due:
from plaintiff(s) by
from defendant(s) by

(date)
(date)

Supplementations under Rule 26(c) due ____(time(s) or interval(s))
4.

.

Other Items. [Use separate paragraphs or subparagraphs as necessary if parties disagree.]
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a.

The parties [request] [do not request] a conference with the court before entry of
the scheduling order.

b.

The parties request a pretrial conference in

c.

Plaintiff(s) should be allowed until
until

d.

f.

(date)

(date)

.

to join additional parties and

to amend the pleadings.

Defendant(s) should be allowed until
until

e.

(date)

(month and year)

(date)

to join additional parties and

to amend the pleadings.

All potentially dispositive motions should be filed by

(date)

.

Settlement [is likely] [is unlikely] [cannot be evaluated prior to (date)

]

[may be enhanced by use of the following alternative dispute resolution
procedure: [
g.

Final lists of witnesses and exhibits under Rule 26(a)(3) should be due
from plaintiff(s) by
From defendant(s) by

h.

].

(date)
(date)

Parties should have ____days after service of final lists of witnesses and exhibits
to list objections under Rule 26(a)(3).

i.

The case should be ready for trial by
to take approximately

5.

(date)

[length of time]

[and at this time is expected

.

[Other matters.]

Date:
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UNITED STATES [DISTRICT/BANKRUPTCY] COURT
FOR THE _________ DISTRICT OF __________
________________ DIVISION
,
Plaintiff,
vs.
,
Defendant.

)
)
)
)
)
)
)
)
)

Case No.
Judge

[PROPOSED]
STANDING ORDER RELATING TO THE
DISCOVERY OF ELECTRONICALLY STORED INFORMATION
This court is participating in the Pilot Program initiated by the Seventh Circuit Electronic
Discovery Committee. Parties and counsel in the Pilot Program with civil cases pending in this
Court shall familiarize themselves with, and comport themselves consistent with, that
committee's Principles Relating to the Discovery of Electronically Stored Information. For more
information about the Pilot Program please see the web site of the Committee,
www.discoverypilot.com. If any party believes that there is good cause why a particular case
should be exempted, in whole or in part, from the Principles Relating to the Discovery of
Electronically Stored Information, then that party may raise such reason with the Court.

General Principles
Principle 1.01 (Purpose)
The purpose of these Principles is to assist courts in the administration of Federal Rule of
Civil Procedure 1, to secure the just, speedy, and inexpensive determination of every civil
case, and to promote, whenever possible, the early resolution of disputes regarding the
discovery of electronically stored information ("ESI") without Court intervention.
Understanding of the feasibility, reasonableness, costs, and benefits of various aspects of
electronic discovery will inevitably evolve as judges, attorneys and parties to litigation gain more
experience with ESI and as technology advances.
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Principle 1.02 (Cooperation)
An attorney's zealous representation of a client is not compromised by conducting
discovery in a cooperative manner. The failure of counsel or the parties to litigation to
cooperate in facilitating and reasonably limiting discovery requests and responses raises
litigation costs and contributes to the risk of sanctions.
Principle 1.03 (Discovery Proportionality)
The proportionality standard set forth in Fed. R. Civ. P. 26(b)(2)(C) should be applied in
each case when formulating a discovery plan. To further the application of the proportionality
standard in discovery, requests for production of ESI and related responses should be reasonably
targeted, clear, and as specific as practicable.
Early Case Assessment Principles
Principle 2.01 (Duty to Meet and Confer on Discovery and to Identify Disputes for
Early Resolution)
(a)

Prior to the initial status conference with the Court, counsel shall meet and

discuss the application of the discovery process set forth in the Federal Rules of Civil
Procedure and these Principles to their specific case. Among the issues to be discussed are:
(1)

the identification of relevant and discoverable ESI and documents,
including methods for identifying an initial subset of sources of ESI
and documents that are most likely to contain the relevant and
discoverable information as well as methodologies for culling the
relevant and discoverable ESI and documents from that initial subset
(see Principle 2.05);

(2)

the scope of discoverable ESI and documents to be preserved by the
parties;

(3)

the formats for preservation and production of ESI and documents;

(4)

the potential for conducting discovery in phases or stages as a method
for reducing costs and burden; and

(5)

the potential need for a protective order and any procedures to which
the parties might agree for handling inadvertent production of
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privileged information and other privilege waiver issues pursuant to Rule
502(d) or (e) of the Federal Rules of Evidence.
(b)

Disputes regarding ESI that counsel for the parties are unable to resolve shall

be presented to the Court at the initial status conference, Fed. R. Civ. P. Rule 16(b)
Scheduling Conference, or as soon as possible thereafter.
(c)

The attorneys for each party shall review and understand how their client's

data is stored and retrieved before the meet and confer discussions in order to determine
what issues must be addressed during the meet and confer discussions.
(d)

If the Court determines that any counsel or party in a case has failed to cooperate

and participate in good faith in the meet and confer process or is impeding the purpose of these
Principles, the Court may require additional discussions prior to the commencement of
discovery, and may impose sanctions, if appropriate.
Principle 2.02 (E-Discovery Liaison(s))
In most cases, the meet and confer process will be aided by participation of an ediscovery liaison(s) as defined in this Principle. In the event of a dispute concerning the
preservation or production of ESI, each party shall designate an individual(s) to act as ediscovery liaison(s) for purposes of meeting, conferring, and attending court hearings on the
subject. Regardless of whether the e-discovery liaison(s) is an attorney (in-house or outside
counsel), a third party consultant, or an employee of the party, the e-discovery liaison(s) must:
(a)

be prepared to participate in e-discovery dispute resolution;

(b)

be knowledgeable about the party's e-discovery efforts;

(c)

be, or have reasonable access to those who are, familiar with the party's electronic

systems and capabilities in order to explain those systems and answer relevant questions; and
(d)

be, or have reasonable access to those who are, knowledgeable about the technical

aspects of e-discovery, including electronic document storage, organization, and format issues,
and relevant information retrieval technology, including search methodology.
Principle 2.03 (Preservation Requests and Orders)
(a)

Appropriate preservation requests and preservation orders further the goals of

these Principles. Vague and overly broad preservation requests do not further the goals of these
Principles and are therefore disfavored. Vague and overly broad preservation orders should not
be sought or entered. The information sought to be preserved through the use of a preservation
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letter request or order should be reasonable in scope and mindful of the factors set forth in Rule
26(b)(2)(C).
(b)

To the extent counsel or a party requests preservation of ESI through the use of a

preservation letter, such requests should attempt to ensure the preservation of relevant and
discoverable information and to facilitate cooperation between requesting and receiving counsel
and parties by transmitting specific and useful information. Examples of such specific and useful
information include, but are not limited to:
(1)

names of the parties;

(2)

factual background of the potential legal claim(s) and identification of
potential cause(s) of action;

(3)

names of potential witnesses and other people reasonably anticipated to
have relevant evidence;

(4)

relevant time period; and

(5)

other information that may assist the responding party in assessing what
information to preserve.

(c)

If the recipient of a preservation request chooses to respond, that response should

provide the requesting counsel or party with useful information regarding the preservation efforts
undertaken by the responding party. Examples of such useful and specific information include,
but are not limited to, information that:
(1)

identifies what information the responding party is willing to preserve
and the steps being taken in response to the preservation letter;

(d)

(2)

identifies any disagreement(s) with the request to preserve; and

(3)

identifies any further preservation issues that were not raised.

Nothing in these Principles shall be construed as requiring the sending of a

preservation request or requiring the sending of a response to such a request.
Principle 2.04 (Scope of Preservation)
(a)

Every party to litigation and its counsel are responsible for taking reasonable and

proportionate steps to preserve relevant and discoverable ESI within its possession, custody or
control. Determining which steps are reasonable and proportionate in particular litigation is a fact
specific inquiry that will vary from case to case. The parties and counsel should address
preservation issues at the outset of a case, and should continue to address them as the case
progresses and their understanding of the issues and the facts improves.
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(b)

Discovery concerning the preservation and collection efforts of another party may

be appropriate but, if used unadvisedly, can also contribute to the unnecessary expense and delay
and may inappropriately implicate work product and attorney-client privileged matter.
Accordingly, prior to initiating such discovery a party shall confer with the party from whom the
information is sought concerning: (i) the specific need for such discovery, including its relevance
to issues likely to arise in the litigation; and (ii) the suitability of alternative means for obtaining
the information. Nothing herein exempts deponents on merits issues from answering questions
concerning the preservation and collection of their documents, ESI, and tangible things.
(c)

The parties and counsel should come to the meet and confer conference prepared

to discuss the claims and defenses in the case including specific issues, time frame, potential
damages, and targeted discovery that each anticipates requesting. In addition, the parties and
counsel should be prepared to discuss reasonably foreseeable preservation issues that relate
directly to the information that the other party is seeking. The parties and counsel need not raise
every conceivable issue that may arise concerning their preservation efforts; however, the
identification of any such preservation issues should be specific.
(d)

The following categories of ESI generally are not discoverable in most cases,

and if any party intends to request the preservation or production of these categories, then that
intention should be discussed at the meet and confer or as soon thereafter as practicable:
(1)

"deleted," "slack," "fragmented," or "unallocated" data on hard drives;

(2)

random access memory (RAM) or other ephemeral data;

(3)

on-line access data such as temporary internet files, history, cache,
cookies, etc.;

(4)

data in metadata fields that are frequently updated automatically, such as
last-opened dates;

(5)

backup data that is substantially duplicative of data that is more accessible
elsewhere; and

(6)

other forms of ESI whose preservation requires extraordinary affirmative
measures that are not utilized in the ordinary course of business.

(e)

If there is a dispute concerning the scope of a party's preservation efforts, the

parties or their counsel must meet and confer and fully explain their reasons for believing that
additional efforts are, or are not, reasonable and proportionate, pursuant to Rule 26(b)(2)(C). If
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the parties are unable to resolve a preservation issue, then the issue should be raised promptly
with the Court.
Principle 2.05 (Identification of Electronically Stored Information)
(a)

At the Rule 26(f) conference or as soon thereafter as possible, counsel or the

parties shall discuss potential methodologies for identifying ESI for production.
(b)

Topics for discussion may include, but are not limited to, any plans to:
(1)

eliminate duplicative ESI and whether such elimination will occur only
within each particular custodian's data set or whether it will occur
across all custodians;

(2)

filter data based on file type, date ranges, sender, receiver, custodian,
search terms, or other similar parameters; and

(3)

use keyword searching, mathematical or thesaurus-based topic or
concept clustering, or other advanced culling technologies.

Principle 2.06 (Production Format)
(a)

At the Rule 26(f) conference, counsel and the parties should make a good faith

effort to agree on the format(s) for production of ESI (whether native or some other reasonably
usable form). If counsel or the parties are unable to resolve a production format issue, then the
issue should be raised promptly with the Court.
(b)

The parties should confer on whether ESI stored in a database or a database

management system can be produced by querying the database for discoverable information,
resulting in a report or a reasonably usable and exportable electronic file for review by the
requesting counsel or party.
(c)

ESI and other tangible or hard copy documents that are not text-searchable need

not be made text-searchable.
(d)

Generally, the requesting party is responsible for the incremental cost of creating

its copy of requested information. Counsel or the parties are encouraged to discuss cost sharing
for optical character recognition (OCR) or other upgrades of paper documents or non-textsearchable electronic images that may be contemplated by each party.
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Education Provisions
Principle 3.01 (Judicial Expectations of Counsel)
Because discovery of ESI is being sought more frequently in civil litigation and the
production and review of ESI can involve greater expense than discovery of paper documents, it
is in the interest of justice that all judges, counsel and parties to litigation become familiar with
the fundamentals of discovery of ESI. It is expected by the judges adopting these Principles that
all counsel will have done the following in connection with each litigation matter in which they
file an appearance:
(1)

Familiarize themselves with the electronic discovery provisions of Federal
Rules of Civil Procedure, including Rules 26, 33, 34, 37, and 45, as well
as any applicable State Rules of Procedure;

(2)

Familiarize themselves with the Advisory Committee Report on the 2006
Amendments to the Federal Rules of Civil Procedure, available at
http://www.uscourts.gov/uscourts/RulesAndPolicies/rules/EDiscovery_w_
Notes.pdf; and

(3)

Familiarize themselves with these Principles.

Principle 3.02 (Duty of Continuing Education)
Judges, attorneys and parties to litigation should continue to educate themselves on
electronic discovery by consulting applicable case law, pertinent statutes, the Federal Rules of
Civil Procedure, the Federal Rules of Evidence, The Sedona Conference® publications relating
to electronic discovery1, additional materials available on web sites of the courts2, and of other
organizations3 providing educational information regarding the discovery of ESI.4

ENTER:

Dated:
[Name]
United States [District/Bankruptcy/Magistrate] Judge

1
2
3
4

http://www.thesedonaconference.org/content/miscFiles/publications html?grp=wgs110
E.g. http://www.ilnd.uscourts.gov/home/
E.g. http://www.discoverypilot.com, www.fjc.gov (under Educational Programs and Materials)
E.g. http://www.du.edu/legalinstitute
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APPENDIX L -7016
FORM SCHEDULING ORDER
UNITED STATES BANKRUPTCY COURT
WESTERN DISTRICT OF TEXAS
§
§
§
§
§
§
§
§
§

V.

ADVERSARY NO.

SCHEDULING ORDER
Pursuant to Rule 16, Federal Rules of Civil Procedure, the Court issues the following
scheduling order.
IT IS ORDERED THAT:
1.

The parties shall file all amended or supplemental pleadings and shall join

additional parties on or before [60 days after Scheduling Order]. See L. Rule 7015.
2.

All parties asserting or resisting claims for relief shall file and serve on all other

parties, but not file, the disclosures required by Federal Rule of Civil Procedure 26(a)(1) on or
before [14 days after Scheduling Order].
3.

The parties shall complete discovery on or before [90 days from the issuance of

the Scheduling Order]. Counsel may, by agreement, continue discovery beyond the deadline, but
there will be no intervention by the Court except in extraordinary circumstances.
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4.

All dispositive motions shall be filed and served on all other parties on or before

[100 days from the issuance of the Scheduling Order] and shall be limited to 20 pages. See L.
Rule 7007(a) for the definition of dispositive motions and page limits. Responses shall be filed
and served on all other parties not later than 21 days of the service of the motion and shall be
limited to 20 pages. See L. Rule 7007(b)(2). Any replies shall be filed and served on all other
parties not later than 7 days of the service of the response and shall be limited to 10 pages, but
the Court need not wait for the reply before ruling on the motion. See L. Rule 7007(c).
5.

Motions other than Rule 12 or 56 are governed by L. Rule 7007, 9013, and 9014

where applicable.
6.

Docket call for trial is set [125 days from issuance of the Scheduling Order].

Parties will be required to discuss at docket call any objections to the use of deposition testimony
and stipulations regarding the use of experts for trial.
7.

A Joint Pre-trial Order and proposed findings of fact and conclusions of law are

due 7 days before docket call. See L. Rule 7016(c) and (d).
8.

Exhibits and a witness list are to be exchanged five business days in advance of

trial. See L. Rule 7016(g)(2). In addition, counsel are encouraged to present and provide
electronic versions of exhibits where practicable. Use and presentation of electronic exhibits
should be coordinated through the courtroom deputy.
9.

Counsel are reminded that, with regard to any paper that is filed, compliance with

Fed. R. Civ. P. 5.2 is mandatory. As such, counsel should ensure that appropriate redactions are
made.
10.

This Scheduling Order does not specifically address the discovery of

electronically stored information (ESI). To the extent the parties believe that ESI is subject to
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discovery, the parties are directed to reach an agreement on production of ESI. The parties are
encouraged to use the template developed by the Seventh Circuit Electronic Discovery Pilot
Program.

See www.discoverypilot.com.

Any party may bring any dispute regarding the

discovery of ESI, but it must be brought to the Court’s attention by motion 30 days after Rule
26(a)(1) disclosures are made.
11.

Counsel residing outside the State of Texas may designate local counsel in

writing, giving the street address, telephone number and mailing address. The designation shall
be filed with the Clerk of the Court in this proceeding, and a copy shall be sent to all other
counsel of record in this proceeding. This provision may be waived by the Court upon motion of
counsel and service upon other parties.
12.

All discovery must be commenced and completed by the discovery deadline

provided in this Order.
a.

Designation of experts shall be an issue at any pretrial conference.

b.

Counsel are encouraged to resolve discovery disputes by agreement.
Motions to compel, motions for protective orders and similar motions, while
not prohibited, may result in sanctions being imposed on the losing party or
both parties as provided in Fed. R. Bankr. P. 7037 & 9011 or 28 U.S.C. §
1927, if a hearing is required thereon.

c.

If applicable, parties may file dispositive motions under Fed. R. Bankr. P.
7012 & 7056 and Fed. R. Civ. P. 12(b) & 56. Such motions, if filed, must
be filed by the deadline for dispositive motions in this Order. Responses to
motions under FRBP 12 and 56 must be filed within 21 days after the
Motion is filed. All other motions in this adversary proceeding, unless
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unopposed, require the filing of a written response within 14 days, or
the motion may be granted without a hearing.
d.

All discovery shall be commenced at a time which allows for the full
response time provided by applicable rules on or before the discovery
deadline.
E.g., if the discovery deadline is July 15, interrogatories must be actually
delivered on or before June 15 in order to allow thirty days for answers. If
the interrogatories are mailed, then they must be mailed on or before June
12, pursuant to Fed. R. Bankr. P. 9006(f), to allow three additional days for
service by mail.

e.

The Court may, upon motion and for cause shown, extend, reduce, or
otherwise modify the deadlines set out in the Scheduling Order. Mere
agreement of the parties to such extensions or modifications is not of itself
sufficient cause.

13.

Counsel and unrepresented parties must confer prior to the date the Pre-Trial

Order is required to be filed, to fully explore the possibility of settlement, to stipulate to matters
not in dispute and to simplify the issues. The Pre-Trial Order shall contain a certificate to the
effect that the conference of counsel has been held. Counsel must also confer in an effort to
determine whether the original time estimate for trial is correct or should be revised. If the
parties wish to have a pre-trial conference with the Court, a pre-trial conference should be
requested as early as possible, but at least 60 days prior to the trial.
14.

Docket call is set on the docket call date provided in the scheduling order. The

only matters to be considered by the Court at docket call are as follows:
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a.

Date, time and place of trial following docket call.

b.

Properly and timely-filed motions for continuance or for default judgment.

c.

Motions not previously ruled on under Fed. R. Civ. P. 12 and Fed. R. Bankr.
P. 7012.

d.

Settlement announcements.

Failure to attend docket call may result in dismissal or rendition of final judgment.
You may, however, authorize any member of the Bar of this Court, including opposing
counsel, to make an appearance on your behalf at docket call, if there are no contested
motions for continuance, motions for default judgment or motions under Fed. R. Civ. P. 12
and Fed. R. Bankr. P. 7012.

Dated: ______________

Yvette M. Taylor
Clerk, US Bankruptcy Court

by : ______Courtroom Deputy_________
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Statement of Purpose and Preparation of Principles
The goal of the Principles is to provide incentives for the early and informal information exchange on
commonly encountered issues relating to evidence preservation and discovery, paper and electronic, as
required by Federal Rule of Civil Procedure 26(f)(2). The Principles provide guidance on how to streamline
the discovery process (e.g., suggesting formats of electronic discovery which are generally not required to
be preserved, thus requiring a party to discuss the need for such formats early in the pretrial litigation
process) and how to resolve disputes regarding electronic discovery.
The Principles also contain novel ideas, such as the use of e-discovery liaisons, to assist parties in
efficiently managing discovery, particularly discovery involving complex electronically stored information.
The Principles have generated a tremendous amount of interest in the legal community nationally.
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About the Committee

News

History
The Seventh Circuit Electronic Discovery Pilot Program Committee ("Committee") was formed in May 2009
to conduct a multi-year, multi-phase process to develop, implement, evaluate, and improve pretrial litigation
procedures that would provide fairness and justice to all parties while seeking to reduce the cost and burden
of electronic discovery consistent with Rule 1 of the Federal Rules of Civil Procedure. To that end we
brought together the most talented experts in the Seventh Circuit from all sectors of the bar, including
government lawyers, plaintiffs' lawyers, defense lawyers, and in house lawyers from companies with large
information systems, as well as experts in relevant fields of technology. These experts developed Principles
Relating to the Discovery of Electronically Stored Information (“Principles”), and a Standing Order by which
participating judges implement the Principles in the Pilot Program test cases.
The Committee conducted Phase 1 of the Pilot Program from October 2009 through March 2010, and
unveiled its detailed Report on Phase 1 at last year's Seventh Circuit Bar Association meeting. In order to
provide an early indication of any needed adjustments, Phase 1 was limited in duration and the Phase 1
Report provides only a partial and initial "snapshot" of how the Principles appeared to be working in
practice. The full report is available at www.DiscoveryPilot.com. In summary, the participating judges
overwhelmingly felt that the Principles were having a positive effect on counsel’s attention to and knowledge
about relevant technology when addressing electronic discovery issues with the Court. In particular, the
judges felt that the involvement of e-discovery liaisons required by Principle 2.02 contributes to a more
efficient discovery process. Many of the participating lawyers reported little impact on their cases,
presumably mostly because of the limited duration of Phase 1. But those who did feel an effect from the
Principles overwhelmingly reported that it was positive in terms of promoting fairness, fostering more
amicable dispute resolution, and facilitating zealous advocacy on behalf of their clients.
The Committee is engaged in the two-year long Phase 2 of the Pilot Program. The Committee intends to
present its Final Report on Phase Two in 2012, before moving on to Phase Three.
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Membership
The Committee functions through its dedicated volunteer members. Members include practicing attorneys,
judges, and others active in litigation support and the ediscovery field, including academics and consultants.
Potential members are screened by the Membership Subcommittee. Most, but not all members possess a
J.D., but ediscovery vendors also share their talents with the Committee, working with the Technology
Subcommittee. Members may be nominated by current members, or may self-nominate. For more
information on membership, see the Membership Subcommittee page, or contact one of the Membership
Subcommittee Co-Chairs.
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Resources

News

The Committee fulfills its mission in part by providing education on electronic discovery topics, through the
Education Subcommittee.For additional independent, general information about electronic discovery topics,
the Committee refers you to The Sedona Conference.
Webinars
Cases
Other Materials
EDRM.net
Disclaimer: Use of this site is not a substitute for legal research in connection with any pending or potential
legal matter. The Seventh Circuit Electronic Discovery Pilot Program will not be liable for any errors or
omissions in information contained on this site or for the availability of such information. The Seventh Circuit
Electronic Discovery Pilot program will not be liable for any losses, injuries, or damages resulting from the
display or use of any information.
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Library of On-Demand Webinars
Reforming Discovery; 7th Circuit E-Discovery Pilot Program
Hon. James Holderman, Hon. Nan Nolan, Thomas Lidbury, Alexandra Buck and Victoria Redgrave
discuss the 7th Circuit E–Discovery Pilot Program and provide critical perspectives on how the
Program's Principles are being used to make the discovery process more manageable, less contentious
and more affordable. (Webinar originally broadcast on February 17, 2010.)
Link to: 7th Circuit E-Discovery Pilot Program Principles [Appendix, Report]
View Notes of this Webcast
View Webcast Now >>

News
Webinar on June 18, 2014:
Legal Holds and the Seven
Stages of Grief
CLE May 20th: Legal Holds
And The Seven Stages of
Grief
IAALS Online, October 14,
2013, By Corina Gerety, A
Roadmap For Changing
Court Procedures To
Improve The Civil Justice
System

You and Your Clients: Communicating About E-Discovery
In this program panelists will provide practical guidance and direction to counsel on how to more
effectively work with clients preparing for discovery through the application of the Principles laid out in
the Seventh Circuit Court of Appeals’ “Electronic Discovery Pilot Program.” Panelists will offer insight
and best practices based on their experiences working as both in-house and outside counsel. (Webinar
originally broadcast on April 28, 2010.)
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Link to: 7th Circuit E-Discovery Pilot Program Principles [Appendix, Report]

Communications and
Outreach

View Notes of this Webcast

Principle Development

View Webcast Now >>

Surveys
Website

The 4 P’s of eDiscovery
Jonathan Redgrave (Chair Emeritus of The Sedona Conference Working Group 1 and Partner at
Redgrave LLP) leads an interactive education session for the bench and bar focused on four of the most
challenging areas of civil discovery today: Proportionality, Preservation, Privilege, and Privacy. The
program includes a discussion of the law within the Seventh Circuit and nationally on these topics, and
addresses how to apply these concepts to small and large cases of all types. (Webinar originally
presented on January 18, 2011 and presented again and recorded on October 18, 2011.)

Technology
Criminal Procedure
E-Mediation

View Notes of this Webcast
View Webcast Now >>
What Everyone Should Know About the Mechanics of E-Discovery
Understanding the mechanics of electronic discovery is essential to your effectiveness in litigation and to
fulfill your responsibility to your clients. The Seventh Circuit Electronic Discovery Pilot Program, together
with Merrill Corporation, assists you in mastering the e-discovery challenges of today's litigation and
managing the preservation, retrieval, and production of ESI through the e-discovery process. (Webinar
broadcast on April 6, 2011.)
Unfortunately, this webinar is not available for on-demand viewing. The slides are available through the
link below.
View Notes of this Webcast
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View Webcast Now >>
Ethics of E-Discovery
The Seventh Circuit Electronic Discovery Pilot Program, together with Wilson Elser, assists you in
identifying the various ethical issues that arise in executing your e-discovery responsibilities and
provides you with a basic framework to help you navigate through the e-discovery ethical pitfalls that
may arise. The program provides various perspectives from plaintiffs' counsel, defense counsel, inhouse counsel, and the judiciary. (This webinar was broadcast on November 30, 2011.)
Link to "Ethics of E-Discovery" on-demand video: http://www.visualwebcaster.com/event.asp?id=83956
View Notes of this Webcast
View Webcast Now >>
Criminal E-Discovery CLE
View Webcast Now >>
Discovery of Social Media
Discovery of Social Media
View Webcast Now >>
Managing E-Discovery When Resources are Limited
Presented by the ISBA Federal Civil Practice Section and Co-Sponsored by the 7th Circuit E-Discovery Pilot Program.
Litigation occasionally involves parties of very disparate sizes, which can result in a difference between the amount of
electronically-stored data in each of their possessions – and an even great difference in their resources to obtain ediscovery. The costs and logistics of e-discovery can present special problems in cases where the parties are operating on
a more limited budget. View this webinar for tips and advice for these types of situations, as well as a discussion on how
to find, preserve, and produce electronically-stored data.

View Webcast Now >>
eDiscovery Presentation
View Webcast Now >>
The 4 P’s of eDiscovery: Proportionality, Privilege, Preservation & Privacy
The Seventh Circuit Pilot Program on Electronic Discovery, in conjunction with SNR Denton and TCDI, is proud
to have sponsored a webinar featuring Jonathan Redgrave. Mr. Redgrave, a nationally recognized expert on
electronic discovery, presented on “The Four P’s of E-Discovery: Preservation, Production, Privilege and
Privacy.”
(Webinar originally broadcast on April 18, 2012)
Link to "The 4 P’s of eDiscovery: Proportionality, Privilege, Preservation & Privacy":

http://www.redgravellp.com/newsroom/webinars/4ps-of-ediscovery-replay.aspx
View Webcast Now >>
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E-Mediation Program

News

The 7th Circuit Electronic Discovery Pilot Program has created a Voluntary E-Mediation program to provide
volunteer mediators from among the members of the Electronic Discovery Pilot Program to mediate ediscovery disputes in smaller civil cases where the parties and their counsel lack the experience and
resources to resolve the discovery issues themselves. Mediators are not special masters and are not
appointed by the Court. Mediators will mediate only the e-discovery dispute and not the merits. Mediation
services are available only where all parties to the e-discovery dispute agree. The Voluntary E-Mediation
Program is overseen by the E-Mediation Subcommittee. The purpose of the program is to assist the
Judges of the Northern District and those who litigate here who lack the resources and expertise to resolve
their electronic discovery disputes themselves.
The program is intended to provide assistance in smaller cases involving limited amounts of Electronically
Stored Information ("ESI"). The Program currently has 19 mediators from 13 firms and companies. Every
mediator is a member of the Pilot Program Committee and has substantial experience in electronic
discovery. Mediators have received six-hours of training. Mediators may decline an assignment for any
reason.   For additional details, please consult the Procedures of the E-Mediation Program.
To submit a matter to mediation, the parties must submit two documents: a Submission Statement and a
Mediation Agreement to:
Ben Weinberg Dentons LLP
233 S. Wacker Drive, Suite 7800
Chicago, Illinois 60606
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ben.weinberg@dentons.com
Additional information about the Program is available from Christopher King christopher.king@dentons.com
or Dan Rizzolo drizzolo@esiconconsulting.com.
Attachment

Size

E-Mediation Submission Statement.doc

86 KB

E-Mediation Program Procedures(81032089_1).PDF

17.85 KB

Criminal Procedure
E-Mediation

E-Mediation Subcommittee Members(81032084_1).PDF 13.92 KB
Mediator List(81032083_1).PDF

12.51 KB

E-Mediation Agreement 10 22 13.DOC

66.5 KB
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Pilot Program in the News
The Pilot Program has been the subject of numerous articles and blogs over the past two years. Below is a
sample of media coverage about the Pilot Program.
Webinar on June 18, 2014: Legal Holds and the Seven Stages of Grief
CLE May 20th: Legal Holds And The Seven Stages of Grief
IAALS Online, October 14, 2013, By Corina Gerety, A Roadmap For Changing Court Procedures To
Improve The Civil Justice System
The Pilot Program announces the establishment of a program to assist the judiciary and litigants in the
District in resolving e-discovery disputes in cases where the parties lack the resources to resolve the
issue on their own. Mediation services are provided by volunteer members of the Pilot Program
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Grief
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2013, By Corina Gerety, A
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Improve The Civil Justice
System

Committee at no cost to the parties.
The 7th Circuit Bar Association and the 7th Circuit Electronic Discovery Pilot Program Committee invite
you to attend a FREE panel discussion

more

Subcommittees

Seventh Circuit Electronic Discovery Pilot Program Approves Model Discovery Plan and Case
Management Order, By Brittany Kauffman, August 15, 2013

Education

Empowering Improvement. Advancing Excellence, Seventh Circuit Electronic Discovery Pilot Program

Communications and
Outreach

We Need Mediation In E-Discovery, Law360, New York, June 5, 2013 by Daniel B. Garrie

Principle Development

ediscovery Insight,The Seventh Circuit Electronic Discovery Pilot Program, April 11, 2011, by Keith

Surveys

Schrodt

Website

Membership

Technology
NAAGazette 7th Circuit Launches E-Discovery Pilot Program, Hedda Litwin, Cyberspace Law Chief
Counsel, 11/30/2009

Criminal Procedure
E-Mediation

eDiscovery Pilot Programs Illustrate Opportunities To Avoid Unnecessary Cost, by Wendy Butler Curtis,
Patricia Alberts and Logan Herlinger, 9/22/2010
discoveryclould By NextPoint Blog, eDiscovery With Chief Judge Holderman, 27th November by Jason
K. Krause, Expert Witness: Chief Judge James Holderman
e-discovery 2.0, Thoughts about the evolution of e-discovery, Q&A With Predictive Coding Guru, Maura
R. Grossman, Esq.
7th Circuit Pilot Program on E-Discovery, E-Discovery Team®, Blog by Ralph Losey
7th Circuit Electronic Discovery Pilot Program Overview, ESIBytes, Recorded 7/5/2012
7th Circuit eDiscovery Pilot Program Launches National Outreach Committee, August 24, 2011
Seventh Circuit Electronic Discovery Pilot Program Issues Final Report on Phase Two: Electronic
Discovery Law,K&L Gates, June 13, 2012
Technology: 7th Circuit e-discovery committee's efforts paying off
7th Circuit eDiscovery Pilot Program Tackles Technology Assisted Review With Mock Arguments
Top ten e-discovery developments and trends in 2011
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7th Circuit Pilot Program Could Have Wide-Ranging Impact
The 7th Circuit E-Discovery Pilot Project: What We Might Learn and Why It Matters to Every Litigant in
America
7th Circuit Electronic Discovery Pilot Program and the Principles on ESI - eDiscovery 2.0 Blog
Judge Peck Calls Upon Lawyers to Use Artificial Intelligence and Jason Baron Warns of a Dark Future of
Information Burn-Out If We Don’t
The Court of Appeals for the Federal Circuit just issued the attached model discovery order.
Michael P. Carbone, Managing E-Discovery with ADR
Chief Judge Holderman Reports on Progress of the Seventh Circuit Electronic Discovery Pilot Program,
May 17, 2011.
Cinthia G. Motley, The Seventh Circuit Electronic Discovery Pilot Program, DRI Newsletter of the
Electronic Discovery Committee, May 3, 2011.
Michael Kozubek, Proportionality Doctrine Reduces E-Discovery Costs and Abuses, Inside Counsel,
March 1, 2011.
John C. Mitby, Seventh Circuit Electronic Discovery Pilot Program, Axley.com, October 25, 2010.
Christopher Danzig, Pilot Program Attacks E-Discovery Burdens, Inside Counsel, August 1, 2010.
Jason Krause, Piloting E-Discovery Rules in the 7th Circuit, Law.com, July 26, 2010.
Leigh Jones, Federal Pilot Program Curbs E-Discovery Fights, Law Technology News, May 14, 2010.
Marc Gottridge, Frank T. Spano, Allison C. Stanton and Claudia Morgan, Practical Principles for EDiscovery in the 21st Century: Phase One Results of the Seventh Circuit's Electronic Discovery Pilot
Program, Digital Discovery & E-Evidence, May 13, 2010.
Lawyers for Civil Justice et al., The Need for Clear, Concise, and Meaningful Amendments to Key Rules
of Civil Procedure (submitted to the 2010 Conference on Civil Litigation Duke Law School May 10-11
2010).
More About the 7th Circuit's E-Discovery Pilot Program, Trial Practice Tips Weblog: Litigation tips for trial
lawyers from Illinois and Missouri lawyer Evan Schaeffer, February 16, 2010.
Seventh Circuit's Electronic Discovery Pilot Program, Metropolitan Corporate Counsel, February 1, 2010.
Earthtimes.org, "Panel to Examine Progress of 7th Circuit Electronic Discovery Pilot Program at
LegalTech West Coast 2010 Conference"
Seventh Circuit Launches Electronic Discovery Pilot Program, Faegre & Benson, LLP, January 26, 2010.
7th Circuit's E-Discovery Pilot Program, Trial Practice Tips Weblog: Litigation tips for trial lawyers from
Illinois and Missouri lawyer Evan Schaeffer, January 26, 2010.
7th Circuit Implements Pilot Program to Address E-Discovery Issues, Ungaretti & Harris: E-Discovery
Update – January 2010, January 22, 2010.
Timothy J. Chorvat and Christine P. Benavente, A new approach to electronically stored information: The
Seventh Circuit Electronic Discovery Pilot Program, Trial Briefs, January 2010, Vol. 55, No. 4
7th Circuit Launches Electronic Discovery Pilot Program, D1 Solutions: Technology, Personnel and
Process Solutions, November 24, 2009.
E-DISCOVERY TASK FORCE UPDATE (Sidley Austin LLP), November 12, 2009
Seventh Circuit Announces Electronic Discovery Pilot Program, ESI Team – E-discovery / Emanagement Alert, November 5, 2009.
Seventh Circuit's Pilot E-Discovery Program, Ride the Lightning: Electronic Evidence Blog, November 4,
2009.
7th Circuit Launches eDiscovery Pilot Program, Chicago Lawyer: LexTek Report, October 29, 2009.
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John Flynn Rooney, Courts to see better grip on e-discovery, Chicago Daily Law Bulletin, October 29,
2009.
Kellner Say Cooperation Now The Law in 7th Circuit, docNative Paradigm Blog, October 26, 2009.
7th Circuit Launches an Electronic Discovery Pilot Program, e-discovery 2.0: thoughts about the
evolution of e-discovery, October 15, 2009.
Seventh Circuit's Pilot E-Discovery Program, EDD Update: Electronic Data Discovery News and
Analysis, October 13, 2009.
Seventh Circuit's Pilot E-Discovery Program, Law Technology News Notes (Facebook), October 13,
2009.
Seventh Circuit Implements Electronic Discovery Pilot Program, Wisconsin Business and Commercial
Litigation: Badger State Litigation Information for In-House and Private Practice Lawyers, October 7,
2009.
Steve Puiszis, Seventh Circuit's Electronic Discovery Pilot Program, For The Defense, October 7, 2009
Know your court and its rules for electronic discovery: Seventh Circuit announces innovative pilot project,
E-discovery Law Alert: Developments in e-discovery law (Nixon Peabody), October 5, 2009.
Seventh Circuit Intitiates e-Discovery Pilot Program Beginning October 1, 2009, edd blog online, October
2, 2009.
Seventh Circuit Electronic Discovery Pilot Program, The Florida Legal Blog, October 1, 2009
7th Circuit Initiates e-Discovery Pilot Program Beginning October 1, 2009, Electronic Discovery Law,
September 30, 2009.
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7th CIRCUIT ELECTRONIC DISCOVERY COMMITTEE
PRINCIPLES RELATING TO THE DISCOVERY OF
ELECTRONICALLY STORED INFORMATION
(Rev. 08/01/2010)
General Principles
Principle 1.01 (Purpose)
The purpose of these Principles is to assist courts in the administration of Federal Rule of
Civil Procedure 1, to secure the just, speedy, and inexpensive determination of every civil case,
and to promote, whenever possible, the early resolution of disputes regarding the discovery of
electronically stored information (“ESI”) without Court intervention. Understanding of the
feasibility, reasonableness, costs, and benefits of various aspects of electronic discovery will
inevitably evolve as judges, attorneys and parties to litigation gain more experience with ESI and
as technology advances.
Principle 1.02 (Cooperation)
An attorney’s zealous representation of a client is not compromised by conducting
discovery in a cooperative manner. The failure of counsel or the parties to litigation to cooperate
in facilitating and reasonably limiting discovery requests and responses raises litigation costs and
contributes to the risk of sanctions.
Principle 1.03 (Discovery Proportionality)
The proportionality standard set forth in Fed. R. Civ. P. 26(b)(2)(C) should be applied in
each case when formulating a discovery plan. To further the application of the proportionality
standard in discovery, requests for production of ESI and related responses should be reasonably
targeted, clear, and as specific as practicable.
Early Case Assessment Principles
Principle 2.01 (Duty to Meet and Confer on Discovery and to Identify Disputes for Early
Resolution)
(a)
Prior to the initial status conference with the Court, counsel shall meet and discuss
the application of the discovery process set forth in the Federal Rules of Civil Procedure and
these Principles to their specific case. Among the issues to be discussed are:
(1) the identification of relevant and discoverable ESI and documents,
including methods for identifying an initial subset of sources of ESI
and documents that are most likely to contain the relevant and
discoverable information as well as methodologies for culling the
relevant and discoverable ESI and documents from that initial subset
(see Principle 2.05);
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(2) the scope of discoverable ESI and documents to be preserved by the
parties;
(3) the formats for preservation and production of ESI and documents;
(4) the potential for conducting discovery in phases or stages as a method for
reducing costs and burden; and
(5) the potential need for a protective order and any procedures to which the
parties might agree for handling inadvertent production of privileged
information and other privilege waiver issues pursuant to Rule 502(d)
or (e) of the Federal Rules of Evidence.
(b) Disputes regarding ESI that counsel for the parties are unable to resolve shall be
presented to the Court at the initial status conference, Fed. R. Civ. P. Rule 16(b) Scheduling
Conference, or as soon as possible thereafter.
(c) The attorneys for each party shall review and understand how their client’s data is
stored and retrieved before the meet and confer discussions in order to determine what issues
must be addressed during the meet and confer discussions.
(d) If the Court determines that any counsel or party in a case has failed to cooperate
and participate in good faith in the meet and confer process or is impeding the purpose of these
Principles, the Court may require additional discussions prior to the commencement of
discovery, and may impose sanctions, if appropriate.

Principle 2.02 (E-Discovery Liaison(s))
In most cases, the meet and confer process will be aided by participation of an ediscovery liaison(s) as defined in this Principle. In the event of a dispute concerning the
preservation or production of ESI, each party shall designate an individual(s) to act as ediscovery liaison(s) for purposes of meeting, conferring, and attending court hearings on the
subject. Regardless of whether the e-discovery liaison(s) is an attorney (in-house or outside
counsel), a third party consultant, or an employee of the party, the e-discovery liaison(s) must:
(a) be prepared to participate in e-discovery dispute resolution;
(b) be knowledgeable about the party’s e-discovery efforts;
(c) be, or have reasonable access to those who are, familiar with the party’s electronic
systems and capabilities in order to explain those systems and answer relevant questions; and
(d) be, or have reasonable access to those who are, knowledgeable about the technical
aspects of e-discovery, including electronic document storage, organization, and format issues,
and relevant information retrieval technology, including search methodology.
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Principle 2.03 (Preservation Requests and Orders)
(a) Appropriate preservation requests and preservation orders further the goals of
these Principles. Vague and overly broad preservation requests do not further the goals of these
Principles and are therefore disfavored. Vague and overly broad preservation orders should not
be sought or entered. The information sought to be preserved through the use of a preservation
letter request or order should be reasonable in scope and mindful of the factors set forth in Rule
26(b)(2)(C).
(b) To the extent counsel or a party requests preservation of ESI through the use of a
preservation letter, such requests should attempt to ensure the preservation of relevant and
discoverable information and to facilitate cooperation between requesting and receiving
counsel and parties by transmitting specific and useful information. Examples of such specific
and useful information include, but are not limited to:
(1 ) names of the parties;
(2 ) factual background of the potential legal claim(s) and identification of
potential cause(s) of action;
(3 ) names of potential witnesses and other people reasonably anticipated to
have relevant evidence;
(4 ) relevant time period; and
(5 ) other information that may assist the responding party in assessing what
information to preserve.

(c)
If the recipient of a preservation request chooses to respond, that response should
provide the requesting counsel or party with useful information regarding the preservation efforts
undertaken by the responding party. Examples of such useful and specific information include,
but are not limited to, information that:
(1)

identifies what information the responding party is willing to preserve and
the steps being taken in response to the preservation letter;

(2)

identifies any disagreement(s) with the request to preserve; and

(3)

identifies any further preservation issues that were not raised.

(d)
Nothing in these Principles shall be construed as requiring the sending of a
preservation request or requiring the sending of a response to such a request.
Principle 2.04 (Scope of Preservation)
(a) Every party to litigation and its counsel are responsible for taking reasonable and
proportionate steps to preserve relevant and discoverable ESI within its possession, custody or
control. Determining which steps are reasonable and proportionate in particular litigation is a
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fact specific inquiry that will vary from case to case. The parties and counsel should address
preservation issues at the outset of a case, and should continue to address them as the case
progresses and their understanding of the issues and the facts improves.
(b) Discovery concerning the preservation and collection efforts of another party may
be appropriate but, if used unadvisedly, can also contribute to the unnecessary expense and
delay and may inappropriately implicate work product and attorney-client privileged matter.
Accordingly, prior to initiating such discovery a party shall confer with the party from whom
the information is sought concerning: (i) the specific need for such discovery, including its
relevance to issues likely to arise in the litigation; and (ii) the suitability of alternative means
for obtaining the information. Nothing herein exempts deponents on merits issues from
answering questions concerning the preservation and collection of their documents, ESI, and
tangible things.
(c) The parties and counsel should come to the meet and confer conference prepared
to discuss the claims and defenses in the case including specific issues, time frame, potential
damages, and targeted discovery that each anticipates requesting. In addition, the parties and
counsel should be prepared to discuss reasonably foreseeable preservation issues that relate
directly to the information that the other party is seeking. The parties and counsel need not raise
every conceivable issue that may arise concerning their preservation efforts; however, the
identification of any such preservation issues should be specific.

(d)
The following categories of ESI generally are not discoverable in most cases, and
if any party intends to request the preservation or production of these categories, then that
intention should be discussed at the meet and confer or as soon thereafter as practicable:
(1) “deleted,” “slack,” “fragmented,” or “unallocated” data on hard drives;
(2) random access memory (RAM) or other ephemeral data;
(3) on-line access data such as temporary internet files, history, cache,
cookies, etc.;
(4) data in metadata fields that are frequently updated automatically, such as
last-opened dates;
(5) backup data that is substantially duplicative of data that is more accessible
elsewhere; and
(6) other forms of ESI whose preservation requires extraordinary affirmative
measures that are not utilized in the ordinary course of business.

(e)
If there is a dispute concerning the scope of a party’s preservation efforts, the
parties or their counsel must meet and confer and fully explain their reasons for believing that
additional efforts are, or are not, reasonable and proportionate, pursuant to Rule 26(b)(2)(C). If
the parties are unable to resolve a preservation issue, then the issue should be raised promptly
with the Court.
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Principle 2.05 (Identification of Electronically Stored Information)
(a) At the Rule 26(f) conference or as soon thereafter as possible, counsel or the
parties shall discuss potential methodologies for identifying ESI for production.
(b)

Topics for discussion may include, but are not limited to, any plans to:
(1) eliminate duplicative ESI and whether such elimination will occur only
within each particular custodian’s data set or whether it will occur
across all custodians;
(2) filter data based on file type, date ranges, sender, receiver, custodian,
search terms, or other similar parameters; and
(3) use keyword searching, mathematical or thesaurus-based topic or concept
clustering, or other advanced culling technologies.

Principle 2.06 (Production Format)
(a) At the Rule 26(f) conference, counsel and the parties should make a good faith
effort to agree on the format(s) for production of ESI (whether native or some other reasonably
usable form). If counsel or the parties are unable to resolve a production format issue, then the
issue should be raised promptly with the Court.
(b) The parties should confer on whether ESI stored in a database or a database
management system can be produced by querying the database for discoverable information,
resulting in a report or a reasonably usable and exportable electronic file for review by the
requesting counsel or party.
(c) ESI and other tangible or hard copy documents that are not text-searchable need
not be made text-searchable.
(d) Generally, the requesting party is responsible for the incremental cost of creating
its copy of requested information. Counsel or the parties are encouraged to discuss cost sharing
for optical character recognition (OCR) or other upgrades of paper documents or non-textsearchable electronic images that may be contemplated by each party.

Education Principles
Principle 3.01 (Judicial Expectations of Counsel)
Because discovery of ESI is being sought more frequently in civil litigation and the
production and review of ESI can involve greater expense than discovery of paper documents, it
is in the interest of justice that all judges, counsel and parties to litigation become familiar with
the fundamentals of discovery of ESI. It is expected by the judges adopting these Principles that
all counsel will have done the following in connection with each litigation matter in which they
file an appearance:
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(1)

Familiarize themselves with the electronic discovery provisions of Federal
Rules of Civil Procedure, including Rules 26, 33, 34, 37, and 45, as
well as any applicable State Rules of Procedure;

(2)

Familiarize themselves with the Advisory Committee Report on the 2006
Amendments to the Federal Rules of Civil Procedure, available at
http://www.uscourts.gov/rules/EDiscovery_w_Notes.pdf; and

(3)

Familiarize themselves with these Principles.

Principle 3.02 (Duty of Continuing Education)
Judges, attorneys and parties to litigation should continue to educate themselves on
electronic discovery by consulting applicable case law, pertinent statutes, the Federal Rules of
Civil Procedure, the Federal Rules of Evidence, The Sedona Conference® publications relating
to electronic discovery 1, additional materials available on web sites of the courts 2, and of other
organizations 3 providing educational information regarding the discovery of ESI. 4

1

http://www.thesedonaconference.org/content/miscFiles/publications_html?grp=wgs110
E.g. http://www.ilnd.uscourts.gov/home/
3
E.g. http://www.7thcircuitbar.org, www.fjc.gov (under Educational Programs and Materials)
4
E.g. http://www.du.edu/legalinstitute
2
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EXHIBIT A
IN THE UNITED STATES DISTRICT COURT
FOR THE _________________________
________________ DIVISION
,
Plaintiff,
vs.
,
Defendant.

)
)
)
)
)
)
)
)
)

Case No.
Judge

[PROPOSED]
DISCOVERY PLAN FOR ELECTRONICALLY STORED INFORMATION
The Court has developed this Model Discovery Plan as a framework that may be used by
parties in cases with either limited or extensive discovery of Electronically Stored Information
(“ESI”). This Model Plan is provided in conjunction with the Principles Relating to the
Discovery of Electronically Stored Information, to address and resolve issues surrounding the
discovery of ESI early in the litigation process and without Court intervention whenever
possible.
The Model Discovery Plan consists of four modular sections which may be adapted
flexibly to meet the needs of the particular case. It is not intended to be an inflexible checklist
and must be modified by the parties to address the specific circumstances of the case. For
example, if the principle challenge in a case is production format, the parties might use only part
B. As a second example, the parties might create a discovery plan early in the case that covers
parts A and B, and reserve the issue of production format addressed in part C for a separate
discovery plan to be created later. Similarly, the parties may choose to use the portion of the
Model Discovery Plan designed for limited electronic discovery for certain sections of their
discovery plan and portions designed for more extensive discovery for another section. In
crafting a Discovery Plan applicable or practical for a particular matter,the parties should
consider the factors affecting proportionality under Rules 1 and 26, including, the nature of the
dispute, amount in controversy, agreements of the parties, and anticipated scope of discovery, as
well as the Principles Relating to the Discovery of Electronically Stored Information.
I.

PARTIES’ AGREED-TO TERMS
Pursuant to Federal Rule of Civil Procedure 26 and Principle 2.01 of the Seventh Circuit

Electronic Discovery Pilot Program (“7th Cir. Pilot Program”), Plaintiff(s) ____________ and
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Defendant(s) _______________ (collectively, “the Parties” and each a “Party”), by their
respective counsel in the above-captioned action, stipulate and agree that the following discovery
plan shall govern the search and production of ESI in this matter (the “Discovery Plan”).
A.

SCOPE
1.

This Discovery Plan shall govern the production of documents and electronically

stored information (“ESI”), as described in Federal Rules of Civil Procedure 26, 33, and 34.
2.

The Parties are aware of the importance the Court places on cooperation and

commit to cooperate in good faith throughout the matter consistent with the Principles Relating
to the Discovery of Electronically Stored Information (the “Principles”) of the 7th Cir. Pilot
Program.
3.

Nothing in this Discovery Plan shall supersede the provisions of any subsequent

Stipulated Protective Order.
4.

The Parties identify the following categories of ESI most relevant to the Parties’

claims or defenses in this matter. While this categorical identification is not intended as an
exhaustive list of potential materials and shall not be construed to waive a party’s right to request
additional ESI, or any party’s right to object to production, the following represent the categories
of ESI most likely to result in the production of information most relevant to the issues in the
case to the best of the Parties’ knowledge at this time:
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5.

E-discovery will be limited to ESI in the Parties’ custody, possession, or control

created on or after _____________. [In an effort to expedite the discovery process, the Parties
agree to initially limit e-discovery to the period of time most likely to contain the most relevant
information to this dispute, ___________ to ___________. The Parties further agree that they
shall preserve, but neither collect nor produce, ESI created between ______________ and
______________. The Parties reserve the right to request such ESI in the future and reserve the
right to object to such production.]
6.

The Parties identify the following Third Parties likely to have ESI relevant to this

7.

The Parties identify the following additional means to focus the scope of ESI in

matter:

the matter. [Geographical limitations? Limit to one subsidiary or unit within an organization?
Limit to specified location or locations? Limit to identified data store or data stores?]:

8.

The collection of ESI by the Parties shall be a ___ single collection or ___

sequential collections. [Drafting note: depending upon the facts and circumstances of the
particular case, sequential collections can be a means of conducting discovery in a focused and
efficient manner.]
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B.

SEARCHING
1.

CASES INVOLVING LIMITED ESI
a.

The Parties agree that relevant ESI may be identified for production by the

following means:
(1)

[a manual process conducted by the custodians or in-house

counsel or outside counsel]; and/or
(2)

[the use of native application search functionality native to the e-

mail or other software (e.g. searching within Outlook)]
b.

In addition to, or instead of the foregoing methodologies, the Parties may

agree to use Boolean or other more advanced search capabilities.
2.

CASES INVOLVING SUBSTANTIAL ESI
a.

E-mail and unstructured data (e.g., word processing documents,

spreadsheets, presentation slides) 1
(1)

Types of email and unstructured data:
(a)

Which email systems are involved (e.g. Exchange/Outlook,

NotesMail, GroupWise).
(b)

Is there email stored at Internet Service Providers (ISPs) or

cloud email providers.(E.g. gmail, hotmail).
(c)

What file types are involved (e.g. Microsoft Office files

Mac, CAD [computer aided design], gif, tiff, pdf, WordPerfect).
1

For a definition of “Unstructured Data”, see The Sedona Conference Glossary, available at
www.thesedonaconference.org/publications.
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(d)

Are any of the non-email documents located in cloud-based

storage?
(2)

Which unstructured data will be searched?
(a)

Custodial or system-wide?

(b)

If custodial, initial list of custodians?

(c)

Are there non-custodial unstructured data stores 2, such as

shared data that will be searched?
(d)

[If necessary - In an effort to expedite the discovery

process, the Parties agree to initially limit e-discovery to the
above-identified custodians and non-custodial data stores, which
the Parties believe are the most likely to contain the most relevant
information to this dispute. The Parties further agree that they shall
preserve, but neither collect nor produce, unless necessary, ESI
from the following additional custodians and non-custodial data
stores.]
(3)

What unstructured data stores will be searched?
(a)

Identify custodian's unstructured data stores (e.g., e-mail,

network shares, hard drive, etc.)
(b)

Which, if any, portable media or data storage devices will

be searched, and for which custodians?
2

A “data store” refers to a location where data is stored.
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(4)

Search Protocol
(a)

What search methodology does each Party propose to

employ? Search terms? Technology assisted review? Other?
(b)

Each Party shall be responsible for generating a searching

protocol that it believes in good faith will return a reasonably high
proportion of responsive documents.
(c)

If search terms are used, within twenty-one (21) days of the

execution of this Discovery Plan, the Parties will exchange
proposed search terms and strategies that each Producing Party
proposes to use to identify responsive ESI.
(d)

If a Producing Party has reason to believe that responsive

documents are in a language other than English, the Party will
include in its proposed search terms any translated search terms it
proposes to use.
(e)

Within seven (7) days of the Parties’ exchange of proposed

search terms, the Parties will meet and confer to agree on search
terms.
(f)

In the event that any Party issues additional requests for

production after the meet and confer described in this Section, the
Parties will meet and confer within fourteen (14) days of such
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requests to discuss the need for supplemental search terms and to
identify supplemental search terms if any.
b.

Enterprise level structured data (E.g. enterprise databases)
(1)

Are there structured data stores that contain relevant data or

information?
(2)

Are there existing report formats that reasonably provide the

information requested?
(3)

If not, what search capabilities are available to retrieve relevant

information?
c.

Inaccessible data?
(1)

The following types of data stores are presumed to be inaccessible

and are not subject to discovery absent a particularized need for the data as
established by the facts and legal issues of the case:
(a)

Deleted, slack, fragmented, or other data only accessible by

forensics.
(b)

Random access memory (RAM), temporary files, or other

ephemeral data that are difficult to preserve without disabling the
operating system.
(c)

On-line access data such as temporary internet files,

history, cache, cookies, and the like.
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(d)

Back-up data that is substantially duplicative of data that

are more accessible elsewhere.
(e)

Server, system or network logs.

(f)

Data remaining from systems no longer in use that is

unintelligible on the systems in use.
(g)

Electronic data (e.g. email, calendars, contact data, notes,

and text messages) sent to or from mobile devices (e.g., iPhone,
iPad, Android, and Blackberry devices), provided that a copy of all
such electronic data is routinely saved elsewhere (such as on a
server, laptop, desktop computer, or “cloud” storage).
(2)
C.

[Insert other inaccessible data stores, if any: ]

PRODUCTION FORMAT
1.

CASES INVOLVING LIMITED ESI
a.

Document Format.
(1)

Electronically stored information derived from e-mail and other

electronically created files (e.g. Microsoft Office files, WordPerfect) will
be produced:
(a)

___ as Bates-labeled single page TIFF or pdf images;
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(b)

___ in native format (the file format associated with the

original creating application, such as a Word document or Outlook
document) 3; or
(c)
(2)

___ in hard copy.

Documents Without Standard Pagination. Documents without

standard pagination, such as spreadsheets or desktop databases (such as
MicrosoftAccess) maintained electronically, will be produced in native
format. Any additional structured data production will be limited to
existing report formats absent cost shifting.
(3)

Web Pages and Social Media Information. Web pages, social

media data and other information not otherwise covered in subparts 1.a.(1)
or (2) above shall be produced as “screen shots” or “screen captures”
unless the Parties agree to perform bulk exports of entire websites and
social media accounts into native format.
(4)

In addition to the production as specified above, the Parties may

also agree to the production of metadata from fields to be specified by the
Parties and the provision of load files pursuant to the Parties’
specification.
2.

CASES INVOLVING EXTENSIVE ESI
a.

Unstructured Data

3

The “native format” of a document is the file structure defined by the original creating software application. See
The Sedona Conference Glossary, cited in note 2 supra.
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(1)

Document format.
(a)

Electronically stored information derived from e-mail and

other electronically created files (e.g. Microsoft Office files,
WordPerfect) will be produced as:
(i)

____ Bates-labeled single page/multi-page TIFF, as

described in Section 1 of Exhibit 1; or

(b)

(ii)

____ pdf images; or

(iii)

____ in native format; or

(iv)

____ in hard copy; or

(v)

____ Other:

Each Party reserves the right to object to production of

documents in the format specified herein to the extent that
production in such format is impracticable or unreasonably
burdensome or expensive.
(c)

Each Party reserves the right to request native files for

documents that are difficult to understand after they have been
produced in the format specified herein or that contain potentially
relevant embedded information, and such requests will not be
unreasonably denied. Such a request shall be made according to
the following protocol.
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(i)

The requesting Party shall make any such request

as soon as reasonably practical after receiving a document
production.
(ii)

The requesting Party shall provide a list of Bates

numbers of the documents that it is requesting to be
produced in native file format.
(iii)

Within fourteen (14) days of receiving this request,

the producing Party will either (i) produce the requested
native files to the extent reasonably practicable or (ii)
respond in writing, setting forth its position on the
production of the requested documents.
(iv)

If the Parties are unable to agree as to the

production of the requested documents in native format, the
Parties may submit the matter to the Court.
(2)

Metadata format. The Parties agree to produce the ESI metadata

fields identified in Section 4 of Exhibit 1, as well as the following fields:
[If any additional fields].
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(3)

Load file 4 format. The Parties agree on the load file specifications

provided for in Section 3 of Exhibit 1, except as follows: [Insert
modifications, if any]
(4)

Documents without standard pagination, such as spreadsheets or

desktop databases (such as Microsoft Access) maintained electronically,
will be produced:

(5)

(a)

____ in native format; or

(b)

____ as Bates-labeled single page TIFF or pdf images; or

(c)

____ in hard copy.

Audio/Video files maintained electronically, will be produced as

native files:
(6)

Parties will produce information from the following databases or

systems incorporating databases as a report: [Parties to identify report
output (E.g. Excel)]
b.

Structured Data
(1)

The Parties should make reasonable efforts to agree upon the

production of data from structured data stores in existing report formats, or
report formats that can be developed without undue burden.

4

A load file relates to a set of scanned images or other files, and indicates where individual pages or files belong
together, where each document begins, and what documents are attached to the document. A load file may also
contain metadata or extracted text associated with the documents. See The Sedona Conference Glossary, cited at
note 2 supra.
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(2)

If the issues in the case make exchange of data in a report format

insufficient, the Parties should identify the following databases or systems
incorporating databases that will require raw data production. [Parties to
identify data output, it any, and what layouts and/or formats will be
provided.]
c.

De-Duplication. A Party is only required to produce a single copy of a

responsive document.
(1)

Parties may de-duplicate stand-alone documents or entire

document families globally using MD5 or SHA-1 Hash 5 value matching.
ESI that is not an exact duplicate may not be removed.
(2)

Common system files defined by the NIST library

(http://www.nsrl.nist.gov/) need not be produced
(3)

Attachments to e-mails shall not be eliminated from the parent e-

mail
(4)

Paper documents shall not be eliminated as duplicates of

responsive ESI. To the extent the Parties de-duplicate stand-alone
electronic documents against an e-mail attachment, the attachment to the
e-mail must be the document that is produced.
d.

Native files. The Parties will make reasonable efforts to ensure that

documents produced in native form are decrypted (or that passwords are

5

A Hash value is a mathematical algorithm that represents a unique value for a given set of data or document,
similar to a digital fingerprint. See The Sedona Conference Glossary, cited at note 2 supra.
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supplied), but the Parties have no duty to identify encrypted documents prior to
production.
D.

THIRD-PARTY ESI
1.

A Party that issues a non-party subpoena (the “Issuing Party”) shall include a

copy of this Discovery Plan with the subpoena and state that the Parties to the litigation have
requested that third-parties produce documents in accordance with the specifications set forth
herein.
2.

The Issuing Party is responsible for producing any documents obtained under a

subpoena to all other Parties.
3.

If the Issuing Party receives any hard-copy documents or native files, the Issuing

Party will process the documents in accordance with the provisions of this Discovery Plan, and
then produce the processed documents to all other Parties.
4.

However, any documents the Issuing Party does not intend to process for its own

use may be disseminated to all other Parties in the format in which such documents are received
by the Issuing Party. If the Issuing Party subsequently processes any such documents, the Issuing
Party will produce those processed documents to all other Parties.
5.

If the non-party production is not Bates-stamped, the Issuing Party will endorse

the non-party production with unique prefixes and Bates numbers prior to producing them to all
other Parties.
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E.

E-DISCOVERY LIAISON (FOR CASES INVOLVING EXTENSIVE ESI)
1.

The Parties have identified liaisons to each other who are and will be

knowledgeable about and responsible for discussing their respective ESI.
2.

Each e-discovery liaison will be, or have access to those who are, knowledgeable

about the technical aspects of e-discovery, including the location, nature, accessibility, format,
collection, search methodologies, and production of ESI in this matter.
3.

The Parties will rely on the liaisons, as needed, to confer about ESI and to help

resolve disputes without court intervention.
4.
F.

The Parties’ respective e-discovery liaisons are:

OTHER
1.

In scanning paper documents, distinct documents should not be merged into a

single record, and single documents should not be split into multiple records (i.e., paper
documents should be logically unitized 6). In the case of an organized compilation of separate
documents – for example, a binder containing several separate documents behind numbered tabs
– the document behind each tab should be scanned separately, but the relationship among the
documents in the compilation should be reflected in the proper coding of the beginning and
ending document and attachment fields. The Parties will make their best efforts to unitize the
documents correctly.
2.

This Discovery Plan shall have no effect on any producing Party’s right to seek

reimbursement for costs associated with collection, review, or production of documents or ESI.

6

Logical Unitization is the process of human review of each individual page in an image collection using logical
cues to determine pages that belong together as documents. Such cues can be consecutive page numbering, report
titles, similar headers and footers and other logical indicators. See The Sedona Conference Glossary, cited at note 2
supra.
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3.

Nothing in this Discovery Plan should require ESI and other tangible or hard copy

documents that are not text-searchable to be made text-searchable. Nevertheless, counsel or the
Parties are encouraged to discuss cost sharing for optical character recognition (OCR) or other
upgrades of paper documents or non-text-searchable electronic images that may be contemplated
by each Party. If a producing Party creates OCR of paper documents or non-text-searchable
electronic images it produces for its own use, that producing Party should consider providing
OCR to other Parties willing to pay a reasonable share of the cost of OCR.
4.

Nothing in this Discovery Plan shall be interpreted to require disclosure of

irrelevant information or relevant information protected by the attorney-client privilege, workproduct doctrine, or any other applicable privilege or immunity. The Parties do not waive any
objections as to the production, discoverability, admissibility, or confidentiality of documents
and ESI.
5.

Nothing in this Discovery Plan is intended or should be interpreted as narrowing,

expanding, or otherwise affecting the rights of the Parties or third parties to object to a subpoena.
6.

Counsel executing this Discovery Plan warrant and represent that they are

authorized to do so on behalf of themselves and their respective clients.
II.

PARTIES’ OUTSTANDING DISAGREEMENTS
The Parties cannot reach agreement and seek relief from the Court on the following

issues:
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PLAINTIFF COUNSEL

DEFENSE COUNSEL

_____________________________

____________________________

Dated:
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EXHIBIT 1
1.

IMAGES:
• Produce documents in Single Page Group IV TIFF files
• Image Resolution at least 300 DPI
• Black and White unless color is necessary to understand the meaning
• File Naming Convention: Match Bates Number
• Insert Placeholder image for files produced in Native form (see Section 2)
• Original document orientation shall be retained

2.

FULL TEXT EXTRACTION / OCR:
• Produce full extracted text for all file types of ESI (Redacted text will not be
produced)
• Production format: Single text file for each document, not one text file per page
• File Naming Convention: Match Beg Bates Number

3.

LOAD FILE SPECIFICATIONS [Insert modifications, if any, to fit the needs of the
particular case]:
• Images Load File: Opticon OPT file
• Metadata Load File: Concordance DAT file with field header information added as
the first line of the file. Export using Concordance default delimiters.
• Extracted TEXT: Reference File Path to TEXT file in DAT file
• Native Files Produced: Reference File Path to Native file in DAT file

4.

ESI PRODUCTION METADATA FIELDS [Insert modifications, if any, to fit the
needs of the particular case ]:
• BegBates: Beginning Bates Number
• EndBates: Ending Bates Number
• BegAttach: Beginning Bates number of the first document in an attachment range
• EndAttach: Ending Bates number of the last document in attachment range
• Custodian: Name of the Custodian of the File(s) Produced – Last Name, First Name
format
• FileName: Filename of the original digital file name
• NativeLink: Path and filename to produced Native file
• EmailSubject: Subject line extracted from an email message
• Title: Title field extracted from the metadata of a non-email document
• Author: Author field extracted from the metadata of a non-email document
• From: From field extracted from an email message
• To: To or Recipient field extracted from an email message
• Cc: CC or Carbon Copy field extracted from an email message
• BCC: BCC or Blind Carbon Copy field extracted from an email message
• DateRcvd: Received date of an email message (mm/dd/yyyy format)
• DateSent: Sent date of an email message (mm/dd/yyyy format)
• DateCreated: Date that a file was created (mm/dd/yyyy format)
• DateModified: Modification date(s) of a non-email document
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•
•
•
•
6.

Fingerprint: MD5 or SHA-1 has value generated by creating a binary stream of the
file
ProdVolume: Identifies production media deliverable
ExtractedText: File path to Extracted Text/OCR File
Redacted: “Yes,” for redacted documents; otherwise, blank

PAPER DOCUMENTS METADATA FIELDS:
• BegBates: Beginning Bates Number
• EndBates: Ending Bates Number
• BegAttach: Beginning Bates number of the first document in an attachment range
• EndAttach: Ending Bates number of the last document in attachment range
• Custodian: Name of the Custodian of the File(s) Produced – Last Name, First Name
format
• ProdVolume: Identifies production media deliverable
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IN THE UNITED STATES DISTRICT COURT
FOR THE _________________________
________________ DIVISION

,
Plaintiff,
vs.
,
Defendant.

)
)
)
)
)
)
)
)
)

Case No.
Judge

[PROPOSED]
PILOT PROJECT CASE
MANAGEMENT ORDER No. 2
MANAGEMENT OF ATTORNEY-CLIENT
PRIVILEGE & WORK PRODUCT PROTECTION
This court is participating in the Pilot Program initiated by the Seventh Circuit Electronic
Discovery Committee, which is intended to better promote the “just, speedy, and inexpensive
determination” of this action, pursuant to Federal Rule of Civil Procedure 1. In furtherance of
Rule 1 and the Pilot Program, it is hereby ordered as follows:
1. ALTERNATIVE PRIVILEGE LOGGING PROTOCOL
1.1

Asserting Privilege or Protection. A party who withholds ESI or documents on

the grounds of attorney-client privilege and/or work product protection shall provide:
(a)

a listing of such ESI and documents in electronic spreadsheet format

providing as much objective metadata as is reasonably available (e.g., document control
number, date, author(s), recipient(s), file type, etc.) and an indication of the privilege
and/or protection being asserted; and
(b)

a description of any categories of ESI and documents that the withholding

party asserts are privileged or protected and the reasons for asserting that individual
review of the category is not worth the time and/or expense necessary to do so.
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“Objective metadata” does not include substantive content from, or a subjective description of
the document or ESI being withheld.
1.2

Challenging Asserted Privilege and Protection.

If a party challenges an

assertion of privilege or protection from discovery then the parties shall meet and confer and
make a good faith effort to cooperatively classify the challenged documents and ESI into
categories that are subject to common factual and legal issues in so far as practicable.
Thereafter, the parties shall jointly request a conference with the Court to devise a plan for
resolving the challenges, which normally will include:
(a)

a schedule for briefing the legal issues relevant to each category;

(b)

a ruling date for issues that can be resolved on the briefs alone; and

(c)

a schedule for providing representative samples for the Court’s review in

camera with respect to any categories that cannot be resolved on the briefs; and
(d)

a schedule for the parties to meet and confer to attempt in good faith to

apply the Court’s rulings on the samples to whole categories or within categories insofar
as possible; and
(e)

a schedule for repeating this process as needed.

2. NON-WAIVER AND CLAW BACK PROTOCOL (FRE 502(d))
2.1

Non-Waiver By Production. Production of documents and ESI in this case shall

be without prejudice to and shall not waive, for purposes of this case or otherwise, any attorneyclient privilege or work product protection that otherwise would apply.
2.2

Time For Asserting Privilege And Protection. A producing party may assert

privilege or protection over produced documents and ESI at any time by notifying the receiving
party(ies) in writing of the assertion of privilege or protection, except that:
(a)

Affirmative use of ESI or a document by the producing party in the case

waives privilege and protection with respect to it, and of other ESI and documents to the
extent provided by Federal Rules of Evidence, Rule 502(a); and
(b)

Upon use in the case by another of ESI or a document that was produced

by a party, that producing party must promptly assert any claimed privilege and/or
protection over it and request return or destruction thereof.
2.3

Disputing Claims of Privilege/Protection Over Produced Documents. Upon
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receipt of notice of the assertion of privilege or protection over produced documents or ESI, the
receiving party shall:
(a)

to whatever extent it contests the assertion of privilege or protection,

promptly so notify the producing party, and maintain the contested documents and ESI in
confidence pending resolution of the contest by the Court; and
(b)

to whatever extent the receiving party does not contest the assertion of

privilege or protection, promptly certify in writing to the producing party that it has
returned or destroyed the applicable document(s) and/or ESI, and has made reasonably
diligent efforts to identify and destroy each copy thereof and all information derived
therefrom (normally reasonable diligence will not include disaster recovery media).
In the event of a contested assertion of privilege or protection over produced documents that
cannot be resolved amicably after meeting and conferring in good faith, either party may bring
the contest to the attention of the Court by motion.

____________________, 2012

ENTERED:

______________________________
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The ABA Electronic Discovery (ESI) in Bankruptcy Working Group is part of
the ABA Business Law Section’s Committee on Bankruptcy Court Structure and the
Insolvency Process.* The Electronic Discovery (ESI) in Bankruptcy Working Group
was formed to study and prepare guidelines or a best practices report on the scope
and timing of a party’s obligation to preserve electronically stored information (ESI)
in bankruptcy cases. The issues studied by the Working Group included the scope
and timing of a Chapter 11 debtor-in-possession’s obligation to preserve ESI not
only in connection with adversary proceedings, but also contested matters and the
bankruptcy case filing itself, and the obligations of non-debtor parties to preserve
ESI in connection with adversary proceedings and contested matters in a
bankruptcy case. Because to date there appears to have been only very limited
study and reported case authority on ESI-related issues in bankruptcy, it seemed to
be an appropriate time to provide more focused guidance on this subject.
The Electronic Discovery (ESI) in Bankruptcy Working Group is comprised
of judges, former judges, bankruptcy practitioners, litigation attorneys experienced
in bankruptcy and general civil litigation, representatives of the Executive Office of
the United States Trustee and law professors knowledgeable in the field of
bankruptcy law. The Working Group includes persons with experience in business
and consumer bankruptcy cases, large and small Chapter 7, Chapter 11 and
Chapter 13 cases, and e-discovery matters in litigation. The goal in forming the
Working Group was to provide a broad range of perspectives and experience.
The general subject of electronic discovery (ESI) issues in litigation has
engendered much commentary, discussion and debate in recent years and a
significant number of legal opinions. This Report and the guidelines set forth
herein are intended to provide a framework for consideration of ESI issues in
bankruptcy cases. In drafting the guidelines, it was thought important to include
certain guiding principles that need to be considered when addressing ESI issues in
bankruptcy cases. Those principles are discussed in the Report. It should be noted
that while this has been a collaborative and interactive process, not all Working
Group members agree on all points in the Report.
The Working Group wishes to acknowledge the excellent work done by
others who have studied and written on the issues relating to electronic discovery
(ESI) in civil litigation. In particular, the Working Group wishes to acknowledge
the extensive work of The Sedona Conference on electronic discovery issues. The
principles and guidelines appearing as part of this Report are not intended to
replace other valuable sources of guidance on ESI issues such as The Sedona
Principles (Second Edition): Best Practices Recommendations & Principles for
Addressing Electronic Document Production (the “Sedona Principles”). Interested
parties are encouraged to consult the Sedona Principles (see Bibliography, page 32
This Best Practices Report is not, and should not be construed as, the official policy or position of
the American Bar Association (ABA).
*
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infra) for background materials and very instructive general principles and
guidelines with respect to ESI issues in civil litigation. This Report is intended to
supplement those principles and guidelines and provide more particularized
guidance on issues concerning electronically stored information (ESI) in connection
with bankruptcy cases.
This Best Practices Report is divided into six sections. Those sections are:
(i) ESI Principles and Guidelines in Large Chapter 11 Cases; (ii) ESI Principles and
Guidelines in Middle Market and Smaller Chapter 11 Cases; (iii) ESI Principles and
Guidelines in Chapter 7 and Chapter 13 Cases; (iv) ESI Principles and Guidelines
in Connection with Filing Proofs of Claim and Objections to Claims in Bankruptcy
Cases; (v) ESI Principles and Guidelines for Creditors in Bankruptcy Cases; and (vi)
Rules and Procedures with Respect to ESI in Adversary Proceedings and Contested
Matters in Bankruptcy Cases. Although an in-depth analysis of ESI principles and
guidelines in Chapter 9, Chapter 12 and Chapter 15 cases is beyond the scope of
this Report, a brief footnote with respect to each of these chapters is found on page
15 infra. In addition, it was thought that it would be helpful to include a short
bibliography of useful electronic discovery resources. That Bibliography appears at
the end of this Report.
Comments on this Report may be submitted to Richard L. Wasserman, the
Chair of the Working Group, whose address is Venable LLP, 750 East Pratt Street,
Suite 900, Baltimore, Maryland 21202; email address: rlwasserman@venable.com;
telephone 410-244-7505. The names of the other members of the Working Group
are set forth below.
* * * * *
Richard L. Wasserman (Chair), Venable LLP, Baltimore, MD
Paul M. Basta, Kirkland & Ellis LLP, New York, NY
Hon. Stuart M. Bernstein, United States Bankruptcy Judge, Southern
District of New York
Lee R. Bogdanoff, Klee, Tuchin, Bogdanoff & Stern LLP, Los Angeles, CA
Hon. Philip H. Brandt, United States Bankruptcy Judge, Western District
of Washington
William E. Brewer, Jr., The Brewer Law Firm, Raleigh, NC
Jonathan D. Brightbill, Kirkland & Ellis LLP, Washington, DC
Gillian N. Brown, Pachulski Stang Ziehl & Jones LLP, Los Angeles, CA
Hon. Samuel L. Bufford, The Dickinson School of Law, Pennsylvania State
University, University Park, PA
Timothy J. Chorvat, Jenner & Block LLP, Chicago, IL
Mark D. Collins, Richards Layton & Finger, P.A., Wilmington, DE
Dennis J. Connolly, Alston & Bird LLP, Atlanta, GA
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John P. Gustafson, Standing Chapter 13 Trustee, Toledo, OH
Scott A. Kane, Squire Sanders LLP, Cincinnati, OH
Christopher R. Kaup, Tiffany & Bosco P.A., Phoenix, AZ
Stephen D. Lerner, Squire Sanders LLP, Cincinnati, OH
David P. Leibowitz, Lakelaw, Waukegan, IL
Judith Greenstone Miller, Jaffe Raitt Heuer & Weiss P.C., Southfield, MI
Robert B. Millner, SNR Denton US LLP, Chicago, IL
Prof. Jeffrey W. Morris, University of Dayton School of Law, Dayton, OH
Salvatore A. Romanello, Weil Gotshal & Manges LLP, New York, NY
Camisha Simmons, Fulbright & Jaworski L.L.P., Dallas, TX
Jeffrey L. Solomon, The Law Firm of Jeffrey L. Solomon, PLLC, Woodbury, NY
Marc S. Stern, The Law Office of Marc S. Stern, Seattle, WA
Clifford J. White, III, Executive Office for United States Trustees,
Washington, DC
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SECTION I
ELECTRONIC DISCOVERY (ESI) PRINCIPLES AND
GUIDELINES IN LARGE CHAPTER 11 CASES
I.

Principles Applicable to ESI Issues in Bankruptcy Cases

The principles set forth below are not meant to be exclusive or to replace
other valuable sources of guidance, such as The Sedona Principles (Second Edition):
Best Practices Recommendations & Principles for Addressing Electronic Document
Production (“Sedona Principles”). Rather, they are intended to provide more
particularized guidance on issues concerning electronically stored information
(“ESI”) that may arise in the bankruptcy context.
Principle 1: The duty to preserve ESI and other evidence applies in
the bankruptcy context. A person or entity preparing to file a bankruptcy case
should consider appropriate steps to preserve ESI and other evidence. In addition,
potential debtors and non-debtor parties have an obligation to preserve ESI and
other evidence related to the filing of a contested matter, adversary proceeding or
other disputed issue in a bankruptcy case. This duty to preserve may arise prior to
the formal filing of the bankruptcy case or other litigated matter, generally when
the case filing or other potential litigation matter becomes reasonably anticipated.
This duty to preserve is also consistent with and supplemental to the obligation of
debtors, debtors-in-possession and other fiduciaries to take reasonable steps to
preserve books and records in order to facilitate the just and efficient
administration of the bankruptcy estate and resolution of disputed matters arising
in or in connection with the bankruptcy case. A debtor’s preservation efforts should
extend to representatives and affiliates of the debtor, and the debtor should
consider appropriate instructions to such third parties regarding preservation of
ESI relating to the debtor.
Principle 2: The actual or anticipated filing of a bankruptcy petition
does not require a debtor to preserve every piece of information in its
possession. A person or entity preparing to file a bankruptcy petition should take
reasonable steps to preserve ESI and other evidence that the person or entity
reasonably anticipates may be needed in connection with administration of the
bankruptcy case or proceedings therein or operation of the business or affairs of the
debtor or otherwise relevant to a legitimate subject of dispute in the bankruptcy
case or potential litigation therein. This obligation does not require a debtor to
preserve all ESI and other information in its possession merely because a
bankruptcy petition is filed or shortly anticipated. It would generally not be
inappropriate for debtors to continue following routine document retention
4
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programs and to continue the good faith operation of electronic information systems
that may automatically delete ESI, so long as the application of such programs and
systems is suspended with respect to specific ESI and other evidence to which a
duty to preserve has attached.
Principle 3: Proportionality considerations regarding the
preservation and production of ESI are particularly important in the
bankruptcy context. A party’s obligations with respect to the preservation and
production of ESI should be proportional to the significance, financial and
otherwise, of the matter in dispute and the need for production of ESI in the matter.
Proportionality considerations are especially important in the bankruptcy context.
Debtors will be operating within constraints and generally have limited assets.
Creditors often face the prospect of less than a full recovery, frequently a
significantly reduced one, on claims against the bankruptcy estate. Parties should
not be forced to spend a disproportionate amount of already limited resources on the
preservation and production of ESI.
Principle 4: Interested parties in a bankruptcy case are encouraged
to confer regarding issues related to the preservation and production of
ESI. The value of direct discussions regarding ESI is not a novel concept and is
well-recognized, for example, in Sedona Principle No. 3. Indeed, in matters and
proceedings where Federal Rule of Bankruptcy Procedure 7026 applies, conferring
with opposing counsel is required. Even where it is not required, however, the
potential benefit of conferring is heightened in bankruptcy cases. Bankruptcy
courts are courts of equity. The stakeholders in a bankruptcy case are tasked with
resolving disputes quickly and efficiently in order to avoid dissipating assets of the
bankruptcy estate. This means that disputed matters in bankruptcy cases are often
heard and decided in an expedited manner. In these circumstances, it is
particularly important for parties to confer regarding ESI obligations and requests
for production of ESI in order to avoid unnecessary disputes. The development of a
proposed ESI protocol by the debtor and interested parties is a suggested best
practice to consider in large chapter 11 cases.
II.

ESI Guidelines and Suggested Best Practices for Debtor’s Counsel in
Large Chapter 11 Cases

The following are guidelines and suggested best practices with respect to ESI
in large chapter 11 cases. It is recognized that the guidelines and recommendations
set forth herein may not be appropriate in each and every case. There may be good
reasons in a chapter 11 case, large or small, for taking a different approach to ESI
issues. The following are intended as suggested guidelines for counsel and courts to
consider.

5
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1.

Pre-filing.


Counsel’s pre-filing planning checklist for a chapter 11 case should include a
discussion of ESI-related matters with the client.



Counsel should gain an understanding of the client’s electronic information
systems, including the types of ESI the client maintains and the locations
where it is used and stored. This should include discussion of the client’s
existing policies and procedures regarding ESI, including any data retention
program that calls for the automatic deletion or culling of ESI. It should also
include identification of sources of ESI that are likely to be identified as not
reasonably accessible because of undue burden or cost.



Counsel should explain to the client its obligation to preserve ESI, consistent
with the principles outlined above. This should include identification and
discussion of issues that are reasonably anticipated to be disputed in the
bankruptcy case and the sources and locations of ESI likely to be relevant to
such disputes (including key custodians and storage systems or media that
are likely to contain such ESI).



Because first-day motions are contested matters, debtor’s counsel should, if
reasonably practicable, put appropriate preservation measures in place
regarding the subjects of the various first-day motions to be filed on behalf of
a chapter 11 debtor-in-possession. The same is true of any adversary
proceedings to be filed as part of the first-day filings.



In order to plan and implement appropriate preservation efforts, the parties
may wish to designate a liaison or primary point of contact for ESI issues at
both the client and its outside counsel. Discussions of the client’s electronic
information systems and ESI obligations should include participation by the
client’s IT department. If an outside vendor or consultant is retained to
assist with ESI matters, a lead person in that organization may also be
identified and the vendor or consultant’s scope of work and reporting
obligations should be clearly identified.



A debtor’s preservation plan and instructions should be communicated in
writing within the debtor’s organization (in the nature of a litigation hold).
The debtor’s preservation plan should include a mechanism for periodic
updates and reminders as issues are identified and refined during the
bankruptcy case.



The review and discussion of the client’s ESI obligations should consider any
specialized data privacy considerations (e.g., specific regulatory requirements
in the client’s industry, statutes applicable to the client, confidentiality or
6
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non-disclosure agreements with third parties and obligations imposed under
foreign legal systems for clients with operations or affiliates in jurisdictions
outside of the United States).
2.

At Time of Filing of Chapter 11 Case.


Debtor’s counsel should consider whether, at the outset of the case, there is a
need for bankruptcy court approval of an interim ESI protocol addressing any
pertinent ESI issues, including preservation efforts. Debtor’s counsel may
also want to consider including in the debtor’s first-day affidavit a description
of the debtor’s pre-petition preservation efforts and any changes to the
debtor’s preservation practices made prior to the bankruptcy filing. Final
decisions regarding preservation and other ESI-related issues should be
reserved, if possible and if not unduly burdensome to the debtor, until a later
date when a Creditors’ Committee has been appointed and the debtor can
confer with it and other stakeholders in the case.



If any of the professionals to be employed by the debtor are working on ESI
preservation programs, the scope of their work should be identified in the
employment application for such professional.

3.

Within 45 to 60 Days of Petition Date or At or Before Final Hearing
on Bankruptcy Rule 4001 Matters.


As soon as reasonably practicable in the case, allowing for consultation with
the Creditors’ Committee, the United States Trustee and any other interested
parties (which could include secured lenders, indenture trustees or other
significant creditor constituencies), the debtor should consider formulating
and proposing an ESI protocol for approval by the Bankruptcy Court after
notice and opportunity for objection by other parties. An ESI protocol may
not be necessary or desirable in every large chapter 11 case.



The ESI protocol should address preservation efforts implemented by the
debtor, document databases or repositories established by the debtor, issues
related to the intended form or forms of production of ESI by the debtor, any
sources of ESI that the debtor deems not reasonably accessible because of
undue burden or cost, any categories of ESI that the debtor specifically
identifies as not warranting the expense of preservation, document retention
programs or policies that remain in effect and any other significant ESIrelated issues. The ESI protocol should identify a point of contact at debtor’s
counsel to which third parties can address inquiries or concerns regarding
ESI-related issues. The ESI protocol may also identify the parties and
subject matters as to which the debtor expects to request production of ESI
(but any such provision does not relieve the debtor of any obligation
7
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otherwise existing to confer directly with those parties, including regarding
any requested preservation of ESI).


The timing for seeking approval of an ESI protocol will vary depending upon
the circumstances of each case. Depending upon how long it takes to appoint
a Creditors’ Committee and how long the consultation process with interested
parties lasts, it may be appropriate to file the motion seeking approval of the
ESI protocol within the applicable time period to provide sufficient notice and
be calendared for a date within 45 to 60 days after the Petition Date or for
the date of the final hearing on Bankruptcy Rule 4001 matters. Because of
its importance, it should be a goal to have the ESI protocol approval order
entered early in the debtor’s bankruptcy case. Adequate notice of any motion
seeking approval of a proposed ESI protocol should be provided to creditors
and other parties in interest.



Among the provisions to consider including in an ESI protocol approval order
from the Bankruptcy Court is a provision, in accordance with Federal Rule of
Evidence 502(d), addressing the non-waiver of attorney-client privilege and
work-product protection when ESI is disclosed.



Approval of the ESI protocol should not preclude the debtor or other parties
from seeking additional or different treatment of ESI in appropriate
circumstances. Any issues regarding requests for deviation from the protocol
should be addressed in direct communications between the affected parties
before any relief is sought from the Court. The order approving the ESI
protocol should include a provision that the terms of the protocol are subject
to further order of the Court and can be amended for cause. Although
adequate notice to potentially affected creditors and interested parties should
be a prerequisite to approval of any ESI protocol, approval of such protocol is
not intended to preclude parties then and in the future engaged in litigation
with a debtor, including the debtor, from seeking ESI-related relief
particularized to such litigated matter.*

*

A model template for an ESI Protocol is attached as Appendix 1 to this Report. Also attached as
Appendix 2 is a form of ESI Protocol Approval Order, including Federal Rule of Evidence 502(d)
provisions. Whether to propose an ESI Protocol and what to include in an ESI Protocol will depend
upon the facts and circumstances of each case. As will be noted, a number of the items covered in
the attached ESI Protocol template are presented in brackets for “consideration” by the debtor and
its counsel, with a view toward customizing the provisions based upon the facts and circumstances
applicable to the debtor and its case. Even with respect to matters not presented in brackets, such
matters may not be appropriate in every case, and additional matters not set forth in the template
may need to be addressed. The same approach would also apply to drafting a proposed ESI Protocol
Approval Order on a case by case basis.
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4.

Other ESI Considerations.


In addition to ESI obligations in connection with adversary proceedings and
contested matters, other ESI issues may arise during the case. For example,
special considerations may apply with respect to personally identifiable
information and patient records and other patient care information. See
11 U.S.C. §§ 363(b)(1), 332 and 333. In addition, if there is a sale or other
transfer of property of the estate, consideration should be given to preserving
ESI and other data and documents, or providing for continued access by the
estate to such ESI and other data and documents, following such sale or
other transfer.



If a preservation obligation arises and appropriate documents and ESI are
not preserved, under the applicable rules and case law there is a real
possibility of a claim of spoliation of evidence and a request for sanctions.
With respect to the wide range of potential sanctions, see Section VI infra.

9
6695800-v1

336

SECTION II
ELECTRONIC DISCOVERY (ESI) PRINCIPLES AND GUIDELINES
IN MIDDLE MARKET AND SMALLER CHAPTER 11 CASES
I.

Principles Applicable to ESI Issues in Bankruptcy Cases

The principles set forth below are not meant to be exclusive or to replace
other valuable sources of guidance, such as The Sedona Principles (Second Edition):
Best Practices Recommendations & Principles for Addressing Electronic Document
Production (“Sedona Principles”). Rather, they are intended to provide more
particularized guidance on issues concerning electronically stored information
(“ESI”) that may arise in the bankruptcy context.
Principle 1: The duty to preserve ESI and other evidence applies in
the bankruptcy context. A person or entity preparing to file a bankruptcy case
should consider appropriate steps to preserve ESI and other evidence. In addition,
potential debtors and non-debtor parties have an obligation to preserve ESI and
other evidence related to the filing of a contested matter, adversary proceeding or
other disputed issue in a bankruptcy case. This duty to preserve may arise prior to
the formal filing of the bankruptcy case or other litigated matter, generally when
the case filing or other potential litigation matter becomes reasonably anticipated.
This duty to preserve is also consistent with and supplemental to the obligation of
debtors, debtors-in-possession and other fiduciaries to take reasonable steps to
preserve books and records in order to facilitate the just and efficient
administration of the bankruptcy estate and resolution of disputed matters arising
in or in connection with the bankruptcy case. A debtor's preservation efforts should
extend to representatives and affiliates of the debtor, and the debtor should
consider appropriate instructions to such third parties regarding preservation of
ESI relating to the debtor.
Principle 2: The actual or anticipated filing of a bankruptcy petition
does not require a debtor to preserve every piece of information in its
possession. A person or entity preparing to file a bankruptcy petition should take
reasonable steps to preserve ESI and other evidence that the person or entity
reasonably anticipates may be needed in connection with administration of the
bankruptcy case or proceedings therein or operation of the business or affairs of the
debtor or otherwise relevant to a legitimate subject of dispute in the bankruptcy
case or potential litigation therein. This obligation does not require a debtor to
preserve all ESI and other information in its possession merely because a
bankruptcy petition is filed or shortly anticipated. If in doubt, a debtor should err
on the side of preserving its data. Depending on the size of the debtor, the
10
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complexity of its ESI systems, and the resources available in advance of the filing of
a bankruptcy petition, the most prudent and least burdensome approach may be to
suspend even routine data destruction in the period leading up to a bankruptcy
filing (as opposed to expending resources identifying more specifically the ESI to
which a duty to preserve may have attached).
Principle 3: Proportionality considerations regarding the
preservation and production of ESI are particularly important in the
bankruptcy context. A party’s obligations with respect to the preservation and
production of ESI should be proportional to the significance, financial and
otherwise, of the matter in dispute and the need for production of ESI in the matter.
Proportionality considerations are especially important in the bankruptcy context.
Debtors will be operating within constraints and generally have limited assets.
Creditors often face the prospect of less than a full recovery, frequently a
significantly reduced one, on claims against the bankruptcy estate. Parties should
not be forced to spend a disproportionate amount of already limited resources on the
preservation and production of ESI.
Principle 4: Interested parties in a bankruptcy case are encouraged
to confer regarding issues related to the preservation and production of
ESI. The value of direct discussions regarding ESI is not a novel concept and is
well-recognized, for example, in Sedona Principle No. 3. Indeed, in matters and
proceedings where Federal Rule of Bankruptcy Procedure 7026 applies, conferring
with opposing counsel is required. Even where it is not required, however, the
potential benefit of conferring is heightened in bankruptcy cases. Bankruptcy
courts are courts of equity. The stakeholders in a bankruptcy case are tasked with
resolving disputes quickly and efficiently in order to avoid dissipating assets of the
bankruptcy estate. This means that disputed matters in bankruptcy cases are often
heard and decided in an expedited manner. In these circumstances, it is
particularly important for parties to confer regarding ESI obligations and requests
for production of ESI in order to avoid unnecessary disputes. The development of a
proposed ESI protocol by the debtor and interested parties may be a useful step to
be considered in middle market and even possibly in smaller chapter 11 cases.
II.

ESI Guidelines and Considerations for Debtor’s Counsel in Middle
Market and Smaller Chapter 11 Cases

The following are guidelines and considerations with respect to ESI issues in
middle market and smaller chapter 11 cases. It is recognized that the guidelines
and recommendations set forth herein may not be appropriate in each and every
case. There may be good reasons in a chapter 11 case, large or small, for taking a
different approach to ESI issues. The following are intended as suggested
guidelines for counsel and courts to consider.
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1.

Pre-filing.


Counsel’s pre-filing planning checklist for a chapter 11 case should include a
discussion of ESI-related matters with the client. The proportionality
principle (Principle 3 above) may take on an added significance in middle
market and smaller chapter 11 cases. The following suggested guidelines
should be read with that principle in mind.



Counsel should gain an understanding of the client’s electronic information
systems, including the types of ESI the client maintains and the locations
where it is used and stored. This should include discussion of the client’s
existing policies and procedures regarding ESI, including any data retention
program that calls for the automatic deletion or culling of ESI. It should also
include identification of sources of ESI that are likely to be identified as not
reasonably accessible because of undue burden or cost.



Counsel should explain to the client its obligation to preserve ESI, consistent
with the principles outlined above. This should include identification and
discussion of issues that are reasonably anticipated to be disputed in the
bankruptcy case and the sources and locations of ESI likely to be relevant to
such disputes (including key custodians and storage systems or media that
are likely to contain such ESI).



If first-day motions are to be filed in the case, because such motions are
contested matters, debtor’s counsel should, if reasonably practicable, put
appropriate preservation measures in place regarding the subjects of the
various first-day motions to be filed on behalf of a chapter 11 debtor-inpossession. The same is true of any adversary proceedings to be filed as part
of the first-day filings.



In order to plan and implement appropriate preservation efforts, the parties
may wish to designate a liaison or primary point of contact for ESI issues at
both the client and its outside counsel. Discussions of the client’s electronic
information systems and ESI obligations should include participation by
knowledgeable persons including, if applicable, the client’s IT department. If
an outside vendor or consultant is retained to assist with ESI matters, a lead
person in that organization may also be identified and the vendor or
consultant’s scope of work and reporting obligations should be clearly
identified.



A debtor’s preservation plan and instructions should be communicated in
writing within the debtor’s organization (in the nature of a litigation hold).
The debtor’s preservation plan should include a mechanism for periodic
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updates and reminders as issues are identified and refined during the
bankruptcy case.


2.

The review and discussion of the client’s ESI obligations should consider, to
the extent reasonably practicable, any specialized data privacy considerations
(e.g., specific regulatory requirements in the client’s industry, statutes
applicable to the client, confidentiality or non-disclosure agreements with
third parties and obligations imposed under foreign legal systems for clients
with operations or affiliates in jurisdictions outside of the United States).
At Time of Filing of Chapter 11 Case.



Debtor’s counsel may want to consider whether, at the outset of the case, it
may be appropriate under the circumstances of the case to seek bankruptcy
court approval of an interim ESI protocol addressing any pertinent ESI
issues, including preservation efforts. Debtor’s counsel may also want to
consider including in the debtor’s first-day affidavit (if there is one in the
case) a description of the debtor’s pre-petition preservation efforts and any
changes to the debtor’s preservation practices made prior to the bankruptcy
filing. It may be appropriate in a given case to reserve decisions regarding
preservation and other ESI-related issues until a later date in the case when
disputed issues become identified and when the United States Trustee and
other interested parties, including particularly a Creditors’ Committee if it is
organized in the case, can participate in discussions and consideration of ESIrelated issues.



If any of the professionals to be employed by the debtor are working on ESI
preservation programs, the scope of their work should be identified in the
employment application for such professional.

3.

Consideration of an ESI Protocol If Appropriate in the Case.


Subject to the specific circumstances of each case including the
proportionality principle referenced above, a debtor may want to consider the
possibility of formulating and proposing a protocol addressing pertinent ESI
issues, including preservation efforts. An ESI protocol will not be warranted
or appropriate in every chapter 11 case.



If appropriate, among the issues that may be addressed in an ESI protocol
are the following: preservation efforts implemented by the debtor, document
databases or repositories established by the debtor, issues related to the
intended form or forms of production of ESI by the debtor, any sources of ESI
that the debtor deems not reasonably accessible because of undue burden or
cost, any categories of ESI that the debtor specifically identifies as not
13
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warranting the expense of preservation, document retention programs or
policies that remain in effect and any other significant ESI-related issues. If
there is an ESI protocol to be proposed in the case, it should identify a point
of contact at debtor’s counsel to which third parties can address inquiries or
concerns regarding ESI-related issues. Any such ESI protocol may also
identify the parties and subject matters as to which the debtor expects to
request production of ESI (but any such provision does not relieve the debtor
of any obligation otherwise existing to confer directly with those parties,
including regarding any requested preservation of ESI).


The timing for seeking approval of an ESI protocol (if applicable) will vary
depending upon the circumstances of each case. Consultation with the
United States Trustee and other interested parties (including the Creditors’
Committee if there is one organized in the case) with respect to a proposed
ESI protocol is important and should precede the filing of any motion seeking
court approval of such ESI protocol. If an ESI protocol is to be pursued by
the debtor, adequate notice of any motion seeking approval of the proposed
ESI protocol should be provided to creditors and other parties in interest.



Among the provisions to consider including in an ESI protocol approval order
from the Bankruptcy Court is a provision, in accordance with Federal Rule of
Evidence 502(d), addressing the non-waiver of attorney-client privilege and
work-product protection when ESI is disclosed.



Approval of an ESI protocol in a particular case should not preclude the
debtor or other parties from seeking additional or different treatment of ESI
in appropriate circumstances. Any issues regarding requests for deviation
from the protocol should be addressed in direct communications between the
affected parties before any relief is sought from the Court. The order
approving an ESI protocol should include a provision that the terms of the
protocol are subject to further order of the Court and can be amended for
cause. Although adequate notice to potentially affected creditors and
interested parties should be a prerequisite to approval of any ESI protocol,
approval of any such protocol is not intended to preclude parties then and in
the future engaged in litigation with a debtor, including the debtor, from
seeking ESI-related relief particularized to such litigated matter.

4.

ESI Considerations During the Case.


In addition to ESI obligations in connection with adversary proceedings and
contested matters, other ESI issues may arise during the case. For example,
special considerations may apply with respect to personally identifiable
information and patient records and other patient care information. See
11 U.S.C. §§ 363(b)(1), 332 and 333. In addition, if there is a sale or other
transfer of property of the estate, consideration should be given to preserving
14
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ESI and other data and documents, or providing for continued access by the
estate to such ESI and other data and documents, following such sale or
other transfer.


If a preservation obligation arises and appropriate documents and ESI are
not preserved, under the applicable rules and case law there is a real
possibility of a claim of spoliation of evidence and a request for sanctions.
With respect to the wide range of potential sanctions, see Section VI infra.*

*

Although chapter 12 cases are different in many respects from chapter 11 cases, the ESI principles
and guidelines set forth herein with respect to smaller chapter 11 cases may be useful to parties
(including debtors-in-possession and trustees) and their counsel in chapter 12 cases. In a small
chapter 12 case, the principles and guidelines in Section III of this Report discussing chapter 13 may
also be instructive.
This Report does not address ESI issues in chapter 9 cases. Such cases may present unique
circumstances and issues. For example, public disclosure laws such as any applicable freedom of
information act and state sunshine and open meeting laws may need to be considered. Additionally,
considerations and limitations imposed by § 904 of the Bankruptcy Code may come into play in
chapter 9 cases. Such topics are beyond the scope of this Report.
Similarly, this Report does not address the subject of electronic discovery (ESI) issues in Chapter 15
cases. Some of the ESI principles and guidelines discussed in this Report may apply in Chapter 15
cases, but issues of foreign law, comity and United States public policy, all of which are beyond the
scope of this Report, may also need to be considered. See, e.g., In re Toft, 453 B.R. 186 (Bankr.
S.D.N.Y. 2011) (court refused to allow foreign representative's request on an ex parte basis to access
e-mails of debtor stored on two internet service providers located in the United States based on 11
U.S.C. § 1506 that allows a court to refuse to take an action "if the action would be manifestly
contrary to public policy of the United States."). Issues relating to international discovery
considerations in the federal courts have been addressed in numerous cases. See, e.g., Societe
Nationale Industrielle Aerospatiale, et al. v. United States District Court for the Southern District of
Iowa, 482 U.S. 522 (1987). Those issues may also be implicated in Chapter 15 cases. In addition, as a
helpful resource and guide with respect to ESI discovery issues in cross-border disputes, see The
Sedona Conference International Principles on Discovery, Disclosure & Data Protection: Best
Practices, Recommendations & Principles for Addressing the Preservation & Discovery of Protected
Data in U.S. Litigation (2011).
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SECTION III
ELECTRONIC DISCOVERY (ESI) PRINCIPLES AND GUIDELINES
IN CHAPTER 7 AND CHAPTER 13 CASES


Consistent with the principles underlying §§ 521(a)(3) and (4) and 727(a)(3) of
the Bankruptcy Code, Chapter 7 and Chapter 13 debtors should, unless
otherwise justified under the circumstances of the case, not destroy
information, including electronically stored information (ESI), relating to
their bankruptcy case. Counsel should discuss this with their clients.



In chapter 7 and chapter 13 cases, a guiding principle is that a debtor’s
obligation with respect to the preservation and production of electronically
stored information should be proportional to the resources and sophistication
of the debtor, the significance of the matter to which the electronically stored
information relates and the amount or value of the property at issue.
Whether or not a debtor is represented by counsel is a further factor to be
considered. The foregoing is hereinafter referred to as the “proportionality
principle.”



The “proportionality principle” is a very important factor to keep in mind in
Chapter 7 cases. In many Chapter 7 cases ESI will not be an issue unless it
is raised by the Chapter 7 trustee or another party in interest, including the
Office of the United States Trustee. If debtor’s counsel determines that a
case is an asset case, counsel should discuss with the debtor what, if any,
electronically stored information there is relating to property of the estate. If
the debtor is or was a business entity or sole proprietorship, debtor’s counsel
should discuss with the debtor what, if any, electronically stored information
exists that relates to property of the estate.



A chapter 7 trustee may request a debtor to preserve electronically stored
information within the possession or control of the debtor. The chapter 7
trustee or another party in interest, including the Office of the United States
Trustee, may seek an order from the Bankruptcy Court, as part of a request
for a Bankruptcy Rule 2004 examination or otherwise, to preserve and/or
turnover electronically stored information. Relevance, reasonableness and
proportionality should be applied to any such request, depending upon the
circumstances of each case.



With respect to chapter 13 cases, in addition to documentary materials
needed for purposes of complying with the debtor’s duties in connection with
the case, a chapter 13 debtor should, subject to the proportionality principle
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and reasonableness and relevance, preserve electronically stored information
concerning the same subject matter as the documentary materials required to
be retained by the debtor.


A chapter 13 trustee may request a chapter 13 debtor to preserve
electronically stored information within the possession or control of the
debtor. The chapter 13 trustee or another party in interest, including the
Office of the United States Trustee, may seek an order from the Bankruptcy
Court to preserve and/or turnover electronically stored information.
Relevance, reasonableness and proportionality should be applied to any such
request, depending upon the circumstances of each case.



If adversary proceedings are filed in a chapter 7 or chapter 13 case, the ESI
preservation and production obligations set forth in Bankruptcy Rule 7001 et
seq. apply. If the filing of an adversary proceeding by, on behalf of or against
a chapter 7 or chapter 13 debtor is reasonably likely, counsel for the debtor
should discuss with the debtor whether there is any electronically stored
information that should be preserved by the debtor in connection with such
adversary proceeding. Similarly, if there is a significant contested matter to
be filed by or on behalf of a chapter 7 or chapter 13 debtor or likely to be filed
against or involving the debtor seeking relief for or with respect to the debtor
from the Bankruptcy Court, counsel for the debtor should discuss with the
debtor whether there is any electronically stored information that should be
preserved by the debtor in connection with such contested matter. In
addition, debtors in chapter 7 and chapter 13 cases should understand that
the chapter 7 trustee or the chapter 13 trustee (as applicable) may need
identification of and access to electronically stored information and the
debtor’s assistance in connection with litigation by or against the estate.



Counsel for creditors involved in chapter 7 and chapter 13 adversary
proceedings and significant contested matters should discuss with their
clients whether they have in their possession electronically stored
information that should be preserved in connection with such adversary
proceedings or contested matters.



If the nature of a creditor's claim makes it foreseeable that access to
documents including original documents will be needed to support or
challenge the claim in litigation, the creditor should take appropriate steps to
preserve such documents.



Nothing set forth in these ESI Guidelines is intended to alter or affect any
applicable privilege, including attorney-client privilege, or work-product
protection of communications, documents or electronically stored information,
as such doctrines exist under otherwise applicable law.
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SECTION IV
ELECTRONIC DISCOVERY (ESI) PRINCIPLES AND GUIDELINES IN
CONNECTION WITH FILING PROOFS OF CLAIM AND OBJECTIONS
TO CLAIMS IN BANKRUPTCY CASES
The following are principles, guidelines and suggested best practices with
respect to ESI issues in connection with proofs of claim and objections to claims in
bankruptcy cases. The guidelines and recommendations set forth herein may not be
appropriate in each and every case, and there may be good reasons for taking a
different approach with respect to ESI issues in a given case. These principles and
guidelines are a suggested starting point for counsel and judges to consider as they
assess what is appropriate under the circumstances of their particular case.
I.

ESI Principles Applicable to Proofs of Claim and Objections to
Claims

Principle 1: The filing of a proof of claim is not a “per se” trigger of a debtor’s duty
to preserve documents and electronically stored information (ESI). This principle is
directly reflected in cases such as In re Kmart Corporation, 371 B.R. 823 (Bankr.
N.D. Ill. 2007), whose conclusion on this point the Working Group directly borrows
from and endorses. In larger cases, there may be hundreds or thousands of proofs of
claim. Treating each of them as an independent trigger of a duty to preserve could
overwhelm a debtor and lead to a conclusion that every document and every piece of
electronically stored information relating to the claim should be preserved, which is
not necessary or appropriate. (See Principle 2)
Principle 2: The duty to preserve arises when litigation regarding a proof of claim
is reasonably anticipated. Factors to be considered in this analysis include the size
of the claim, the nature of the claim (including whether it is a pre-petition or an
administrative claim), the specificity of the basis for the claim, and the nature and
extent of the debtor’s opposition. As the court observed in Kmart, "the 'duty to
preserve documents in the face of pending litigation is not a passive obligation,' but
must be 'discharged actively.'" 371 B.R. at 846 (citations omitted).
Principle 3: The scope of the duty to preserve should be proportional to the
reasonably anticipated scope of the litigation regarding the proof of claim. As with
other types of disputes, the amount of a claim is an important but not determinative
factor to consider regarding the appropriate scope of preservation. Even an
exceedingly large claim may not require extensive preservation efforts if the debtor
or trustee only disputes some minor aspect of the claim. With respect to a creditor
filing a proof of claim, the creditor should take steps to preserve a reasonable and
18
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proportional scope of documents and electronically stored information relating to
the claim, including documents and ESI that form the basis of the claim. As the
possibility of an objection or other litigation with respect to the claim becomes
reasonably anticipated, the creditor's preservation obligation attaches and extends
to those issues. A creditor's preservation efforts should be reasonable in light of the
nature of the dispute and proportional to the amount at issue. The scope of that
obligation will vary depending upon the facts and circumstances of each case, the
nature of the creditor's claim, and the nature of any actual or reasonably
anticipated objection or dispute regarding the claim.
II.

ESI Guidelines and Suggested Best Practices Regarding Proofs of
Claim and Objections to Claims
A. The Obligation of Debtors-in-Possession and Trustees to Preserve
Documents and Electronically Stored Information Relating to Claims
in Chapter 11 Cases.


In the period leading up to the filing of a chapter 11 case, a debtor should
preserve documents and electronically stored information regarding
reasonably anticipated subjects of claim objections and litigation with respect
to claims. These preservation efforts should be reasonable in light of the
nature of the dispute and proportional to the amount at issue. If a particular
issue or dispute (or type of issue or dispute) precipitated the debtor’s filing,
then the debtor should preserve documents and electronically stored
information reasonably likely to be relevant to litigation concerning the issue
or dispute.



The filing of a proof of claim has in a number of cases been analogized to the
filing of a complaint in civil litigation. See, e.g., Smith v. Dowden, 47 F.3d
940, 943 (8th Cir. 1995); Simmons v. Savell, 765 F.2d 547, 552 (5th Cir. 1985);
In re Barker, 306 B.R. 339, 347 (Bankr. E.D. Cal. 2004); In re Lomas
Financial Corp., 212 B.R. 46, 55 (Bankr. D. Del. 1997); In re 20/20 Sport, Inc.,
200 B.R. 972, 978 (Bankr. S.D.N.Y. 1996). Similarly, the filing of an objection
to claim has been analogized to the filing of an answer. The Advisory
Committee Note to Bankruptcy Rule 3007 makes it clear that the filing of an
objection to a claim initiates a contested matter governed by Bankruptcy
Rule 9014, unless a counterclaim is joined with the objection to claim, in
which event ordinarily an adversary proceeding subject to the Part VII Rules
of the Federal Rules of Bankruptcy Procedure is commenced.



As the term is used by the Bankruptcy Court in the Kmart case, the "trigger
date" is the date on which the obligation to preserve documents relating to
the claim at issue in the case arose. 371 B.R. at 843. In general, "the duty to
preserve documents arises when a party is on notice of the potential
19
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relevance of the documents to pending or impending litigation, and [in
general civil litigation] a party may be on notice even prior to the filing of a
complaint." Id. at 843.


Accordingly, the duty of a debtor-in-possession or chapter 11 trustee to
preserve documents and electronically stored information would ordinarily
arise no later than the date of the filing of an objection to a claim and often
would arise earlier when the objection becomes reasonably anticipated. As a
debtor-in-possession or trustee begins to evaluate potential objections to
claims, it should also evaluate whether there are any corresponding
preservation efforts that should be implemented.



By way of example, in the context of the administrative claim at issue in the
Kmart case, the Bankruptcy Court there determined that the debtor-inpossession's duty to preserve, under the facts and circumstances of that case,
arose shortly after the administrative claim was filed. As the court in Kmart
stated: "the particular administrative claim filed in this case contained
sufficient information to put Kmart on notice that litigation was likely." Id.
at 844.



Because in many chapter 11 cases proofs of claim are not filed directly with
the debtor or chapter 11 trustee (if applicable), and because in many cases it
is unclear at the time of the filing of the proof of claim whether or not an
objection will be filed or litigation will ensue, a general rule that the duty to
preserve documents and ESI arises at the time of filing a proof of claim or
shortly thereafter seems neither prudent nor practical. A debtor has a duty
to preserve where it or its counsel anticipates or reasonably should anticipate
that litigation about a particular claim is likely. The debtor may have a duty
to preserve even before the filing of a proof of claim if the debtor believes
litigation about the claim is likely. The reasonableness of beliefs about the
likelihood of litigation should be evaluated based not only on the content of a
proof of claim but on all pertinent circumstances. If counsel for a particular
creditor believes that document preservation is important with respect to
litigation of its expected claims, counsel may expressly notify the debtor by
separate written communication at the time of filing such creditor's proof of
claim and may do so even before filing its proof of claim. Such a notice from a
creditor or its counsel will then need to be evaluated by counsel for the
debtor-in-possession or chapter 11 trustee and appropriate steps taken
depending upon whether the debtor reasonably expects objections to the proof
of claim to be filed, either by the debtor or other parties in interest.

20
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B. Creditor/Claimant Obligation to Preserve Documents and
Electronically Stored Information Relating to Claims in Chapter 11
Cases.


A creditor should consider preserving documents and electronically stored
information including at a minimum documents and ESI that form the basis
for the claim as the creditor is preparing to file its proof of claim or otherwise
to assert a claim in the bankruptcy case. When preparing to file a claim,
ordinarily the creditor should preserve documents relating to such claim,
particularly if it is likely or expected that litigation concerning such claim
will result in the bankruptcy case. Among the matters to consider in
assessing whether it is reasonable to anticipate an objection is the treatment
of the creditor's claim on the debtor's schedules (and any amendments
thereto), including the amount of the claim as scheduled by the debtor and
whether the claim is listed as disputed, contingent or unliquidated. The
scope of the creditor’s preservation should correspond to the objection, if any,
to the claim that is filed or the creditor reasonably anticipates. These
preservation efforts should be reasonable in light of the nature of the dispute
and proportional to the amount at issue. As a general guideline and subject
to the principles set forth above, if a proof of claim is filed, documents
required to be attached to the proof of claim in accordance with Bankruptcy
Rule 3001 and documents and ESI that would be needed to prove the claim
affirmatively should be preserved, and if an objection to the claim is filed or
reasonably anticipated by the creditor, documents and ESI relevant to the
filed objection or anticipated objection should also be preserved. Each
situation should be considered by the creditor's counsel based upon the facts
and circumstances relating to the particular claim and the likely or expected
response to such claim by the debtor-in-possession or trustee.



A creditor has a preservation obligation with respect to documents and
electronically stored information relating to its claim that arises not later
than when an objection to the claim is filed and served on the creditor. A
creditor should evaluate and refine its preservation obligation based on the
objection that is actually filed to the claim. As noted above, in many
instances a creditor’s preservation obligation will be triggered when a claim
is filed but a debtor’s preservation obligation, even for the same claim, will
not be triggered until an objection is reasonably anticipated. The Working
Group does not consider this temporal variation unfair. An earlier “trigger
date” for a bankruptcy claimant’s duty to preserve is analogous to the earlier
duty, outside bankruptcy, of a prospective plaintiff who may reasonably
anticipate litigation before the litigation’s target.

21
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C. The Obligation to Preserve Documents and Electronically Stored
Information in Connection with Proofs of Claim and Objections to
Claims in Chapter 7 and Chapter 13 Cases.


To the extent that a chapter 7 or chapter 13 trustee is contemplating an
objection to a claim and is in possession of documents and electronically
stored information relating to the claim, the trustee should preserve such
documents and ESI. In such a circumstance, the trustee should, to the extent
that he or she has not already done so, request the debtor to preserve any
documents and ESI relating to the claim in question and to turn over such
documents and ESI to the trustee. If a chapter 7 or chapter 13 debtor or
other party in interest is contemplating filing an objection to a proof of claim,
the debtor or other party in interest should preserve all documents and ESI
relating to such claim. If a chapter 7 trustee needs to request the debtor to
preserve and turn over documents and ESI relating to a claim in the
bankruptcy case and the debtor in such case is not an individual debtor, the
trustee should determine which individuals at the debtor or formerly with the
debtor likely would have pertinent materials and should request that they
preserve and turn over such documents and ESI. The timing and scope of
such request will vary depending upon the facts and circumstances of each
case and the claim in question.



A creditor in a chapter 7 or chapter 13 case who has filed a proof of claim
should consider taking steps to preserve documents and ESI relating to such
claim no later than when such creditor reasonably anticipates that an
objection may be raised to the claim. In addition, a creditor who files a proof
of claim in a chapter 7 or chapter 13 case should preserve documents
required to be attached to the proof of claim in accordance with Bankruptcy
Rule 3001 and, subject to the principles set forth above, documents and ESI
that would be needed to prove the claim affirmatively and documents and
ESI relevant to any filed objection or reasonably anticipated objection to such
creditor's claim. A creditor’s preservation obligation with respect to
documents and ESI relating to its claim arises no later than when an
objection to the claim actually is filed and served on the creditor. Even before
filing a proof of claim, a creditor having reason to believe that litigation will
arise concerning its claim should take steps to preserve documents and ESI
relating to its claim. For example, if a creditor is preparing to file a lift stay
motion, that creditor should take steps to preserve documents and ESI
relating to its claim, whether or not it has filed a proof of claim in the
bankruptcy case. As another example, the debtor's listing of a mortgage
arrearage amount in a chapter 13 plan may trigger a preservation obligation
on the part of the mortgage creditor if the amount listed is going to be
contested by the creditor. The exact timing of a creditor's obligation to
preserve documents and ESI may vary depending upon the facts and
circumstances of the case and the nature of the creditor's claim (e.g., asset
22
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case v. no asset case, secured claim v. unsecured claim, administrative or
priority claim v. prepetition general unsecured claim).
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SECTION V
ELECTRONIC DISCOVERY (ESI) PRINCIPLES AND
GUIDELINES FOR CREDITORS IN BANKRUPTCY CASES
A bankruptcy case has been filed. What obligation if any does a creditor have
to preserve documents and electronically stored information (ESI) relating to its
dealings with the debtor and its claims against the debtor? The following are
principles, guidelines and suggested best practices with respect to electronic
discovery issues for creditors in bankruptcy cases. The guidelines and
recommendations set forth herein may not be appropriate in each and every case,
and there may be good reasons for taking a different approach with respect to ESI
issues in a given case. Hopefully the following principles and guidelines will
provide a helpful starting point for creditors and their counsel to consider.
I.

ESI Principles for Creditors When Confronted with a Bankruptcy
Filing by a Debtor.

Principle 1: The duty to preserve ESI and other evidence applies in
connection with bankruptcy cases. The timing and scope of such duty will
vary from case to case. Creditors and other non-debtor parties in interest have
an obligation to preserve ESI and other evidence relating to contested matters,
adversary proceedings and other disputed matters that are, or are likely to be, the
subject of litigation in or in connection with the bankruptcy case. With respect to
documents and ESI relating to a creditor's claim against a debtor who has filed
bankruptcy, the creditor should, if it decides to file a claim or it reasonably believes
that its claim is likely to be the subject of a dispute, take steps to preserve a
reasonable and proportional scope of such documents and ESI, including documents
and ESI that form the basis of its claim.
Principle 2: The filing of a bankruptcy case does not require a creditor to
preserve every document or piece of information in its possession relating
to the debtor or its dealings with the debtor. The mere filing of the
bankruptcy case will not ordinarily by itself trigger a creditor's duty to preserve
documents and ESI regarding its various dealings with the debtor. However, if the
creditor reasonably anticipates litigation with the debtor, a duty of the creditor to
preserve documents and ESI relating to such litigation or potential litigation arises.
Principle 3: Proportionality considerations should apply with respect to a
creditor's obligation to preserve documents and ESI in connection with
bankruptcy cases. The scope of a creditor's preservation obligation, if and when it
arises, does not automatically include every document or piece of information in the
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creditor's possession, custody or control concerning the debtor. A rule of
reasonableness should apply. The scope of the duty to preserve should be
proportional to the reasonably anticipated scope of the matters at issue or expected
to be at issue. A creditor's obligation with respect to preservation of documents and
ESI should be proportional to the significance, financial and otherwise, of the
creditor's claim or the matter in dispute and the need for production of such
documents and ESI in the matter. A creditor's preservation efforts should be
reasonable in light of the facts and circumstances in each particular case.
II.

ESI Guidelines and Suggested Best Practices for Creditors and Their
Counsel When a Debtor Files a Bankruptcy Case.


The filing of a bankruptcy case by a debtor is not by itself the commencement
of litigation against a creditor. Therefore, a creditor is not obligated to
institute a litigation hold with respect to its documents and ESI relating to
the debtor based solely upon a bankruptcy petition being filed by the debtor.
However, upon the filing of a bankruptcy petition, the creditor should assess
whether it reasonably anticipates adversary proceedings, contested matters
or other disputed matters that are likely to be the subject of litigation with
the debtor. The creditor should consider consulting with legal counsel
regarding such issues, including implementing a litigation hold to preserve a
reasonable and proportional scope of documents and ESI if the duty to
preserve is triggered.



The scope of a creditor's preservation obligation when it arises extends to
matters at issue or in dispute, or reasonably anticipated to be at issue or in
dispute, in or in connection with the debtor's bankruptcy case. The scope of a
creditor's preservation obligation may change during the course of the
bankruptcy case as new issues arise.



Once an adversary proceeding, contested matter or other litigated matter is
reasonably anticipated by a creditor or commenced against a creditor, a duty
of the creditor to preserve documents and ESI relating to such matter arises.
The scope of that obligation is subject to reasonableness and proportionality
considerations, which will vary depending upon the specific circumstances of
each particular matter.



A creditor's preservation efforts should be reasonable in light of the nature of
the dispute and proportional to the amount at issue. Principle 3 above
provides additional guidance with respect to the concept of proportionality.
Once an adversary proceeding or contested matter is filed, the obligations set
out in the applicable Bankruptcy Rules and Federal Rules of Civil Procedure
with respect to ESI apply. See Bankruptcy Rules 7026, 7033, 7034, 7037,
9014, 9016 and the corresponding Federal Rules of Civil Procedure
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incorporated thereby. The parties to any such contested matter or adversary
proceeding are encouraged to work cooperatively on document and ESI
preservation and production efforts.


With respect to proofs of claim and claims litigation, a creditor should
consider preserving documents and electronically stored information,
including at a minimum documents and ESI that form the basis for its claim,
as the creditor is preparing to file a proof of claim or otherwise assert its
claim in the bankruptcy case. A creditor has a preservation obligation with
respect to documents and ESI relating to its claim that arises not later than
when an objection to the claim is filed and served on the creditor. A creditor
should evaluate and refine its preservation obligation based on the objection
that is actually filed to the claim. When preparing to file a claim in the
bankruptcy case, a creditor should consider taking steps to preserve
documents and ESI relating to the claim if such creditor reasonably
anticipates that an objection may be raised to the claim. Among the matters
to consider in assessing whether it is reasonable to anticipate an objection is
the treatment of the creditor's claim on the debtor's schedules (and any
amendments thereto), including the amount of the claim as scheduled by the
debtor and whether the claim is listed as disputed, contingent or
unliquidated. A creditor's preservation efforts should be reasonable in light
of the nature of the objection that is filed or reasonably anticipated and
should be proportional to the amount at issue. If a proof of claim is filed,
documents required to be attached to the proof of claim in accordance with
Bankruptcy Rule 3001 and documents and ESI that would be needed to prove
the claim affirmatively should be preserved, and if an objection to the claim is
filed or reasonably anticipated by the creditor, documents and ESI relevant
to the filed objection or anticipated objection should also be preserved.



If a creditor is put on notice of a potential dispute or litigation by a trustee or
debtor-in-possession, such creditor should consult with counsel about such
notice and how to respond, including whether a document and ESI
preservation obligation arises and, if so, what steps should be taken to
implement it. Similarly, if a creditor is put on notice that certain documents
and other information including ESI should be preserved, the creditor should
again consult counsel with respect to its response thereto including any
potential preservation obligation. It is important that a creditor take
appropriate steps to preserve documents and ESI if a preservation obligation
arises.



Other procedural settings in which a preservation obligation may arise
include a Bankruptcy Rule 2004 examination or the receipt of a non-party
subpoena. If a creditor is the target of a Rule 2004 examination or otherwise
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receives a subpoena, the creditor should consult counsel about its obligations
in response thereto, including a document and ESI preservation obligation.


If a preservation obligation arises and appropriate documents and ESI are
not preserved, under the applicable rules and case law there is a real
possibility of a claim of spoliation of evidence and a request for sanctions.
With respect to the wide range of potential sanctions, see Section VI infra.
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SECTION VI
RULES AND PROCEDURES WITH RESPECT TO ELECTRONICALLY
STORED INFORMATION (ESI) IN ADVERSARY PROCEEDINGS
AND CONTESTED MATTERS IN BANKRUPTCY CASES
The Federal Rules of Bankruptcy Procedure (the "Bankruptcy Rules") contain
a number of rules relating to electronically stored information (ESI) in adversary
proceedings and contested matters in bankruptcy cases. These rules incorporate by
reference provisions from the Federal Rules of Civil Procedure relating to the
discovery and production of ESI, the failure to comply with such discovery
requirements and associated sanctions. In addition, the Federal Rule of Civil
Procedure relating to subpoenas (Rule 45, F. R. Civ. P.), including its ESI
provisions, is also incorporated into bankruptcy practice through Bankruptcy Rule
9016. Supplementing the Federal Rules of Civil Procedure incorporated into
bankruptcy practice through the applicable Bankruptcy Rules in adversary
proceedings and contested matters, there are also various Bankruptcy Court local
rules applicable to ESI that need to be consulted.
Part VII of the Bankruptcy Rules applies to adversary proceedings brought in
bankruptcy cases. A number of the Part VII Bankruptcy Rules incorporate by
reference and make applicable to adversary proceedings specific Federal Rules of
Civil Procedure. Such rules include those Federal Rules of Civil Procedure relating
to discovery and production of electronically stored information (ESI) and sanctions
relating to the failure to produce required information. With respect to the ESI
obligations of parties in adversary proceedings, the following rules are applicable:


Bankruptcy Rule 7026 incorporating Rule 26, F. R. Civ. P. including,
specifically with respect to ESI, Rule 26(a)(1)(A)(ii); Rule 26(b)(2)(B); and
Rule 26(f)(3)(C).



Bankruptcy Rule 7033 incorporating Rule 33, F.R. Civ. P. including,
specifically with respect to ESI, Rule 33(d).



Bankruptcy Rule 7034 incorporating Rule 34, F. R. Civ. P. including,
specifically with respect to ESI, Rule 34(a)(1)(A) and Rule 34(b)(1)(C) and
(2)(D) and (E).



Bankruptcy Rule 7037 incorporating Rule 37, F. R. Civ. P. including,
specifically with respect to ESI, Rule 37(e).
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With respect to contested matters in bankruptcy cases, certain Part VII
Bankruptcy Rules are incorporated and apply in such contested matters. See
Bankruptcy Rule 9014(c). Included among the rules that apply in contested matters
are Bankruptcy Rules 7026, 7033, 7034 and 7037 referenced above. Accordingly,
unless the Bankruptcy Court otherwise directs, the same ESI discovery rules and
sanction rules with respect to ESI and other document discovery apply in contested
matters in bankruptcy cases.*
Bankruptcy Rule 9016 incorporates Rule 45, F. R. Civ. P., the Federal Rule of
Civil Procedure with respect to subpoenas, into bankruptcy practice. Rule 45,
F. R. Civ. P. applies in both adversary proceedings and contested matters. It also
applies in connection with Bankruptcy Rule 2004 examinations. See Bankruptcy
Rule 2004(c). The subpoena rule, Rule 45, F. R. Civ. P., specifically addresses ESI
in several places. See Rule 45(a)(1)(A)(iii), (C) and (D); Rule 45(b)(1); Rule 45
(c)(2)(A) and (B); and Rule 45(d)(1).
Counsel will also need to consult local rules of procedure with respect to
electronic discovery and other issues relating to electronically stored information.
For example, in the District of Delaware, the Bankruptcy Court for the District of
Delaware has adopted a rule noting that court's "expect[ation] that parties to a case
will cooperatively reach agreement on how to conduct e-discovery," and detailing
"default standards" by which any e-discovery will be conducted if by the Fed. R. Civ.
P. 16 scheduling conference agreement has not been reached about the conduct of
such discovery. Delaware Bankruptcy Court Local Rule 7026-3, "Discovery of
Electronic Documents (E-Discovery)." The local rules of each jurisdiction need to be
consulted as to whether they have any local rules applicable to ESI issues in cases
pending in that jurisdiction.
General federal civil litigators will be familiar with the ESI provisions
contained in the Federal Rules of Civil Procedure and the case law interpreting
those rules. Bankruptcy lawyers will need to become familiar with those rules to
the extent that ESI issues arise in bankruptcy cases, and adversary proceedings
and contested matters in bankruptcy cases.
A number of Bankruptcy Courts have addressed ESI issues and spoliation
and sanction claims related thereto in bankruptcy cases. Each case presents its
own unique set of facts, but they illustrate that sanctions may be imposed in
appropriate circumstances. See, e.g., Herzog v. Zyen, LLC (In re Xyience Inc.), 2011
Bankr. LEXIS 4251 (Bankr. D. Nev. 2011) (imposing monetary sanctions to
reimburse plaintiff trustee’s expenses, costs and reasonable attorney's fees);
Harmon v. Lighthouse Capital Funding, Inc. (In re Harmon), 2011 Bankr. LEXIS
323 (Bankr. S.D. Tex. 2011) (sanction deeming a particular fact established in
Note should be made that, as set forth in Bankruptcy Rule 9014(c), certain sub-parts of Rule 26,
F. R. Civ. P. do not apply in contested matters unless the Bankruptcy Court otherwise directs.
*
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plaintiff's favor awarded against defendant in adversary proceeding); In re Global
Technovations, Inc., 431 B.R. 739 (Bankr. E.D. Mich. 2010) (court declined to grant
terminating sanctions, adverse inference instruction or monetary sanctions;
sanctions found to be inappropriate under facts of this case); GFI Acquisition, LLC
v. Am. Federated Title Corp. (In re A&M Fla. Props. II, LLC), 2010 Bankr. LEXIS
1217 (Bankr. S.D.N.Y. 2010) (court declined to order dismissal or grant adverse
inference instruction; monetary sanctions awarded); Sabertooth, LLC v. Simons (In
re Venom, Inc.), 2010 Bankr. LEXIS 723 (Bankr. E.D. Pa. 2010) (attorneys' fees
awarded as sanction; request to preclude evidence denied); Chrysler Fin. Servs.
Ams. LLC v. Hecker (In re Hecker), 430 B.R. 189 (Bankr. D. Minn. 2010) (entry of
judgment that debtor's debt to plaintiff was not dischargeable imposed as sanction);
Grochocinski v. Schlossberg (In re Eckert), 402 B.R. 825 (N.D. Ill. 2009) (facts
alleged by trustee taken as proof against defendant and defendant precluded from
offering testimony or other evidence in opposition; monetary sanctions also
awarded); Springel v. Prosser (In re Prosser), 2009 Bankr. LEXIS 3209 (Bankr. D.
V.I. 2009) (court disallows all of debtor's claimed exemptions); In re Riverside
Healthcare, Inc., 393 B.R. 422 (Bankr. M.D. La. 2008) (sanction for alleged
spoliation held to be inappropriate); In re Kmart Corp., 371 B.R. 823 (Bankr. N.D.
Ill. 2007) (request for default judgment or adverse inference instruction denied but
attorneys' fees awarded as sanction); United States v. Krause (In re Krause), 367
B.R. 740 (Bankr. D. Kan. 2007) (partial default judgment entered as sanction in
adversary proceeding); Shaw Group, Inc. v. Next Factors, Inc. (In re Stone &
Webster, Inc.), 359 B.R. 102 (Bankr. D. Del. 2007) (request for sanctions denied);
Quintus Corp. v. Avaya, Inc., (In re Quintus Corp.), 353 B.R. 77 (Bankr. D. Del
2006) (entry of judgment against defendant imposed as sanction in adversary
proceeding); Oscher v. Solomon Tropp Law Group P.A. (In re Atl. Int'l Mortg. Co.),
352 B.R. 503 (Bankr. M.D. Fla. 2006) (entry of default judgment in adversary
proceeding was too drastic a sanction; monetary sanctions imposed).
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CONCLUSION
It has been the goal of the Working Group to present a Best Practices Report
and a set of principles and guidelines with respect to electronic discovery and ESI
issues in bankruptcy cases. Because electronic discovery is a rapidly developing
area of the law, and one unfamiliar to many bankruptcy attorneys and their clients,
it is hoped that these materials will provide a helpful resource guide. It is further
hoped that this Report will engender further discussion and thoughtful analysis and
commentary on the matters addressed in the Report and other ESI-related issues in
bankruptcy cases. Undoubtedly new court rules and caselaw will be forthcoming
addressing ESI-related issues in bankruptcy cases. The Working Group has
prepared this Report to serve as a starting point for judges, attorneys and
academics when considering and addressing issues related to electronic discovery
and ESI in bankruptcy cases.
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*** TEMPLATE FOR ESI PROTOCOL ***
IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF [STATE]

In re:
[DEBTOR(S)]
Debtors.

)
)
)
)
)
)
)

ELECTRONICALLY STORED INFORMATION PROTOCOL
Following consultation with the Official Committee of Unsecured Creditors, the Office of
the United States Trustee and other parties in interest [including ____________________], the
Debtors have agreed to this protocol with respect to the preservation of electronically stored
information (“ESI”). This protocol (the “ESI Protocol”) is intended to provide information and
identify a general framework regarding the Debtors’ plans for the preservation and handling of
ESI. The Debtors intend to present this ESI Protocol to the Bankruptcy Court for approval.
I.

General Provisions.

This ESI Protocol is intended to provide general information to parties in interest in order
to minimize requests and demands to the Debtors regarding issues related to ESI. This ESI
Protocol is not an agreement by the Debtors to produce any particular type or scope of ESI in an
adversary proceeding, contested matter or other dispute. Nothing in this ESI Protocol waives
any of Debtors’ rights concerning ESI or otherwise under applicable law or rules, including the
Bankruptcy Rules, incorporated Federal Rules of Civil Procedure or local rules. The Debtors
will use reasonable and good faith efforts to preserve and produce a reasonable and proportional
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scope of ESI in appropriate matters. The Debtors and other parties shall be expected to use
reasonable and good faith efforts to limit requests for ESI to a reasonable and proportional scope,
which may include limits on the number of custodians, date limits, file type limits and other
limits or agreements that are appropriate under the circumstances.
II.

Overview of Debtors’ Electronic Information Systems and Preservation
Efforts.

A.

The Debtors maintain the following electronic information systems:

[In this section, consider disclosing information regarding:


General information regarding operating systems



What email system the Debtors use (e.g., Outlook or Lotus Notes)



Whether there is automatic overwriting or deletion of user mailboxes based on
date or size limitations



Whether the Debtors maintain a general email archive or repository and, if yes,
what are the parameters



Typical organization/storage of non-email documents – e.g., is there a document
management system, do users have a dedicated/portioned network directory
location, shared locations/etc.



What database information the debtor maintains – e.g.,
ERP/finance/accounting/inventory/HR etc.



Any proprietary/industry specific/custom systems]

B.

Debtors’ preservations efforts to date include:

[In this section, consider disclosing information regarding:


Any specific preservation efforts requested by the Committee/U.S. Trustee/etc. to
which the Debtors have agreed;



Any other general preservation efforts that Debtors may have implemented, which
might include


Snapshots/copies of servers or systems
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Mailbox snapshots for individual custodians which might include
senior management or other employees that the Debtors know will
be relevant to particular matters in the case
Any collection/snapshot of non-email documents for custodians
(e.g., copies of network directory locations for individual
custodians)
Preservation/collection from non-custodian based sources such as
database systems
Whether the Debtors have taken backup tapes out of rotation and,
if so, the nature and date



Any large collections/databases the debtor maintains – e.g., if there is a large
litigation-related database, the Debtors might consider disclosing the custodians
and collection time periods related to that



Any preservation efforts the Debtors have implemented for significant
litigation/anticipated litigation (but unless there is a small number, not every
single matter for which they have implemented a litigation hold)]

C.

The Debtors consider the following data sources to be not reasonably accessible
because of undue burden or cost and do not intend to preserve or produce from
the following:
[In this section, the following, based largely on the Delaware default standard,
might be considered:


Deleted, slack, fragmented, or other data only accessible by forensics



Random access memory (RAM), temporary files, or other ephemeral data that are
difficult to preserve without disabling the operating system



On-line access data such as temporary Internet files, history, cache, cookies and
the like



Metadata other than as provided in section III below, specifically including data
in metadata fields that are frequently updated automatically, such as last-opened
dates



Back-up data that are substantially duplicative of data that are more accessible
elsewhere



Voicemail and other voice messages (except as may be routinely generated as
attachments to emails that are themselves preserved)



Instant messages that are not ordinarily printed or maintained in a server
dedicated to instant messaging
36
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Text messages



Electronic mail or pin-to-pin messages sent to or from mobile devices (e.g.,
iPhone and Blackberry devices), provided that a copy of such mail is routinely
saved elsewhere



Other electronic data stored on a mobile device, such as calendar or contact data
or notes, provided that a copy of such information is routinely saved elsewhere



Logs of calls made from mobile devices



Server, system or network logs



Electronic data temporarily stored by laboratory equipment or attached electronic
equipment, provided that such data is not ordinarily preserved as part of a
laboratory report



Data remaining from systems no longer in use that is unreadable or unusable on
the systems in use]

The Debtors reserve the right to supplement or amend the foregoing and to identify other
sources of not reasonably accessible data in individual matters.
III.

Intended Standard Form of Production

For matters requiring production of any significant volume of ESI, unless otherwise
agreed to by the parties or ordered by the court, the Debtors intend to produce in the following
format and to request production in the following format:


General format - Subject to the exceptions below, ESI will be provided as singlepage TIFF format utilizing Group 4 compression with at least 300 dots per inch
resolution. Images shall be reduced by up to 10% to allow for a dedicated space
for Bates numbering and any other electronic stamping or document designations
(such as those pertaining to confidentiality).



General Metadata Load File Format - All produced ESI documents shall be
accompanied by metadata load files that shall be delimited with the following data
fields:
 Beginning Document Number;
 Ending Document Number;
 BegAttach (the Beginning Document Number of the parent
document);
37
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Non-email Metadata Load File - In addition to the general metadata fields
contained above, the metadata load file for all non-email ESI (including
attachments to emails and loose files) shall, where available, also contain the
following data fields:










FileExt (the extension of the filename, e.g., "DOC" for an MS
Word document);
Filename (the original filename);
Filepath;
Date Created;
Date Last Modified;
Author; and
Native Path (relative path to the native version of the ESI when a
native version is delivered (e.g., Excel/PowerPoint files)).

Email Metadata Load File - In addition to the general metadata fields contained
above, the metadata load file for all email ESI shall, where available, also contain
the following data fields:











EndAttach (the Ending Document Number of the last attachment);
Custodian;
Page Count;
MD5; and
Extracted Text.

PST or NSF File Name;
To;
From;
Cc;
Bcc;
Date Sent;
Date Received; and
Subject Line.

Exceptions – Because Microsoft Excel and PowerPoint files are not amenable to
production in the formats above, the Debtors will produce Microsoft Excel files in
native format. A placeholder image will be included with the TIFF files
indicating the Bates number of the document and that the document was produced
in native format. Certain other file types (e.g., program, video, database, sound
files, etc.) are also not amenable to conversion into TIFF format. In general, these
types of files will not be collected or processed. When present in a collection,
however, such documents will be represented in the form of a placeholder TIFF
image and will be produced in a reasonably usable form upon a showing of need.
Debtors will use reasonable and good faith efforts to address production of any
other types of documents that reasonably should be produced in a particular
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matter but that might not be amenable to production in the foregoing format (e.g.,
oversized documents).
The Debtors reserve the right to supplement or modify the intended or requested form of
production in individual matters. For smaller matters and/or those with lower volumes of ESI,
the Debtors may produce in any reasonably useable format, which could include native
production or searchable .pdf’s. In addition, the Debtors will consider and discuss in good faith
any requests for production in formats other than as set forth above.
IV.

Designation of ESI Liaisons

Any questions or issues regarding the Debtors’ handling of ESI should be directed to:
[identification and contact information for Debtors’ ESI liaison, which can be a client
representative and/or an attorney at the law firm serving as Debtors’ counsel] (“Debtors’ ESI
Liaison”).
Any party directing any such question or issue to the Debtors or requesting the
preservation or production of ESI by the Debtors, or from whom the Debtors request
preservation or production of ESI, should designate their own ESI liaison in a writing directed to
Debtors’ ESI Liaison. Absent agreement to the contrary by the Debtors and the other party, all
requests and communications regarding ESI should ordinarily be accomplished through the ESI
Liaisons.
V.

Miscellaneous Provisions

A.

The "safe harbor" provisions of Fed. R. Civ. P. 37(e), Fed. R. Bankr. P. 7037 and

the Advisory Committee Notes to Rule 37(e) shall be applicable to this ESI Protocol and the
Debtors' preservation efforts. Consistent with the foregoing, the Debtors shall not be in violation
of this ESI Protocol, or the Order of the Bankruptcy Court approving the ESI Protocol (the
"Protocol Approval Order"), if, despite the Debtors' good faith efforts to comply with their
39
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preservation undertakings in this ESI Protocol, any documents or ESI are altered, lost,
overwritten or destroyed as a result of the Debtors' routine, good faith operation of their
information or computer systems. This includes, but is not limited to:
(1)

good faith upgrading, loading, reprograming, customizing or migrating

(2)

good faith inputting, accessing, updating or modifying data in an

software;

accounting or other business database maintained on an individual transaction, invoice or
purchase order basis in an accounting or other business database; and
(3)
B.

good faith editing, modifying, updating or removal of an internet site.

The Debtors may use any reasonable method to preserve documents and ESI

consistent with the Debtors' record management systems, routine computer operation, ordinary
business practices and the scope of preservation set forth in this ESI Protocol. Ordinarily, the
Debtors will preserve in native format or some other reasonably useable format that preserves
available metadata of the type specified in Section III above. The Debtors will act in good faith
and may not transfer documents and ESI to another form solely for the purpose of increasing the
burden of discovery for creditors or other interested parties.
C.

This ESI Protocol does not obligate the Debtors to segregate specific documents

or ESI from other documents or ESI where they presently reside. This ESI Protocol does not
obligate the Debtors to mirror image any media or to image documents maintained in paper
form.
D.

Nothing in this ESI Protocol shall constitute a waiver by the Debtors or any other

interested party of any claim of privilege or other protection from discovery. In particular, no
inadvertent production of any document or ESI that the producing party contends is privileged
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shall constitute a waiver of that privilege. It is intended that the Protocol Approval Order will
contain clawback and non-waiver provisions pursuant to Rule 502 of the Federal Rules of
Evidence.
E.

This ESI Protocol and the Protocol Approval Order do not address, limit or

determine the relevance, discoverability or admissibility of any document or ESI, regardless of
whether any such document or ESI is intended to be preserved pursuant to the terms of this ESI
Protocol. Neither the Debtors nor any party in interest waive any objections as to the production,
discoverability or confidentiality of documents and ESI preserved pursuant to this ESI Protocol.
F.

As stated above, it is intended that this ESI Protocol will be presented to the

Bankruptcy Court for approval. This ESI Protocol and the Protocol Approval Order may be
modified, amended or supplemented by further order of the Bankruptcy Court after proper notice
of any request therefor. Nothing herein or in the Protocol Approval Order shall limit or
otherwise affect the right (to the extent that any such right may otherwise exist under applicable
law) to obtain or otherwise seek production of documents and ESI from the Debtors under
applicable law. Nothing contained herein or in the Protocol Approval Order shall limit, preclude
or otherwise affect the entry of, or the terms and provisions of, stipulations and orders entered in
adversary proceedings, contested matters or other litigation involving the Debtors, or other
agreements between the parties thereto, regarding document and ESI preservation, production
and/or discovery procedures. In the event of any conflicting terms, the terms of any such
stipulations, orders or agreements shall govern in such adversary proceedings, contested matters
or other litigation.
Dated:

[Debtors]
by:
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*** MODEL FORM OF ESI PROTOCOL APPROVAL ORDER ***
IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF [STATE]

In re:
[DEBTOR(S)]
Debtors.

)
)
)
)
)
)
)

ORDER APPROVING ELECTRONICALLY
STORED INFORMATION (ESI) PROTOCOL
AND ADDRESSING NON-WAIVER OF ATTORNEY-CLIENT
PRIVILEGE AND WORK-PRODUCT PROTECTION PURSUANT
TO RULE 502(d) OF THE FEDERAL RULES OF EVIDENCE
Upon the Debtors' Motion for Order Approving Electronically Stored
Information (ESI) Protocol (the "Motion") and the other pleadings and proceedings
herein; due and adequate notice of the Motion having been provided and a hearing
having been held before this Court on ___________________; it appearing that the
relief requested in the Motion is in the best interests of the Debtors' estates, their
creditors and all other parties in interest; after due deliberation and sufficient cause
appearing therefor, it is, by the United States Bankruptcy Court for the District of
___________________, HEREBY ORDERED THAT:
1.

The Electronically Stored Information (ESI) Protocol, a copy of

which is attached hereto as Exhibit 1 (the "ESI Protocol"), is approved.
2.

Pursuant to Fed. R. Evid. 502(d) and (e), the disclosure during

discovery or other voluntary production of any communication or information
43
6695800-v1

370

including electronically stored information (hereinafter "Document") by any of the
Debtors or any other party in this case that is protected by the attorney-client
privilege ("Privilege" or "Privileged," as the case may be) or work-product protection
("Protection" or "Protected," as the case may be), as defined by Fed. R. Evid. 502(g),
shall not waive the Privilege or Protection for either that Document or the subject
matter of that Document, unless there is an intentional waiver under Fed. R. Evid.
502(a)(1), in which event the scope of any such waiver shall be determined by Fed.
R. Evid. 502(a)(2) and (3). Unless otherwise ordered by this Court, this provision
shall displace the provisions of Fed. R. Evid. 502(b)(1) and (2) in this case.
3.

Except when the requesting party contests the validity of the

underlying claim of Privilege or Protection, any Document the party producing the
Document claims as Privileged or Protected shall, upon written request, promptly
be returned to the producing party and/or destroyed, at the producing party's
option. If the underlying claim of Privilege or Protection is contested, the
requesting party and the producing party shall comply with, and may promptly
seek a judicial determination of the matter pursuant to, Fed. R. Civ. P. 26(b)(5)(B).
In assessing the validity of any claim of Privilege or Protection, this Court shall not
consider the provisions of Fed. R. Evid. 502(b)(1) and (2), but shall consider whether
timely and otherwise reasonable steps were taken by the producing party to request
the return or destruction of the Document once the producing party had actual
knowledge of (i) the circumstances giving rise to the claim of Privilege or Protection
and (ii) the production of the Document in question. For purposes of this
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paragraph, "destroyed" shall mean that the paper versions are shredded, that active
electronic versions are deleted, and that no effort shall be made to recover versions
that are not readily accessible, such as those on backup media or only recoverable
through forensic means. For purposes of this paragraph, "actual knowledge” refers
to the actual knowledge of an attorney with lead responsibilities in this case or in
the adversary proceeding or contested matter if applicable.
4.

The ESI Protocol and the terms of this Order may be modified,

amended or supplemented for cause by further order of this Court after due and
proper notice. In addition, the entry of this Order shall not preclude the entry of
case or matter-specific ESI-related orders in future litigated matters.
5.

This Court retains jurisdiction with respect to all matters

arising from or related to this Order.

Dated: __________________
UNITED STATES BANKRUPTCY JUDGE
FOR THE DISTRICT OF __________________

45
6695800-v1

372

Educational Materials
Thursday October 9, 2014 2:00 PM - 4:00 PM

Born in the USA: Grown Abroad –
How Different Foreign Jurisdictions Restructure
Major Corporate Groups (CLE Program)

Presented By

and

INSOL

373

NCBJ 2014 Annual Conference
Born in the USA: Grown Up Abroad —
How Different Foreign Jurisdictions Restructure
Major Corporate Groups
Thursday, October 9, 2014 | 2:00 – 4:00 P.M.
MODERATOR AND PANEL MEMBERS
Moderator
James H.M. Sprayregen
Kirkland & Ellis LLP
President, INSOL International

Panelist

Panelist

Luiz Fernando Valente de Paiva

Edward Middleton

Pinheiro Neto Advogados (Brazil)
Board Member, INSOL International

KPMG China and Asia-Pacific
Fellow, INSOL International

Panelist

Panelist

Adam Harris

Mark Robinson

Bowman Gilfillan Africa Group (South Africa)
Executive Committee Member, INSOL International

PPB Advisory (Australia)
Vice President, INSOL International

Using the chapter 11 bankruptcy case of Cengage Learning, Inc. as a case study, this Panel will
explore common challenges faced by companies, their boards and counsel during the bankruptcy
process. Specifically, the Panel will discuss: potential issues posed by sponsors who hold
positions across the capital structure; preference actions; (un)encumbered assets; the mediation
process and the binding effects thereof; and the standards for the approval of settlements. Panel
discussion will then focus on the differences among varying jurisdictions regarding the
approaches and outcomes of each of these issues.
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INTRODUCTION TO CENGAGE CASE STUDY
The turnaround of Cengage Learning, Inc. and its affiliates (collectively, “Cengage”) was
largely a financial restructuring effectuated through a carefully negotiated plan of reorganization
(the “Plan”), which received nearly unanimous support from Cengage’s diverse group of
creditors. Throughout the restructuring, numerous complex issues threatened to prolong
Cengage’s restructuring and put its customer-facing business at risk. Through months of
negotiations and consensus-building, Cengage and its advisors were able to facilitate an
expedited resolution of all issues with its many creditor constituencies, avoiding the risk of
spending years mired in chapter 11. Cengage is now positioned with a “right-sized” balance
sheet and the financial flexibility to accelerate the development and implementation of its next
generation of digital learning solutions for classrooms around the globe.
The educational publishing market has entered the early stages of a major transition as a
result of several micro- and macroeconomic factors including: (i) transition from a print
business model to a focus on digital products; (ii) consistent decline in demand for new printed
materials; (iii) increased substitution from used and rental book markets; (iv) declines in the
availability of government funding and spending by state and local governments; and
(v) pressure on domestic pricing from piracy and the practice of importing textbooks from
foreign markets (often at a heavy discount) into the U.S. for resale. Starting in approximately
2011, Cengage’s financial performance began to decline and its capital structure became
increasingly unsustainable. From an operational standpoint, Cengage and its new management
team worked diligently to address these significant industry headwinds. But ultimately, Cengage
determined that a financial restructuring was necessary to further reposition itself.
On July 2, 2013, Cengage commenced its chapter 11 cases in the United States
Bankruptcy Court for the Eastern District of New York (the “Court”) before the Honorable
Elizabeth S. Stong. The complexity of Cengage’s corporate and capital structure, combined with
the nature of its business model, gave rise to a number of challenging and divisive legal and
economic issues. In response, Cengage solicited support from its key stakeholders and
successfully petitioned the Court for the appointment of the Honorable Robert D. Drain,
bankruptcy judge for the United States Bankruptcy Court for the Southern District of New York,
as mediator. After nearly five months of mediation, Cengage and all of its major stakeholders
reached a global settlement of all disputed issues. The resulting plan support agreement formed
the basis of the Plan.
Cengage confirmed its Plan on March 13, 2014, with nearly unanimous creditor support
and consummated the Plan shortly thereafter on March 31, 2014. The deleveraging achieved
through the restructuring has provided Cengage with the balance sheet necessary to support its
go-forward business plan.
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OUTLINE OF PANEL DISCUSSION
I.

Introduction
A.

B.

Company Background
1.

Cengage is a leading global provider of high-quality content, innovative
print and digital teaching and learning solutions, software, and associated
educational services for the higher-education, research, school, career,
professional and international markets.

2.

On July 5, 2007, Apax Partners acquired 97 percent of Cengage’s equity
from Thomson Corporation and certain of its affiliates for $7.75 billion.

3.

As of August 2013, Cengage had outstanding funded debt in the aggregate
principal and accrued interest amount of approximately $5,902.3 million:
a.

$4,636.6 million of First Lien Debt;

b.

$752.7 million of Second Lien Debt;

c.

$305.4 million of Senior Unsecured Notes;

d.

$140.0 million of Subordinated Notes; and

e.

$67.6 million of structurally subordinated Payment-in-Kind Notes;

Events Leading to Chapter 11
1.

Liquidity Concerns.

2.

Debt Purchases. Concerned about Cengage’s ability to raise new
financing, Apax determined that it would purchase portions of Cengage’s
secured debt as a means to help facilitate an extension of the maturities.

3.

Revolver Draw. In March 2013, Cengage was facing serious liquidity
issues. As a result, it drew down substantially all of the remaining
availability under their first lien revolving credit facilities —
approximately $430 million. Cengage invested $300 million of that
amount in a money market fund that invested in treasury securities which
Cengage asserted was outside the secured lenders’ collateral package.
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II.

III.

4.

Restructuring Support Agreement. After considerable negotiations,
Cengage and holders of over $2 billion of First Lien Debt ultimately
reached a prepetition deal on a restructuring support agreement outlining a
restructuring process to de-lever Cengage’s balance sheet and provide for
an expedient emergence from chapter 11.

5.

Chapter 11 Filing. On July 2, 2013, the four Debtor entities commenced
their chapter 11 cases in the Bankruptcy Court for the Eastern District of
New York.

Key Disputed Assets
A.

Disputed Cash. The Debtors believed that their $265 million investment in the
money market fund was not part of the first lien lenders’ collateral package, while
the holders of First Lien Debt contended that they had valid and perfect liens on
that investment under the security agreement or that they were entitled to the
imposition of a constructive trust on the cash invested in the fund.

B.

Disputed Copyrights and Intercreditor Issues.
Believing there were
deficiencies in certain of the lenders’ recordings with the U.S. Copyright Office,
the Debtors sought to avoid the liens in certain sets of the Debtors’ copyrights.
The Committee argued that the Debtors could avoid the liens on all of the
Debtors’ copyrights, a theory which the Debtors felt had no merit, and the holders
of First Lien Debt disagreed that there were any deficiencies in their recordings.

Key Legal Issues
A.

2007 LBO as a Potential Fraudulent Transfer

B.

Substantive Consolidation
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IV.

Mediation and Plan Negotiations
A.

In an attempt to avoid extensive and costly litigation battles, on September 9,
2013, the Debtors filed a motion requesting the appointment a mediator. The goal
of the mediation was to achieve a global settlement of all plan-related issues.

1.

On September 25, 2013, the court granted the Debtors’ motion and
appointed Judge Robert D. Drain as mediator.

B.

Between October 2013 and January 2014, the Debtors and all of their key
stakeholders engaged in five extensive, all-day mediation sessions and numerous
phone calls with Judge Drain. Before each mediation session, the parties
negotiated an issues list and submitted mediation statements to Judge Drain,
outlining their key arguments regarding each issue.

C.

Finally, on January 23, 2014, the mediation successfully concluded in a global
settlement that resolved all outstanding issues between the parties.

D.

The Debtors sought to move quickly to obtain approval of the settlement and
confirm a plan of reorganization. Negotiations with all the parties continued over
another month to finalize the plan and order confirming the plan. And on
March 13, 2014, the court confirmed an amended plan of reorganization,
incorporating the terms of the global settlement.
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SETTING THE SCENE — AUSTRALIA
Australia is one of the most secured creditor friendly jurisdictions in the world.
Generally, the Australian insolvency system protects the enforcement and priority rights of
secured creditors unless they agree to vary them.
The primary methods for large and complex corporate groups to negotiate and approve a
plan, either by voluntary administration or a scheme of arrangement, are as follows:
•

Voluntary administration enables a company to reach an agreement (plan) with its
creditors to compromise their claims and, if necessary, to restructure
shareholders’ entitlements. It is an administrative process and does not require
court approval to commence, convene meetings, or to approve the agreed plan.

•

A scheme of arrangement is a court-approved agreement (plan) between a
company and its creditors and shareholders (or any class of its creditors and
shareholders). They are used to execute arbitrary changes in the structure of a
business. Accordingly they are utilized when a reorganization cannot be achieved
by other means. A scheme may be used for rescheduling or compromising debt,
for converting debt to equity, and for returns of capital, among other purposes.

Comparison of Voluntary Administration and Schemes of Arrangement
Feature

Voluntary Administration

Schemes

What Statute applies?

Part 5.3A of the Corporations
Act 2001 (Cth)

Part 5.1 of the Corporations Act
2001 (Cth)

Is Court approval
required to commence
the process e.g. to
convene meetings?

No - Voluntary Administration
is an administrative process.

Yes

What state of solvency
is required?

The company must either be
insolvent or is likely to become
insolvent

The company can either be
solvent or insolvent
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Feature

Voluntary Administration

Schemes

Who has control of the
company during the
process to develop a
plan?

A qualified Insolvency
Practitioner - Directors hand
over full control of the
company

Solvent – Directors

Is there a moratorium
against creditors’
claims during the
process to negotiate
and approve a plan?

Yes – Automatically applies to No – Requires stand-still
all creditors, lessors and owners arrangements to be negotiated and
but excludes creditors who are
agreed
secured over substantially the
whole of the company and who
move quickly to enforcement

Who is allowed to
present a plan?

Directors, creditors, purchasers,
effectively any interested party

Solvent – the company

In practice what
support is required
before presenting a
plan?

Majority senior creditors’
support

Majority senior creditors’ support

What are the voting
thresholds to accept a
plan and to bind
dissenting creditors
(cram down)?

All creditors - Greater than
50% in value and greater than
50% in number

In each class – greater than 75% in
value and greater than 50% in
number

Do shareholders have a
vote?

No

Insolvent scheme – No

Can shareholders’
claims be diluted,
extinguished or
otherwise restructured?

Yes

Yes

Which classes of
creditors are not bound
by a plan?

Creditors’ claims against third
parties e.g. guarantees

All classes of creditors and
shareholders are bound by the
plan

Are classes of creditors
required?

No – Creditors are required to
vote as a single class

Insolvent - Liquidator

Insolvent – creditors or the
Liquidator

Solvent scheme - Yes

Secured creditors, and owners
and lessors of property in the
possession of the company,
unless they voted for the plan.

Yes – Creditors must be separated
into classes whose rights are
similar enough to consult together
with a view to their common
interest
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Feature

Voluntary Administration

Schemes

Is there a restriction on
trading claims and
entitlement to vote?

No

No

Does the plan require
court confirmation?

No

Yes

What are the
possibilities to vary or
challenge a plan?

Creditors can meet and resolve
to vary a plan.

Creditors have the right to be
heard in Court during the
significant steps of the process

How are creditors’
priorities to
distributions treated in
the plan?

Creditors can also challenge a
plan by court application
The Corporations Act sets out
the statutory priorities.
The plan can vary these
priorities and the resulting
distributions, with the
exception of employee
entitlements that have certain
protections

To vary a confirmed plan requires
application to the Court
The plan sets out the distribution
to creditors and is not required to
follow the statutory priorities.
However, the court will take them
into account before confirming a
plan.
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Feature
What are the most
recent large
restructurings?

Voluntary Administration
Mirabela Nickel Limited
•

•
•

Australian Stock
Exchange (ASX) listed
nickel miner

Schemes
Nine Entertainment Group
Limited
•

USD 500m noteholders
– US based

Australia’s top rating freeto-air television channel
and other businesses

•

Debt trading at steep
discount to par (i.e.
value less than senior
debt)

AUD 2.2b senior debt –
60% held by Oaktree and
Apollo

•

AUD 1.1b mezzanine
(junior) debt – 74% held
by Goldman Sachs

•

Valuation less than senior
debt

Outcomes
•

Administrator appointed
and plan approved

•

Transfer of 98% of
shares to noteholders
for nil consideration

•

In summary, what are
the advantages?

Issuance of USD 115m
convertible notes to
fund post-restructure
operations

Quick
Relatively inexpensive
Highly flexible
Provides an automatic
moratorium
Can compromise and
restructure shareholders’
interests

Outcomes
•

Conversion of senior and
junior debt to equity,
notwithstanding objections
from minority senior
lenders

•

AUD 640m new debt
raised – of which AUD
573m paid to senior
lenders (25 cents in the
dollar) and a nominal
payment to junior lenders

All classes of creditors and
shareholders are bound by the
plan - may include creditors’
claims against third parties e.g.
guarantees.
May reduce business enterprise
value destruction that is normally
associated with an insolvency
appointment.
Reduces contractual impacts e.g.
ipso facto clauses.
Can compromise and restructure
shareholders’ interests
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Feature
In summary, what are
the disadvantages?

Voluntary Administration
Does not necessarily bind
secured creditors, lessors or
owners.
Does not extinguish creditors’
claims against third parties e.g.
guarantees

Schemes
Expensive
Relatively slow
Relatively inflexible
No automatic moratorium

May trigger termination of key
contracts through the operation
of ipso facto clauses.
May incur some enterprise
value destruction that is
normally associated with an
insolvency appointment
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SETTING THE SCENE — SOUTH AFRICA
South Africa is making a slow move away from the traditional liquidation (or “windingup”) model. A statutory framework was introduced to facilitate the rescue of businesses—
specifically, Chapter 6 of the Companies Act, Act 71 of 2008. It was introduced with effect from
the 1 May 2011. Chapter 14 of the previous Companies Act, Act 61 of 1973, which regulates the
winding-up of a company, has been retained by the 2008 Companies Act and still applies.
One of the purposes of the 2008 Companies Act is to “provide for the efficient rescue and
recovery of financially distressed companies, in a manner that balances the rights and interests of
all relevant stakeholders” (Section 7(k)). Business rescue applies to companies only and Chapter
6 sets out a statutory framework to facilitate the rescue of a “financially distressed” company.
Business rescue has, as its aim, the facilitation of the rehabilitation of a company which is
financially distressed by providing for:
•

the temporary supervision of the company (management of its affairs, business
and property);

•

a temporary moratorium on the rights of claimants against the company; and

•

the development and implementation of a plan to rescue the company by
restructuring its affairs, business, property, liabilities and equity in a manner
which maximises the likelihood of the company continuing in existence on a
solvent basis.

There is a secondary aim that if it is not possible for the company so to continue in
existence, the business rescue should derive a better return for the company’s creditors or
shareholders than they would receive upon the liquidation of the company. This is essentially an
out of court structure, although it is prescribed by the statutory framework.
Chapter 6 provides for the appointment of a business rescue practitioner (“BRP”) to
oversee a company during business rescue proceedings.
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Some of the features of business rescue are tabulated below:
Feature

Business Rescue

What Statute applies?

Companies Act 71 of 2008 – specifically Chapter 6

Is Court approval
required to commence the
process e.g. to convene
meetings?

No – company could pass a board resolution to commence business
rescue proceedings

What state of solvency is
required?

The company is to be “financially distressed” i.e. reasonably
unlikely to be able to pay all of its debts within 6 months,
alternatively reasonably likely that it will become insolvent within
the immediately ensuing 6 months

Who has control of the
A qualified BRP to whom directors hand over control. The BRP
company during the
may retain or release the former directors
process to develop a plan?
Is there a moratorium
against creditors’ claims
during the process to
negotiate and approve a
plan?

Yes – Section 133 provides no legal proceeding may be taken
against the company without written consent of the BRP or leave
of the court

Who is permitted to
present a plan?

The BRP is required to prepare and submit a plan. Where the plan
is voted down at a meeting, the BRP may seek a vote of approval
to prepare and publish a revised plan (Section 153) or may apply to
court to set aside the result of the vote

In practice what support
is required before
presenting a plan?

Majority creditors’ support, although “voting interest” determines
the percentage vote, rather than classes of creditors

What are the voting
thresholds to accept a
plan and to bind?

A plan that has been adopted is binding on the company and on
each of the creditors of the company and every holder of the
company’s securities whether or not such person was present at the
meeting, voted in favour of adoption of the plan or had proven a
claim against the company (Section 152(4)). This creates a “cramdown” even without court sanction

Do shareholders have a
vote?

Yes, provided the plan is intended to alter the rights of the holders
of any class of the company’s securities

Can shareholders’ claims
be diluted, extinguished
or otherwise restructured?

Yes
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Feature

Business Rescue

Which classes of creditors Creditors’ claims against third parties, for example sureties. Recent
are not bound by a plan?
decisions have restricted ability of a creditor to enforce a claim
against a surety where the principal claim has been compromised
by adoption of a plan
Is there a restriction on
trading claims and
entitlement to vote?

No, there is a mechanism for a compulsory purchase of the voting
interest of a dissenting creditor (Section 153(1)(b)(ii)) – any
affected person may make a binding offer to purchase the voting
interests of a person who opposed adoption of the plan at a value
independently and expertly determined to be a fair and reasonable
estimate of the return to that person where the company to be
liquidated

What are the possibilities
to vary or challenge a
plan?

Affected persons with a voting interest can resolve to vary the plan
provided there is a sufficient vote. A plan will be approved if
supported by holders of more than 75% of creditors’ voting
interests, which must include not less than 50% of independent
creditors’ voting interests.
Independent creditors (Section 128(g)) are creditors who are not
related to the company, a director or the BRP

How are creditors’
priorities to distributions
treated in the plan?

The Companies Act sets out the statutory priorities. Postcommencement finance has a super-priority as do staff in respect
of their services post-commencement

In summary, what are the
advantages?

Expeditious procedure
Relatively inexpensive (without legal costs to approach a court)
Flexible
Provides a statutory moratorium
Can compromise and restructure both creditor and shareholder
interests
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SETTING THE SCENE — BRAZIL
On June 9, 2005, the Brazilian Bankruptcy Law came into effect regulating judicial
reorganization, out-of-court reorganization and bankruptcy liquidation of companies and
entrepreneurs in Brazil. The main goal of the new legislation was to avoid the liquidation of
viable companies, in order to keep their going concern, maintain jobs, generate taxes, and
improve the chances of recovering credits.
The Brazilian Bankruptcy Law represented a leap ahead in the Brazilian bankruptcy
legislation and brought it closer to the best bankruptcy laws in the world, such as those of the
United States and of certain European countries. In short, it provided debtors with more effective
mechanisms to protect their businesses and with greater flexibility in designing reorganization
strategies. It also increased safeguards for secured creditors; broadened creditors’ involvement in
the reorganization process; and improved creditors’ ability to recover their credits. Additionally,
it turned investments in distressed companies increasingly attractive, by furthering their legal
security.
There are two types of formal procedures available for companies in financial difficulties
to obtain court confirmation of reorganization plans negotiated directly with their creditors. The
first is the judicial reorganization (Recuperação Judicial), which has some similarities with the
Chapter 11 proceeding under the United States Bankruptcy Code. The second is the out-of-court
reorganization (Recuperação extrajudicial). In case the company’s business is no longer viable, it
may also request voluntary bankruptcy liquidation, which is analogous to a Chapter 7 proceeding
under US Bankruptcy Code.
•

Judicial Reorganization: It is a court-supervised proceeding designed to provide
financially-distressed, but economically viable, business entities the opportunity
to restructure their operations and balance sheet through market-based
rehabilitation strategies negotiated with their creditors. Judicial reorganization
affects, as a rule, the entire community of creditors holding claims existing prior
to filing of the petition for reorganization. Administration remains with the debtor
and current management, but the judge may dismiss the management under
certain circumstances, appointing another manager unrelated to the interests of
controlling shareholders.

•

Out-of-court (or extrajudicial) Reorganization: In short, the debtor facing
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financial downturn may present to its creditors a reorganization plan (pre-pack),
which may be submitted to the courts for ratification. Although certain claims do
not qualify for inclusion in the reorganization plan, the purpose of this pre-pack
mechanism is to facilitate negotiations between debtors and creditors; upon
fulfillment of certain conditions, this mechanism avoids minority hold-out
problems because it binds minority creditors to the conditions agreed upon by
certain majority creditors.
Feature

Judicial Reorganization (“JR”)

What Statute applies?

Federal Law No. 11101 (“Brazilian Bankruptcy Law”)

Is Court approval required
to commence the process
e.g. to convene meetings?

Yes. The court will render an initial decision granting the
processing of the JR.

What state of solvency is
required?

The company can either be solvent or insolvent (from a legal point
of view). However, the company must have a viable business.

Who has control of the
company during the
process to develop a plan?

Controlling shareholders and management keep control of the
company. A trustee is appointed to supervise the company during
the procedure but the trustee does not have management powers.

Is there a moratorium
against creditors’ claims
during the process to
negotiate and approve a
plan?

An automatic stay period of 180 days is granted as from the date the
processing order of the JR is rendered (first decision expected from
the JR court). Although certain creditors are not subject to the
effects of the JR proceeding (e.g., creditors holding claims secured
by fiduciary liens or claims resulting from advance on currency
exchange contracts) and are not bound by the automatic stay, such
creditors are not entitled to take foreclose on capital goods essential
for the debtor’s activities.

Who is allowed to present
a plan?

Only the debtor. Creditors can propose amendments to the plan
presented by the debtor but not a competing plan. The debtor has
the power to ultimately decide if the amendments suggested by the
creditors will be incorporated in the plan. Creditors cannot modify
the plan against the debtor’s will, but can reject the original plan
and force the debtor into liquidation.

In practice what support is
required before presenting
a plan?

No support is required from the creditors or the court before the
debtor presents a plan.
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Feature

Judicial Reorganization (“JR”)

What are the voting
thresholds to accept a plan
and to bind dissenting
creditors (cram down)?

For the purposes of voting a plan in a JR, creditors are divided into
3 (three) classes: (i) creditors holding labor-related claims; (ii)
secured creditors (mainly pledge and mortgage); and (iii) remaining
creditors subject to the JR, including unsecured creditors. Under the
general rule, the plan is considered approved by the favorable vote
of (a) majority (more than 50%) of creditors (heads) present at the
general meeting of creditors in each of the classes of creditors
mentioned above; and of (b) creditors holding the majority of the
claims (amount) represented at the general meeting creditors in the
classes of creditors (ii) and (iii).

Do shareholders have a
vote?

No.

Can shareholders’ claims
As a rule, no. Creditors cannot dilute or extinguish shares against
be diluted, extinguished or the will of the respective shareholders. Yes, shareholders’ claims
otherwise restructured?
can be restructured provided other creditors are given same
treatment imposed on shareholders.
Which classes of creditors
are not bound by a plan?

All classes of creditors subject to the JR are bound by the plan. The
creditors that are not subject to the effects of the JR are not bound
by the approved plan.

Are classes of creditors
required?

Yes. Creditors are separated into 3 (three) classes. For the purposes
of voting a plan in a JR, creditors are divided into (i) creditors
holding labor-related claims; (ii) secured creditors (mainly pledge
and mortgage); and (iii) remaining creditors subject to the JR,
including unsecured creditors.

Is there a restriction on
trading claims and
entitlement to vote?

No.

Does the plan require
court confirmation?

Yes.

What are the possibilities
to vary or challenge a
plan?

Creditors have the right to be heard in Court during the significant
steps of the process. Creditors may file an objection against the
plan. However, the filing of an objection will not force the debtor to
amend the plan, but will force the court to call a general meeting of
creditors to vote on the plan. Creditors may also vote against the
plan at the general meeting of creditors and oppose against court
confirmation of the plan if the plan has any illegality. However,
creditors cannot force the debtor to modify the plan against its will.

390

Feature
How are creditors’
priorities to distributions
treated in the plan?

What are the most recent
large restructures?

Judicial Reorganization (“JR”)
The plan will ultimately set out the distribution to creditors and is
not required to follow the statutory priorities (which applies only in
liquidation procedure). However, the court will take the statutory
priorities into account before confirming a plan and the pre-petition
labor-related claims have to be paid in full in 1 year.
•

OGX Petróleo e Gás Participações S.A. and OGX Petróleo e
Gás S.A.

Outcomes

In summary, what are the
advantages?

•

Conversion of debt into equity, notwithstanding objections
from certain creditors (minority bondholders);

•

US$ 215 million of new money raised during the JR (DIP
financings) and converted into capital of the company.

Allows economically viable companies to continue operating as a
going concern and to preserve the business enterprise value.
All classes of creditors and shareholders are as a rule bound by the
plan (except for certain safe harbors) and have the ability to decide
the outcome of the JR, i.e., whether the company should be
liquidated or continue operating as a going concern.
Debtor has a lot of flexibility to draft a plan.
If certain legal requirements are met, assets of the debtor may be
sold free and clear from the liabilities of the debtor. This can be an
important source of liquidity for the debtor and an opportunity for
investors.

In summary, what are the
disadvantages?

Expensive
Relatively slow
Relatively inflexible
Relevant creditors are not subject to the effects of the proceeding
(safe harbors)
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SETTING THE SCENE — HONG KONG
Hong Kong is still making a slow move away from the traditional liquidation model and
now lags behind many markets. Hong Kong currently has no bankruptcy protection law, so a
single creditor can wind up a company. In light of this, the Law Reform Commission first
proposed a corporate rescue procedure in 1996. The government submitted its drafts to the
Legislative Council in 2001 and 2003 but they were rejected and law reform was shelved. A
third consultation was undertaken from late 2009 into 2010 and the government is keen to push
ahead with the reform to help companies that want more time to restructure.
Meanwhile, the only possible statutory corporate rescue mechanism for companies with
financial difficulties is the ‘scheme of arrangement’, of which the statutory framework is set out
in sections 668 to 677 of the Companies Ordinance (Part 13, Division 2). As a corporate
restructuring tool, the schemes enable a company to make a compromise arrangement with its
creditors and members, which, if approved by the Court, is legally binding. Arrangements may
include variations of contractual terms, for example, freezing of payment of interest or capital;
exchanges of debt for equity in related companies; or payment to unsecured creditors to
compromise debts outstanding.
The Court has the ultimate discretion whether to sanction any scheme of arrangement and
will consider whether the requirements of the Companies Ordinance 1 have been satisfied,
whether the majority proposing the Scheme is acting bona fide, and whether the arrangement is
fair to all creditors in the circumstances. If there are different classes of creditors, for example,
contingent or unsecured, each class is required to hold separate meetings to discuss the
proposals.
The advantage of a Scheme is that application can be made to the Court for sanction if
the Scheme is approved by a majority of the creditors (50% of the creditors in number and 75%
of the creditors in value “present and voting” at the creditors meeting) and will be binding on all
creditors if sanctioned. For takeover and privatization schemes, the headcount test is replaced by
10% Objection test. However, it is not as effective as Chapter 11 as secured creditors retain
1

This is not the Ordinance dealing with insolvency or bankruptcy.
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effective veto power over the restructuring process because there is no mechanism to compel an
unwilling secured creditor to agree to any modification of its contractual rights. The Scheme
process is time-consuming and cumbersome, rendering it expensive as a result. Also, there is no
moratorium on creditor action during its preparation and the schemes do not bind actions of
future creditors who may commence action against the company. In order to obtain that critical
moratorium, a formal liquidation process must be commenced (see table below). For these
reasons of practicability, use of Schemes is generally reserved for only large companies, and
within the framework of a liquidation process. It is important to remember though, that if a
Scheme can be put together, the liquidation process can be dismissed and the company returned
to, as it were, normality.
Some of the features of the scheme of arrangment:
Feature

Schemes

What Statute applies?

Part 13, Division 2 of Companies Ordinance (Cap 622)

Is Court approval
required to commence
the process e.g. to
convene meetings?

Yes

What state of solvency is
required?

The company can either be solvent or insolvent

Who has control of the
company during the
process to develop a
plan?

• The management of the company, usually with the assistance
of financial advisors and lawyers

Is there a moratorium
against creditors’ claims
during the process to
negotiate and approve a
plan?

• No – stand-still arrangements to be negotiated and agreed

• The provisional liquidators if the company is in provisional
liqudiation
• But at any time after the presentation of a winding up petition
but before the appointment of a provisional liquidator, the
company may apply to stay or restrain proceedings against the
company
• After a provisional liquidator has been appointed, no action or
proceeding shall be proceeded with or commenced against the
company

Who is allowed to
present a plan?

• Usually, the management of the company, with the assistance
of financial advisors and lawyers (but the shareholders and/or
the creditors of the company are free at any time to attempt to
reach a binding agreement under scheme of arrangement
procedure)
• The provisional liquidators if the company is in provisional
liqudiation
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Feature

Schemes

In practice what support
is required before
presenting a plan?

The company, its creditors or its shareholders can begin
negotiations for a scheme at any time. But once a proposal has
been formulated by the company, it must obtain the court’s
approval to call the meetings of the respective classes of creditors
and shareholders.

What are the voting
thresholds to accept a
plan and to bind
dissenting creditors
(cram down)?

No longer uniform across different types of schemes
1. Takeover and privatisation schemes:
Members’ schemes involving a takeover offer or a general offer
(i.e. a share buy-back offer) requires:
• Approval by shareholders representing at least 75% of the
voting rights present and voting at the shareholders’ meeting;
• The votes cast against the scheme not exceeding 10% of the
total voting rights attached to all disinterested shares (the "10%
Objection Test")
2. Other members’ schemes:
Members’ schemes not involving a takeover offer or a general
offer requires:
• Approval by shareholders representing at least 75% of the
voting rights present and voting at the shareholders’ meeting;
• Unless the court orders otherwise, approval by a majority in
number of the shareholders present and voting (the "Headcount
Test")
The court now has the discretion to dispense with the Headcount
Test requirement.
3. Creditors’ schemes:
A creditors’ scheme requires:
• Approval by creditors representing at least 75% in value
present and voting at the creditors’ meeting;
• The Headcount Test to be satisfied
The court has no discretion to dispense with the Headcount Test
for creditors’ schemes.

Do shareholders have a
vote?

Yes, if their rights are to be affected. Most commonly in a
restructuring context, members’ schemes are required because a
“white knight” investor injects cash in return for new equity,
causing existing shareholders to be substantially diluted.
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Feature

Schemes

Can shareholders’ claims
be diluted, extinguished
or otherwise
restructured?

Yes

Which classes of
creditors are not bound
by a plan?

All classes of creditors are bound by the plan

Are classes of creditors
required?

Yes – Creditors must be separated into classes whose rights are
similar enough to consult together with a view to their common
interest

Is there a restriction on
trading claims and
entitlement to vote?

No

Does the plan require
court confirmation?

Yes

What are the possibilities
to vary or challenge a
plan?

The plan can be challenged on the following usual grounds:
•

The plan commences without the court approval

•

No separate meetings have been conducted within each class

•

The classes have not been properly constituted

•

The Chairman made mistakes when holding the meetings,
rendering the approval of shareholders and creditors void.

Notwithstanding all the favourable votes, the court may not just
rubber stamp the proposed scheme but will have to be satisfied
that the scheme is fair and reasonable in the circumstances.
How are creditors’
priorities to distributions
treated in the plan?

The plan sets out the distribution to creditors and is not required to
follow the statutory priorities. However, the court will take them
into account before confirming a plan.
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Feature
What are the most recent
large restructures?

Schemes
Asia Telemedia Limited
• Engaged in the provision of financial services, mainly
securities broking, share placing and underwriting, corporate
finance, private equity, consulting and related services.
• Total claims of the Scheme Creditors amounted to
approximately HK$110 million, of which approximately
HK$0.12 million was owed to the Preferential Creditors. The
Company does not have any Secured Creditors.
• Upon Completion, all the Company’s indebtedness was
compromised and discharged in full in return for a cash
payment of approximately HK$65 million, which was funded
by the Company out of the proceeds of the subscription by an
investor.
Outcome:
• Consolidate existing issued and unissued shares; reducing the
par value of each consolidated share and issue the new share to
raise capital.
• It remains listed under a new name, Reorient Group Limited
after spending enormous effort on the Resumption Proposal
with the Hong Kong Stock Exchange.
• Highly unusual because the company was actually in
liquidating when the Scheme was promulgated, and the Court
was asked to order a permanent “stay” of the liquidation in
order to permit the rescue to work

In summary, what are the
advantages?

Avoid liquidation and allow the company to continue operating as
a going concern
Better return to the creditors/shareholders than in a liquidation
scenario

In summary, what are the
disadvantages?

Expensive
Relatively inflexible
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Below is an example of a typical organizational structure that highlights the
interrelationship between Hong Kong and China.

INVESTORS
(typically, convertible bonds)

HOLDING COMPANY
(Incorporated in Cayman Islands
or BVI) (Listed in New York or
other places)

This is a typical structure we have
encountered in recent years whereby
the holding company is incorporated
with an intermediate holding company
incorporated in Hong Kong.
Funds were injected to the holding
company level. Shares in the Hong
Kong company are usually pledged
with some financiers to fund the
operation of the company in China.
All the assets are held by the PRC
company.

INTERMEDIATE HOLDING
COMPANY
(Incorporated in Hong Kong)

Offshore

Onshore

Factories

OPERATING COMPANY
(Incorporated in China)

Assets

Receivables

When things went wrong, winding up
petition was usually filed against the
holding company. Provisional
Liquidators or Liquidators would be
appointed, depending on the grounds
for winding up.
Provisional Liquidators or Liquidators
would take control over the Hong
Kong and PRC companies by
appointing new directors in the
capacity of their shareholders.
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SETTING THE SCENE — CHINA
Traditionally, the Chinese government heavily favoured liquidation over reorganization.
However, there was finally a turnaround upon the introduction of the new PRC Enterprise
Bankruptcy Law (“EBL”), which came into effect on 1 June 2007 and which offers a formal
restructuring regime for a company in financial difficulties to work out a reorganisation plan and
rehabilitate its business. The reorganisation procedure is court driven. During the process of
reorganisation, any bankruptcy proceedings are suspended and secured creditors are not
permitted to enforce their security rights against the debtor’s assets without leave of the people’s
court.
Parties may agree debt restructuring arrangements without going to court. However, such
informal arrangements must not jeopardise the interests of any other creditors or else they may
subsequently be declared invalid in any court bankruptcy proceedings.
The EBL permits the restructuring of insolvent companies at the request of a debtor,
creditor or a shareholder. A creditor is entitled to apply for liquidation or reorganisation
proceedings against the company if the ‘cash flow test’ (i.e. it is unable to pay its debts as they
fall due) is satisfied. A shareholder which has contributed more than 10 per cent of the registered
capital of the company is also entitled to apply for reorganisation in a creditor-initiated
proceeding. To be eligible for a voluntary petition for reorganisation, a debtor only needs to
establish that it is about to become insolvent. Once the court agrees to such request, the
reorganization period begins.
Some of the features of the reorganisation:
Feature
What Statute applies?

Reorganisation
Chapter VIII of the Enterprise Bankruptcy Law of PRC
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Feature

Reorganisation

Is Court approval
required to commence
the process e.g. to
convene meetings?

Yes

What state of solvency is
required?

The company can either be solvent (going to be insolvent) or
insolvent

Who has control of the
company during the
process to develop a
plan?

• An administrator appointed by the court assumes management
of the company, but the EBL allows the he management of the
company to continue to manage the company under the
supervision of the administrator
• The administrator is a person or organisation responsible for
managing the debtor’s property and overseeing the
reorganisation process.
• Law firms, accounting firms and bankruptcy liquidation firms,
or individuals from relevant departments or agencies, can act as
administrators. Article 24 stated the criteria.

Is there a moratorium
against creditors’ claims
during the process to
negotiate and approve a
plan?

During the restructuring period, there is a moratorium, on
creditor’s claims and the company will continue to carry on
business. However, the secured creditors can apply to the court to
enforce their security rights if it is likely that the secured
properties will suffer damage or diminution in value that will
prejudice their security rights.

Who is allowed to
present a plan?

The debtor or administrator should, within six months from the
commencement of the reorganization, submit a draft plan to the
court and creditors’ meeting for reorganization (Article 79)

In practice what support
is required before
presenting a plan?

In practice, supports from the creditors on the plan are important.
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Feature
What are the voting
thresholds to accept a
plan and to bind
dissenting creditors
(cram down)?

Reorganisation
For the creditors holding the following categories of the claims to
attend the creditors’ meeting at which the draft plan for
reorganization is to be discussed, they shall be grouped according
to the following categories of the claims when a vote is taken on
the draft plan for reorganization (Article 82):
(1) Secured claims on the debtor’s specific property;
(2) Employment-related debts
(3) Taxes the debtor fails to pay; and
(4) common claims (unsecured creditors)
Creditors whom the debtor fails to pay under social insurance
premiums are not allowed to vote. (Article 83)
When more than half of the creditors in voting group for the same
category of claims who are present at the creditors’ meeting agree
to a draft plan for reorganization and they represent two-thirds or
more of the total amount of the said category of claims, the draft
shall be deemed to be adopted by the group. (Article 84)

Do shareholders have a
vote?

If the plan adjusts the rights and interest of the capital contributors
(i.e. shareholders), a group of contributors shall be entitled to vote

Can shareholders’ claims
be diluted, extinguished
or otherwise
restructured?

Yes

Which classes of
creditors are not bound
by a plan?

All classes of creditors and shareholders are bound by the plan

Are classes of creditors
required?

Yes – see above

Is there a restriction on
trading claims and
entitlement to vote?

No

Does the plan require
court confirmation?

Yes
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Feature
What are the possibilities
to vary or challenge a
plan?

Reorganisation
The plan can be challenged on the following usual grounds:
•

The plan commences without the court approval

•

No separate meetings with each class of creditors

•

Not passing the voting threshold in one particular class – but
the debtor or administrator may take another vote after
consulting with creditors. Even if the plan is not adopted on a
second voting, the debtor or administrator can still apply to the
court for approval given that it fulfills certain criteria.

How are creditors’
priorities to distributions
treated in the plan?

The creditors’ priorities to distributions are usually the same as
that under general PRC insolvency law, i.e. (i) secured creditors,
(ii) employees/ labour insurance premiums, (iii) payment of
outstanding taxes, and finally (iv) unsecured creditors.

What are the most recent
large restructures?

FerroChina, a producer of galvanized steel sheets in coil and prepainted steel plates - the group encountered financial difficulty
with total indebtedness of CNY11.63bn. The Group underwent a
restructuring process with KPMG appointed as the Financial
Advisor to the Administrator. Creditors passed the restructuring
plan of each of the five PRC subsidiaries. The recovery rate of
each subsidiary ranges from 13% to 63%, overall recovery rate
27%.
Chaori Solar Energy, the solar panel maker – the first company
to default in China’s onshore bond market is currently under
reorganization after failing to make an RMB89.8 million interest
payment. According to the court statement, Chaori’s liabilities
were more than RMB700 million greater than its assets as of
March 2014.

In summary, what are the
advantages?

• Avoid liquidation and allow the company to continue operating
as a going concern
• Better return to the creditors/shareholders than in a liquidation
scenario
• Great certainty – once the plan is approved by the court, it
cannot be changed.
• Relatively flexible and great freedom enjoyed by the debtors
during the restructuring process. Administrators will serve as a
supervisory body to monitor debtors’ financial position and the
progress of the plan within the prescribed supervision period.
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Feature

Reorganisation

In summary, what are the
disadvantages?

Relatively new – some courts are still not confident enough to deal
with complicated bankruptcy disputes
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NCBJ 2014 ANNUAL CONFERENCE
Born in the USA: Grown Up Abroad —
How Different Foreign Jurisdictions Restructure
Major Corporate Groups
FULL PANEL OUTLINE
I.

Synopsis
Using the chapter 11 bankruptcy case of Cengage Learning, Inc. as a case study, this
Panel will explore common challenges faced by companies, their boards and counsel
during the bankruptcy process. Specifically, the Panel will discuss: potential issues
posed by sponsors who hold positions across the capital structure; preference actions;
(un)encumbered assets; the mediation process and the binding effects thereof; and the
standards for the approval of settlements. Panel discussion will then focus on the
differences among varying jurisdictions regarding the approaches and outcomes of each
of these issues.

II.

Introduction
A.

Company Background
1.

Cengage Learning, Inc. and its affiliates (“Cengage”) comprise a leading
global provider of high-quality content, innovative print and digital
teaching and learning solutions, software, and associated educational
services for the higher-education, research, school, career, professional
and international markets. Cengage is the second largest publisher of
course materials in U.S. higher education, with strong positions across all
major disciplines, and are a leading global provider of library reference
materials, with a vast collection of primary source content.

2.

Prior to 2007, Cengage’s businesses were known as Thomson Learning
and Thomson Nelson Learning, divisions of Thomson Corporation, and as
The Gale Group Inc. On July 5, 2007, investment funds associated with or
designated by Apax Partners, L.P. (collectively, “Apax”) acquired
97 percent of Cengage’s equity (the balance of the equity was purchased
by Funds associated with or designated by OMERS Private Equity from
Thomson Corporation and certain of its affiliates for $7.75 billion. The
July 2007 purchase was funded in part with the proceeds of approximately
$5.6 billion in new debt financing, with the remainder of the purchase
price funded by equity contributions from Apax and OMERS.

3.

As of August 2013, Cengage had outstanding funded debt in the aggregate
principal and accrued interest amount of approximately $5,902.3 million,
consisting of:
a.

$3,880.7 million of obligations under their first lien secured credit
facility (the “First Lien Credit Facility”);
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B.

b.

$742.6 million outstanding under their first lien secured notes
(the “First Lien Notes,” together with the First Lien Credit
Facility, the “First Lien Debt”);

c.

$13.3 million outstanding under their first lien secured swaps;

d.

$752.7 million outstanding under their secured second lien notes
(the “Second Lien Notes”);

e.

$305.4 million outstanding under their senior unsecured notes
(the “Senior Notes”);

f.

$67.6 million outstanding under the PIK Notes; and

g.

$140.0 million outstanding under the Subordinated Notes.

Events Leading to Chapter 11
1.

Liquidity Concerns
a.

2.

Between 2011 and 2012, Cengage’s performance weakened as
competitors developed digital products and began to offer online
textbooks and textbook rentals. After reporting disappointing sales
for the 2012 summer selling season, Cengage overhauled its senior
management and began developing a new business plan for the
company, including a digital platform. Still, Cengage carried a
significant debt burden and needed to refinance or otherwise adjust
its debt service obligations in light of the projected time and
expense needed to implement its new business plan.

Debt Purchases
a.

Concerned about Cengage’s ability to raise new financing, Apax
— as the primary equity holder — determined that it would
purchase portions of Cengage’s secured debt as a means to help
facilitate an extension of the maturities (the “Apax Debt
Purchases”). Apax disclosed its strategy to Cengage’s Board of
Directors (the “Board”) and the Board determined that the Apax
Debt Purchases were in Cengage’s best interests because Cengage
did not have sufficient liquidity for substantial buybacks of its
secured debt.

b.

On November 9, 2012, Cengage held an investor conference call
(the “Earnings Call”) during which it disclosed extensive
information regarding Cengage’s financial performance and all
material non-public information (“MNPI”) known by Apax and
Cengage. Between November 2012 and February 2013, Apax
purchased approximately $1.2 billion in principal amount of first
lien, second lien and unsecured debt.

c.

In February 2013, Cengage engaged Richard D. Feintuch as an
independent director to assist Cengage in exploring restructuring
alternatives. During this process, Mr. Feintuch was made aware of
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the Apax Debt Purchases. Mr. Feintuch determined that the Apax
Debt Purchases should be investigated in order to determine
whether Cengage had any claims or causes of action related
thereto.
d.

3.

Revolver Draw
a.

4.

In March 2013, Cengage was facing serious liquidity issues. As a
result, it drew down substantially all of the remaining availability
under their first lien revolving credit facilities — approximately
$430 million (the “Revolver Draw”).
Cengage invested
$300 million of that amount in a Federated money market fund that
invests in treasury securities (the “Federated Fund”), which was
outside the secured lenders’ collateral package. As of the eventual
petition date (July 2, 2013), the balance of the Federated Fund was
approximately $265 million.

Restructuring Support Agreement
a.

5.

In May 2013, Mr. Feintuch retained Willkie Farr & Gallagher LLP
(“Willkie”) as independent counsel to assist in an evaluation and
analysis of the Apax Debt Purchases (the “Investigation”).

Beginning in April 2013, Cengage, the First Lien Agent (defined
below), the First Lien Group (defined below), other non-first lien
creditors, and their respective advisors held multiple meetings to
exchange information, facilitate diligence, answer questions, and
discuss various restructuring issues. After considerable arm’slength negotiations, Cengage and First Lien Holders representing
over $2 billion of First Lien Debt (the “Consenting Holders”)
reached an agreement on a restructuring support agreement
outlining a restructuring process and post-reorganization capital
structure that was designed to de-lever Cengage’s balance sheet
and provide for an expedient emergence from chapter 11. Cengage
and the Consenting Holders memorialized their agreement by
entering into a restructuring support agreement (the “RSA”) and
the three term sheets: one regarding the principal terms of the
Chapter 11 Plan, one regarding the principal terms of the exit
financing to be obtained, and/or entered into, in connection with
the chapter 11 plan, and one regarding the principal terms of
certain post-reorganization governance and shareholders’ rights.

Chapter 11 Filing
a.

On July 2, 2013, four Cengage entities (the “Debtors”)
commenced their chapter 11 cases in the Bankruptcy Court for the
Eastern District of New York.
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C.

III.

Key Players in Chapter 11
1.

JPMorgan Chase Bank, N.A., as administrative and collateral agent under
the First Lien Credit Facility (the “First Lien Agent”).

2.

Ad hoc group of certain holders of approximately $2 billion of the First
Lien Debt (the “First Lien Group”).

3.

Apax Partners, L.P., as primary equity holder, the largest holder of First
Lien Debt and holder of second lien, senior and subordinated notes.

4.

CSC Trust Company of Delaware, as indenture trustee for the Second Lien
Notes (the “Second Lien Trustee”).

5.

Wilmington Trust, N.A., as indenture trustee for the Senior Notes.

6.

Wells Fargo Bank National Association, as indenture trustee for the PIK
Notes.

7.

U.S. Bank, N.A., as indenture trustee for the Subordinated Notes.

8.

Official Committee of Unsecured Creditors (the “Committee”).

Key Disputed Assets
The status of the liens in favor of holders of the First Lien Debt with respect to certain
assets was a key issue underlying much of the contention throughout the chapter 11 cases
— including use of cash collateral, various adversary proceedings and other contested
matters, and mediation and plan negotiations.
A.

Disputed Cash
1.

As described above, in March 2013, Cengage drew down approximately
$430 million under its First Lien Credit Facility to fund ordinary course
business operations and preserve optionality in the event of an in or out of
court restructuring. Cengage invested $300 million of the revolver draw in
a Federated money market fund, an unencumbered money market fund
that invests in treasury securities, and the remaining $130 million into the
Company’s primary deposit account. Subsequently, the Company
transferred an additional $35 million of the original $300 million invested
in the Federated Fund into the company’s primary operational accounts for
further use in the ordinary course. As of the bankruptcy filing, the balance
of the Federate Fund was approximately $265 million (the “Disputed
Cash”). During the bankruptcy case, the First Lien Agent and First Lien
Group argued that it had valid and perfected liens on the Disputed Cash.

2.

The Debtors believed that their investment in the Federated Fund was not
part of the first lien lenders’ collateral package, as the security agreement
plainly excluded from the first lien lenders’ collateral package all equity
investments in entities other than wholly-owned subsidiaries, such as the
Federated Fund. Therefore, the first lien lenders had no interest in the
Disputed Cash.
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B.

3.

The First Lien Agent and First Lien Group contended that they had valid
and perfect liens on the Disputed Cash under the security agreement.
Furthermore, they believed that the Revolver Draw was improper and that,
therefore, the first lien lenders were entitled to an imposition of a
constructive trust on the Disputed Cash.

4.

Question 1: Is it typical for companies to draw down on available credit
facilities prior to an insolvency proceeding?

5.

Question 2: How common is it for a company entering into an
insolvency proceeding to have significant unencumbered assets?

Disputed Copyrights and Intercreditor Issues
1.

2.

Cengage granted a lien on all its registered copyrights to each of its
secured lenders well before Cengage’s bankruptcy cases began.
Specifically, Cengage granted a lien on all its copyrights to (a) holders of
the First Lien Credit Facility in 2007 and (b) holders of the First Lien and
Second Lien Notes in 2012. With respect to approximately 16,000
registered copyrights (the “Disputed Copyrights”), Cengage’s secured
lenders either failed to perfect their liens, or perfected their liens within
the 90 days prior to the Petition Date (the “Preference Period”).
a.

To perfect a lien in copyrights in the United States, creditors must
file a financing statement under Article 9 of the Uniform
Commercial Code (the “UCC”) to perfect their liens on personal
property. However, in order to perfect a lien on a registered
copyright, a creditor must record its lien with the U.S. Copyright
Office. See 17 U.S.C. § 205 (the Copyright Act); In re Peregrine
Entm’t Ltd., 116 B.R. 194, 203 (C.D. Cal. 1990) (“Recording in
the U.S. Copyright Office, rather than filing a financing statement
under Article Nine, is the proper method for perfecting a security
interest in a copyright.”).

b.

Under the Bankruptcy Code, if a creditor fails to perfect its lien, or
perfects it during the Preference Period, a debtor may avoid the
lien and “step into the shoes” of the creditor with respect to such
lien. That is, a debtor can preserve a creditor’s avoided lien for its
own sake and inherit the creditor’s property rights. See In re
Kopel, 232 B.R. 57, 70 (Bankr. E.D.N.Y. 1999); see also In re
Blanks, 64 B.R. 467, 469 (Bankr. E.D.N.C. 1986) (holding first
priority lien avoided as preference gave trustee first priority over
second priority lienor).

The Debtors thus initiated an adversary proceeding to avoid the secured
lenders’ liens in the Disputed Copyrights. Because each of the Debtors’
secured lender groups recorded their interests against different pools of the
Disputed Copyrights at different times, there were two distinct pools of
copyrights that required different legal analyses.
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3.

4.

The first pool of copyrights was the “Unperfected Copyrights,” against
which (a) all of the secured lenders recorded during the Preference Period
or (b) none of the secured lenders recorded at all.
a.

As discussed above, the Bankruptcy Code provides that debtors
may avoid creditors’ liens where creditors fail to perfect their liens,
or only do so during the Preference Period. Because none of the
secured parties’ prepetition recordation documents actually
identified the Unperfected Copyrights or their registration
numbers, the Debtors took the position that the secured parties’
liens were avoidable. Thus, following the conclusion of its
adversary proceeding, the Debtors would be the only party to hold
liens on the Unperfected Copyrights and their estates would be
entitled to first priority in any distribution on account of such
copyrights. Additionally, the Debtors took the position that the
liens on the Unperfected Copyrights included all interests with
respect to the inventory and proceeds derived from such
copyrights.

b.

Notwithstanding the fact that none of their recordation documents
specifically identified the Unperfected Documents, the secured
lenders argued that they perfected their liens on the Unperfected
Copyrights prior to the Preference Period because certain of their
older U.S. Copyright Office recordings referenced the secured
parties’ intercreditor agreements. Additionally, the secured lenders
argued that their UCC financing statements, which covered the
Debtors’ proceeds and inventory, were sufficient to prevent
avoidance of their liens on the inventory and receivables derived
from the Unperfected Copyrights.

The second pool of copyrights was the “Credit Facility Copyrights,”
against which (a) the trustee for the First Lien Notes and the Second Lien
Notes recorded before the Preference Period, but (b) the First Lien Agent
did not record until during the Preference Period.
a.

The Debtors took the position that it stepped into the shoes of its
first lien debt holders, who were granted a lien in the Credit
Facility Copyrights prior to the Debtors’ secured noteholders.
Even though the secured noteholders properly perfected their liens
prior to the Preference Period, they did so with notice of the liens
under the First Lien Credit Facility. Under the U.S. Copyright Act,
a creditor’s lien is of lower priority if it records its interest with
notice of another creditor’s lien.

b.

The secured noteholders primarily argued that the First Lien
Agent’s failure to perfect before the Preference Period forced them
into a lower priority position with respect to the secured
noteholders.
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c.

5.

Additionally, the holders of the First Lien Notes argued that even if
the Debtors stepped into the First Lien Agent’s shoes, the
intercreditor agreement between these creditor groups would force
the Debtors to surrender any value on account of the Credit
Facility Copyrights. The Debtors, however, took the position that
the Bankruptcy Code places a debtor in the shoes of a displaced
lienholder in certain respects, but not in all respects. See Morris v.
St. John Nat’l Bank (In re Haberman), 516 F.3d 1207, 1210 (10th
Cir. 2008). Specifically, the Bankruptcy Code gives debtors the
right to take property interests, but does not require it to be bound
by related contractual obligations. See Robinson v. Howard Bank
(In re Kors), 819 F.2d 19, 23–24 (2d Cir. 1987) (holding that
trustee may “preserve only those rights which existed against the
[debtor]” and could not “accede to the benefits of the subordination
agreement because [the debtor] was not a part of that agreement”).
Thus, the Debtors could take the First Lien Agent’s first priority
position with respect to any distributions on account of the Credit
Facility Copyrights, but the Debtors would not be bound by the
First Lien Agent’s intercreditor obligations to share those
distributions.

The Committee attempted to intervene in the Debtors adversary
proceeding and argued that substantially all of the Debtors’ copyrights
were unencumbered based on an asserted defect in the secured lenders’
U.S. Copyright Office recordation documents.
a.

The Committee took the position that the secured lenders’
U.S. Copyright Office recordation documents were all flawed
because they referenced certain security agreements which were
not actually included in the recordation documents.
The
Committee argued that federal regulations prevent creditors from
incorporating these security agreements by reference, and that the
recordation documents were thus incomplete and ineffective. See
37 C.F.R. § 201.4(c)(2)(i).

b.

The Debtors took the position that federal regulations actually do
allow recordation documents which incorporate security
agreements by reference. 37 C.F.R. § 201.4(c)(2)(iii). The
Debtors further argued that the U.S. Copyright Act itself did not
require the secured lenders to include these security agreements in
their recordation documents. See 17 U.S.C. § 205(c).

6.

Question 3: Does the system in your jurisdiction for perfecting a
security interest in intellectual or other intangible property vary from
that covering tangible assets?

7.

Question 4: Would there be a colorable argument in your jurisdiction
for a debtor avoiding the lien of a creditor but keeping that creditor's
priority over other secured and perfected creditors, even where that
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creditor was contractually obligated to share pari passu with the other
creditors?
IV.

Key Legal Issues
A.

Apax’s 2007 Leveraged Buy-Out as a Potential Fraudulent Transfer
1.

2.

Background. As discussed above, on July 5, 2007, Apax acquired
approximately 97 percent of Thomson Learning’s equity from The
Thomson Corporation. Pursuant to the choice-of-law provisions agreed
upon by the parties, New York law governs the 2007 leveraged buy-out
(the “2007 LBO”) financing agreements.
a.

Cengage was incorporated in Delaware and, before and during its
chapter 11 cases, was headquartered in Stamford, Connecticut.

b.

Section 544(b) of the Bankruptcy Code provides that a debtor may
“avoid any transfer of an interest of the debtor in property or any
obligation incurred by the debtor that is voidable under applicable
law . . .” 11 U.S.C. § 544(b). Here, the fraudulent transfer statutes
of Connecticut, Delaware, or New York could have applied. Both
Connecticut’s and Delaware’s fraudulent transfer statutes have
four-year statutes of limitations, and New York has a six-year
statute of limitations. See NY Debt. & Cred. §§ 213; 270–281; 6
Del. Code Ann. §§ 1301–1311; Conn. Gen. Stat. Ann.
§§ 52-552a–52-552l. Because of the choice of law provisions in
the 2007 LBO agreements, a court would apply New York law to
determine the applicable statute of limitations.

As a preliminary matter, the Debtors argued that under New York law, any
attempt to unwind the 2007 LBO would be barred by the statute of
limitations imposed by Section 202 of the CPLR, commonly referred to as
New York’s “borrowing statute.”
a.

The borrowing statute provides that when a cause of action arises
outside of New York, the shorter statute of limitations applies —
either that of New York or the foreign state.

b.

Where, as here, the alleged injury is purely economic, the “cause
of action accrues where the injury is sustained.” Williams v.
Congregation Yetev Lev, 2004 WL 2924490, at *4 (S.D.N.Y. Dec.
16, 2004) (quotation marks omitted). The Debtors argued that the
injury arose at the Debtors’ headquarters, causing the four-year
Connecticut statute of limitations to apply. Nonetheless, to
preserve potential causes of action and arguments that a longer
statute of limitations may apply, the Debtors filed for bankruptcy
three days before the six year statute of limitations lapsed.

c.

During mediation, the parties discussed, but never resolved, this
issue. Based on these conversations, the Debtors focused on
assessing the arguments on the merits.
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3.

Under New York law, a fraudulent transfer would require a showing that
the 2007 LBO lacked fair consideration and left the company
(a) insolvent, (b) inadequately capitalized, or (c) unable to pay debts as
they came due.
a.

Fair Consideration. Consideration is fair when, in a good-faith,
arms-length transaction, “the value of the benefit received by the
debtor approximates the value of the property or obligation he has
given up.” See Rubin v. Mfrs. Hanover Trust Co., 661 F.2d 979,
991-92 (2d Cir. 1981); In re Gonzalez, 342 B.R. 165, 173 (Bankr.
S.D.N.Y. 2006). Here, Cengage’s book value was actually higher
in the months after the acquisition than the LBO price, suggesting
fair consideration. Moreover, the $1.7 billion arms-length, goodfaith equity investment by Apax and OMERS demonstrates fair
consideration, as courts have held it would “make no sense for
defendants to invest literally billions of dollars in a venture they
knew would fail.” Davidoff v. Farina, No. 04 Civ. 7617, 2005 WL
2030501, at *11 n.19 (S.D.N.Y. Aug. 22, 2005).

b.

Insolvency. Absent a reason to distrust it, courts have found that
contemporaneous market data provides the best evidence of
solvency. Here, the combination of Cengage’s historically strong
debt trading prices (even through the global recession), the $750
million acquisition of Houghton Mifflin in 2008, and the issuance
of additional first lien debt in 2012 provide strong market evidence
of solvency. Furthermore, Apax invested an additional $132.5
million in equity in connection with the Houghton Mifflin
acquisition. Courts recognize that such an equity investment
shows “thoroughly knowledgeable people believed the
[transaction] would be a successful venture.” VFB LLC v.
Campbell Soup Co., 02-137 KAJ, 2005 WL 2234606 (D. Del.
Sept. 13, 2005) aff'd, 482 F.3d 624 (3d Cir. 2007).

c.

Inadequate Capitalization. To find adequate capitalization,
“courts compare a company’s projected cash inflows . . . with the
company’s capital needs throughout a reasonable period of time
after the questioned transfer.” See In re Iridium Operating LLC,
373 B.R. 283, 345 (Bankr. S.D.N.Y. 2007); MFS/Sun Life TrustHigh Yield Series v. Van Dusen Airport Servs. Co., 910 F. Supp.
913, 943-944 (S.D.N.Y. 1995). The parties executing the 2007
LBO transaction projected Cengage would continue to grow at
rates consistent with those experienced between 2004 and 2006,
and budgeted their capital needs accordingly. In fact, for over
three years following the 2007 LBO, Cengage continued to
experience rapid growth and increased EBITDA consistent with or
greater than that experienced during the 2004-2006 period, and
thus remained adequately capitalized, even amid depressed global
economic conditions.
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d.

B.

Inability to Pay Debts. Courts evaluate this factor by examining
whether available evidence shows the defendant did in fact pay its
debts, or had the ability to do so for a period of over a year after
the transaction. See MFS/Sun at 944 (creditors paid for twelve
months following the transaction). Here, Cengage paid all of its
debts as they came due for almost six years after the 2007 LBO,
suggesting no fraudulent transfer occurred.

4.

Question 5:
Does your jurisdiction’s law generally permit the
characterization of leveraged buy-outs as fraudulent transfers?

5.

Question 6: Would a statute of limitations in your jurisdiction prohibit
this action almost 6 years after the transaction and is there a duty in
your jurisdiction to seek to preserve such a cause of action by
commencing the proceeding before the applicable statute of limitations?

Substantive Consolidation
1.

Under the judicially-created remedy of substantive consolidation, a
bankruptcy court may, in extraordinary circumstances, determine that
multiple related debtors should be consolidated, pooling their assets and
liabilities and treating them as though held and incurred by a single entity.
See In re Leslie Fay Cos., 207 B.R. 764, 779 (Bankr. S.D.N.Y. 1997).
The determination to substantively consolidate estates requires a
fact-intensive inquiry that may examine any number of potential factors.
See FDIC v. Colonial Realty Co., 966 F.2d 57, 61 (2d Cir. 1992); In re
Verestar, Inc., 343 B.R. 444, 462 (Bankr. S.D.N.Y. 2006). Generally,
consolidation is only appropriate where (a) “creditors dealt with the
entities as a single economic unit and did not rely on their separate identity
in extending credit” or (b) the debtors’ affairs “are so entangled that
consolidation will benefit all creditors” from cost savings or otherwise. In
re Augie/Restivo Baking Co., 860 F.2d 515, 518 (2d Cir. 1988).
a.

The Debtors did not believe that substantive consolidation was
appropriate and proposed their plan as a separate plan for each
Debtor. Despite overlap in the Debtors’ boards and officers, the
Debtors refrained from undocumented intercompany transactions,
maintained segregated assets and liabilities, and generally observed
legal formalities with respect to each separate entity. Additionally,
the Debtors’ lenders and noteholders understood the separateness
of the Debtor entities, as evidenced by the distinctions made
between borrowers and guarantors under the Debtors’ credit
documents. And the Debtors did not believe there was any basis
for trade creditors or contract counterparties to assert reliance on
parent holding companies.

b.

The Committee, on the other hand, contended that certain facts
supported substantive consolidation of some or all of the Debtor
entities. Among other things, the Committee asserted that trade
creditors only had access to consolidated financial information for
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the Debtors as a whole, meaning they may have evaluated
creditworthiness based on that consolidated data. In addition, the
Committee pointed to the overlap in the Debtors’ officers and
directors, headquarters, and employees.
2.

V.

Question 7: Where the debtor has numerous legal entities with differing
obligations, do you see creditors make the argument that those assets
and liabilities should be consolidated for distribution purposes or do
courts generally respect the corporate separateness of those entities?

Mediation and Plan Negotiations
A.

In accordance with the RSA, the Debtors filed a proposed plan and disclosure
statement on August 16, 2013. Under this original version of the plan, the
Debtors’ unsecured creditors would receive minimal recovery (approximately
$72.5 million to be shared among approximately $1.3 billion of claims).
1.

B.

As outlined above, the Committee, the Second Lien Trustee, and other
unsecured creditors felt there were several theories that could give rise to
enhanced recoveries for unsecured creditors. See Parts II & III, supra.

In an attempt to avoid extensive and costly litigation battles, on September 9,
2013, the Debtors filed a motion requesting the appointment a mediator (the
“Mediator Motion”). The goal of the proposed mediation was to achieve a global
settlement of all plan-related issues.
1.

To achieve that goal, the Debtors used the Mediation Motion to establish
parameters with respect to four key areas: identity of the mediator;
mediation parties; timeline for mediation; and the scope of mediation.
a.

Identity. The Debtors requested a sitting bankruptcy judge to act
as mediator. Certain sitting bankruptcy judges mediate pro bono,
avoiding disputes over cash collateral, and also may help reinforce
good behavior as counsel will likely appear before them again.

b.

Parties. The Debtors identified certain parties that should attend
the mediation, including the Committee, the First Lien Agent, the
First Lien Group, the Second Lien Notes Trustee, Apax, and
Centerbridge Partners, L.P. (a substantial noteholder).

c.

Timeline. The Debtors proposed an initial timeline for mediation,
including the milestones for the appointment of a mediator, the
first three mediation sessions, and the deadlines to submit
mediation statements in advance of those sessions.

d.

Scope. The Debtors requested that mediation address the “primary
confirmation issues” identified by the mediation parties, which
included: valuation issues; disputes regarding the the Debtors’
copyrights and licensing arrangements; the Ivanhoe issue; the
Disputed Cash; the specifics of a 2007 leveraged buy-out; the
Revolver Draw; claim and distribution issues regarding Apax;
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intercompany and intercreditor issues; and issues regarding a
potential trust structure to be implemented under the plan.
2.
C.

D.

On September 25, 2013, the court granted the Debtors motion and
appointed Judge Robert D. Drain as mediator.

Between October 2013 and January 2014, Cengage and all of its key stakeholders
engaged in five extensive, all-day mediation sessions and numerous phone calls
with Judge Drain.
1.

Before each mediation session, the parties negotiated an issues list and
submitted mediation statements to Judge Drain, outlining their key
arguments regarding each issue.

2.

On January 10, 2014, the Debtors and a majority of the other mediation
parties reached an initial settlement. However, this initial settlement did
not include Apax. In an effort to reach a global settlement that included
Apax, the Debtors asked Judge Drain to schedule an additional mediation
session.

3.

On January 23, 2014, the parties engaged in an all-day mediation session.
This final mediation session successfully concluded in a global settlement
that included Apax.

The parties emerged from mediation with a global settlement resolving all of the
outstanding issues between them.
1.

To memorialize the global settlement, all parties in interest enter into a
global plan support agreement (the “PSA”), which formed the basis of the
revised plan and resolved all disputed issues in the chapter 11 cases.

2.

The key terms of the PSA were as follows:
a.

the Debtors’ total enterprise value, as contemplated by the plan,
increased from $2.9 billion to $3.6 billion;

b.

holders of First Lien Debt received 100% of the new equity,
subject to dilution from the management equity incentive plan and
equity distributions to electing unsecured creditors, plus the new
debt facility consideration and any excess cash;

c.

holders of Second Lien Notes, Senior Notes, and general
unsecured claims shared in $225 million, with an election to
recover cash or equity (subject to certain limitations aimed at
preventing the reorganized Cengage from becoming an SEC
reporting company) and $12 million of cash from Apax;

d.

no single holder of an unsecured claim could own more than
14.9% of the equity as a result of the election;

e.

all of Apax’s claims were allowed and Apax received a full release
and exculpation, plus reimbursement of $8 million of fees; and
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f.

VI.

Apax was entitled to elect one director and one board observer for
the reorganized company.

3.

Cengage sought to move quickly to obtain approval of the settlement and
confirm a plan of reorganization founded on the PSA. Negotiations with
all the parties continued over another month to finalize the plan and order
confirming the plan. And on March 13, 2014, the court confirmed an
amended plan of reorganization, incorporating the terms of the PSA.

4.

Question 8: When negotiating a plan of reorganization or overall
distribution scheme, is it common for a mediator to help negotiate a
global settlement among numerous constituents? And, if so, who would
parties typically ask to serve in the role of “mediator”?

5.

Question 9: If lenders and bondholders are participating in mediation
discussions, how does your jurisdiction deal with protecting such parties
from obtaining material non-public information?

6.

Question 10: Must parties seek approval of settlements before they are
considered binding in your jurisdiction? If so, what standard is applied?

Question 11: Are there any other notable items or issues that you think may have been
approached or resolved differently in your jurisdiction if the Cengage bankruptcy had
taken place there?
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CENGAGE QUESTIONS AND ANSWERS — AUSTRALIA
1.

Is it typical for companies to draw down on available credit facilities prior to an insolvency
proceeding?
a)

Yes, it is common for companies to draw down on available credit facilities; however it
is unlikely that this will be immediately prior to a formal insolvency appointment.
Usually hopeful directors will have made every effort to have access to available cash
facilities for their company to be in a position to pay their debts as they fall due, prior
the time a formal insolvency appointment is imminent. However, if those funds are
paid away to third parties within 6 months prior the appointment of a liquidator, they
will be susceptible to claw-back by the liquidator under the voidable transaction
provisions. Dishonest directors will be liable for desperate and inappropriate cashgrabs, particularly when immediately prior to insolvency appointments. Following the
Bell Group decision, lenders will be vigilant to ensure that they do not knowingly
assisted directors to breach their fiduciary duties.

b)

The ability of a company to draw down on credit facilities will be dependent on the
terms of their facilities. Compliance with required covenants and terms would be, as at
all times, required for draw downs to be permitted.

c)

It is almost inevitable that honest and perhaps hopeful directors will have made use of
any available facility headroom in their attempts to pay the company's debts as they fall
due and to trade through financial difficulties. Assuming compliance with facility terms,
these draw downs would be permitted.

d)

However, in the event that those funds drawn down are paid away to third parties in the
6 months (or longer in some circumstances) prior to the appointment of a liquidator,
they will be susceptible to claw-back by a liquidator in accordance with the voidable
transaction provisions under the Corporations Act 2001 (Cth) (Act). Those provisions
include:
i.

unfair preferences; 2

ii.

uncommercial transactions; 3 or

2

Section 588FA.

3

Section 588FB.
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iii.

unreasonable director related transactions. 4

e)

A defence is provided by the Act that the recipient of the payment had no reasonable
grounds to suspect the insolvency of the company at the time of receipt. 5

f)

It will be an offence in the circumstances that a request for such a draw down is a 'cashgrab' by a desperate and dishonest director. The Act provides various mechanisms for
considering the misconduct or poor decision-making of those responsible at the time of
or for the insolvency of a company. Those found liable for breach of their duties will be
required to compensate certain eligible parties for their losses associated with the
company's insolvency.

g)

The Act imposes specified duties upon company directors to:
a)

act with care and diligence; 6

b)

exercise their duties in good faith in the best interests of the company and for a
proper purpose; 7

c)

not misuse their position; 8

d)

not misuse company information; 9 and

e)

to prevent insolvent trading. 10

h)

Civil penalties apply if a director or officer is found to have breached any of his or her
duties to the company. If a director or officer is found to have breached their duties
recklessly and with intentional dishonesty, then they may also be subject to criminal
penalties. 11 Further orders may be made for the offending director to compensate
liquidators, 12 secured creditors 13 or subsidiary companies for insolvent trading 14 or to
indemnify the Commissioner of Taxation for his loss incurred in respect of certain
amounts relating to required taxation. 15

i)

Finally, it is important to note that following the 2012 decision regarding the Bell
Group 16, lenders are likely to be cautious when considering whether to facilitate a
requested draw down, particularly in circumstances where their customer is

4

Section 588FDA.

5

Section 588FG(2)(b).

6

Section 180.

7

Section 181.

8

Section 182.

9

Section 183.

10

Section 588G.

11

Section 184.

12

Section 588M(2).

13

Section 588M(3).

14

Section 588V.

15

Section 588FGA.

16

Westpac Banking Corporation v The Bell Group Limited (in liq) [No. 3] [2012] WASCA 157 .
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experiencing endemic financial distress. Lenders in Australia are now extra vigilant to
ensure that they do not knowingly assisted directors to breach their fiduciary duties.
2.

How common is it for a company entering into an insolvency proceeding to have significant
unencumbered assets?
a)

Whether a company entering into formal insolvency has significant unencumbered
assets will depend upon the type of business the company operates. For a company that
does hold assets as part of the operations of its business, it is likely that the business
operates with all its assets secured in some way. In the event that it operates with some
unencumbered assets, it is likely that the company will have made diligent attempts to
realise or borrow against the security of any available unencumbered assets in order to
avoid a formal appointment.

b)

Whether a company entering into formal insolvency has significant unencumbered
assets, or any tangible assets at all, will depend upon the type of business the company
operates.

c)

In the event that the company does hold tangible assets as part of its operations, it may
from time to time, take security over some or all those assets. Security can take the form
of real property mortgages; fixed charges - now called "security interests over noncirculating assets"; floating charges - now called "security interests over circulating
assets"; or a combination of a fixed and floating charge.

d)

For example, a company in the business of property development will likely have
tangible assets that include real property, perhaps some company vehicles, computers
and other electronic equipment and general office equipment. Typically, the real
property assets are fully encumbered - they are expensive to purchase and the very
nature of property development is to reinvest capital in further developments. The
business is speculative and subject to property market fluctuations and government
regulations, such as zoning and development approvals so lenders want to be sure that
their debt is secured. In this case, a lender's security portfolio will probably constitute:

e)

i.

real property mortgages over the land owned by the company - most likely "all
monies" mortgages which secure any amount owing by the mortgagor to the
mortgagee under any agreement;

ii.

fixed charges over specified assets of the company (security interests over noncirculating assets);

iii.

floating charges over all of the assets and undertakings of the company (security
interests over circulating assets); and

iv.

guarantees from the directors of the company, which in turn are secured by real
property mortgages over land owned by the guarantors.

v.

The vehicles will likely also be subject to hire purchase/leasing agreements and
secured by registered security interests.

In Australia, it is usual for lenders to take a fixed and floating charge over all of the
assets and undertakings of a company. This way, the company may operate its business
and deal with certain of its assets, like inventory (that is, the "floating assets" or
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"circulating assets") without the restraint of having to obtain the lender's consent to deal
with them. The lender's security will also cover any after-acquired assets of the
company. But upon the lender enforcing its security (usually by appointing a receiver
and manager to take possession and control of the company's assets), the assets in the
company's possession at the time will crystallise. The receiver will then realise those
assets and the proceeds of sale will be applied in reduction of the overall debt owing by
the company. It is therefore not common, although of course it is possible, for
companies operate with significant unencumbered assets.
f)

3.

However, in the event that a company does operate its business with significant
unencumbered assets, I consider it likely that a diligent director will have made attempts
to realise or borrow against the security of any available unencumbered assets in order
to avoid a formal appointment. Whether assets are readily realisable in the time
available to 'rescue' a company will depend on the type of asset, its use in the business
and the market at the time. It is also important to note that under Australian law, in the
event that security is taken over assets within the 6 months prior to a formal insolvency
appointment, recoveries made by a secured creditor will be susceptible to claw-back
provisions available to a liquidator. 17

Does the system in your jurisdiction for perfecting a security interest in intellectual or other
intangible property vary from that covering tangible assets?
a)

The Personal Property Securities Act 2009 (Cth) (PPSA), introduced a uniform system
for perfection of security interests from 1 January 2012, regardless of the nature of the
collateral the subject of the security interest.

b)

The PPSA provides that a security interest may be perfected by registration on the
Personal Property Securities Register (PPSR), control and/or possession.

c)

As a practical matter, however, given the nature of intangible securities (i.e. possession
and control are not realistic possibilities for certain intangibles like a trade mark),
intangible security interests must generally be perfected by registration.

d)

Section 21(2) of the PPSA provides that a security interest may be perfected by:
i.

registering a financing statement in respect of the collateral on the PPSR; 18

ii.

taking possession of the collateral (either actual possession or possession within
the other limited definitions set out in section 24 of the PPSA); 19 and

iii.

control of the security20 (provided that the collateral the subject of the security is
one of the following: an ADI account, intermediated security, investment
instrument, negotiable instrument not evidenced by a certificate, rights under a
letter of credit or satellites and other space objects).

17

Section 588FJ.

18

Section 21(2)(a) of the PPSA.

19

Section 21(2)(b) of the PPSA.

20

Section 21(2)(c) of the PPSA.

419

e)

Intangible property is defined in section 10 of the PPSA as personal property (including
a licence) that is not any financial property, goods, or an intermediated security.

f)

Intellectual property is defined 21 broadly in the PPSA as any of the following rights
(including the right to be party to a proceeding in relation to such a right):

g)

4.

i.

The right to do any of the things mentioned in paragraphs 10(i)(a) to (f) of the
Designs Act 2003 in relation to a design that is registered under that Act;

ii.

the right to exploit or work an invention, or to authorise another person to exploit
or work an invention, for which a patent is in effect under the Patents Act 1990;

iii.

the rights held by a person who is the registered owner of a trade mark that is
registered under the Trade Marks Act 1995;

iv.

the right to do, or to license another person to do, an act referred to in section 11
of the Plant Breeder's Rights Act 1994 in relation to propagating material of a
plant variety;

v.

the right to do an act referred to in section 17 of the Circuit Layouts Act 1989 in
relation to an eligible layout during the protection period of the layout;

vi.

the right under the Copyright Act 1968 to do an act comprised in the copyright in
a literary, dramatic, musical or artistic work or a published edition of such a
work, or in a sound recording, cinematographic film, television broadcast or
sound broadcast;

vii.

a right under or for the purposes of a law of a foreign country that corresponds to
a right mentioned in any of paragraphs (i) through (vi).

Accordingly, any intangible security interest, which includes any security in copyright
and patents, must be registered on the PPSR in order to be perfected (or in the limited
circumstances may be perfected by control). The only exceptions to this rule insofar as it
also applies to tangible property is that:
i.

tangible property may also be perfect by the additional method of possession;
and

ii.

there are some limited exceptions to registration requirements for certain
securities (e.g. short term leases).

Would there be a colorable argument in your jurisdiction for a debtor avoiding the lien of a
creditor but keeping that creditor's priority over other secured and perfected creditors, even
where that creditor was contractually obligated to share pari passu with the other creditors?
a)

Although a secured (perfected) creditor's priority ordinarily subordinates unsecured
creditors of an insolvent estate, their priority is by no means impeachable in Australian
law. The Act provides in sections:
i.

21

561 for certain unsecured debts of the estate to be paid in priority to a secured
creditor with a circulating security interest and, if necessary, out of the assets

Section 10 of the PPSA.
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that would otherwise be secured by the circulating security interest at the point
of crystallisation.
ii.

588FA-E and 588FP that certain transactions that may have purported to given
rise to a perfected security interest are void or voidable as against an insolvent
estate.

b)

The PPSA acknowledges that creditors may enter into subordination agreements which
may alter the priorities of creditors and may, in certain circumstances, subordinate a
perfected creditor to an unsecured creditor, the estate or some other third party. These
agreements are not registrable as security interests in and of themselves and so may not
be apparent from a reading of the register.

c)

The Act is very prescriptive in relation to the distribution priorities in an insolvent
estate.

d)

Section 556 of the Act sets out the priority payments to be made to unsecured creditors
from an insolvent estate and prioritises:

e)

i.

the expenses in preserving, realising or getting in the property of the company;
then

ii.

the costs of the winding up (whether it is the costs of the company or the creditor
who made the application to Court); and then

iii.

certain employee entitlements.

However, section 561 of the Act specifies that:
i.

these priority payments (set out in section 556) are to be prioritised over the
claims of a secured creditor with a circulating security interest over the property
of the company; and

ii.

the payments can be made from property that is otherwise subject to the
circulating security interest (formerly fixed and floating charge).

Accordingly, in these circumstances, the perfected creditor's interests are postponed to
those of the insolvent estate.
f)

In other circumstances, a secured creditor may lose their priority by virtue of
section 588D which provides that a secured creditor becomes unsecured to the extent
that the creditor proves in the insolvent estate for the debt as an unsecured creditor.

g)

The Act also provides that certain secured parties' interests may be postponed or avoided
in their entirety if:
i.

the secured party is an officer of the insolvent company (or other proscribed
individuals) and purports to take steps to enforce the security interest without
leave of the Court within 6 months of the creation of the perfected security
interest (section 588FP);

ii.

the security interest was created within 6 months of the relation back day (and
the secured party cannot establish that the company was solvent at the time)
(section 588FJ); or
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iii.

5.

the transaction is otherwise voidable under the provisions in sections 588FA to
FE of the Act (uncommercial, insolvent, director-related transactions etc).

h)

All of these provisions take effect regardless of the priorities that may be prescribed in
an intercreditor deed between secured creditors.

i)

Separately, the PPSA acknowledges in section 61 that "a secured party may (in a secirty
agreement or otherwise) subordinate the secured party's security interest in collateral to
any other interest in the collateral. The subordination is (a) effective according to its
terms between the parties and (b) may be enforced by a third party if the third party is
the person, or one of a class of persons, for whose benefit the subordination is intended".

j)

Section 12(5) however, specifically excludes subordination agreements from the
definition of security interest (unless of course they give rise to a security interest in and
of themselves) and so no additional formal steps are required to formalise such an
agreement.

k)

These provisions are relevant here as a subordination agreement may prioritise an
unsecured and/or unperfected security interest (i.e. the beneficiary of the subordination
agreement need not be perfected themselves).

l)

Having said that, the beneficiary of the subordination agreement can have no better
priority than the counterparty to the agreement had in the first place. Accordingly,
beneficiary under a subordination agreement would still be subject to the provisions of
the Act set out above.

Does your jurisdiction’s law generally permit the characterization of leveraged buy-outs as
fraudulent transfers?
a)

If the transaction was uncommercial and was entered into at a time that the company
was insolvent, or the company because insolvent as a result of the transaction, the
transaction may be able to be set aside by the liquidator of the company. If the
transaction was intended to hinder, delay or defeat creditors of the company then the
transaction may be able to be set aside as a fraudulent transfer by the creditors of the
company. It is not necessary for the company to be in liquidation for the creditors to
commence this cause of action.

b)

A leveraged buyout may be characterised as a fraudulent transfer in the following
circumstances:
i.

if the transaction was uncommercial; or

ii.

if the transaction was entered into with the intent to defraud creditors of the
company.

Uncommercial transaction
c)

Section 588FB of the Act provides that a transaction is an uncommercial transaction if,
and only if, it may be expected that a reasonable person in the company's circumstances
would not have entered into the transaction, having regard to:
i.

the benefits (if any) to the company of entering into the transaction; and
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ii.

the detriment to the company of entering into the transaction; and

iii.

the respective benefits to other parties to the transaction of entering into it; and

iv.

any other relevant matter.

d)

This cause of action accrues personally on the liquidator and may only be commenced
once the company is liquidation. The obvious avenue when the company is not in
liquidation is to seek a remedy following a breach of director's duties under sections180182 of the Act and further that the recipient was involved in such contravention. 22

e)

The liquidator must also establish that the transaction was an "insolvent transaction"
within the meaning of section 588FC. This requires the liquidator to prove that when the
"uncommercial transaction" was entered into the company was insolvent, or
alternatively that the company became insolvent because of, or because of matters
including, the entry into of the transaction (or any one or more of them).

f)

If those matters are established, then it will follow that the transaction is voidable
pursuant to section 588FE(3) and (4), if the transactions were entered into during the
two years ending on the "relation-back day". The Court then has power to order
pursuant to section 588FF that the recipient pay the plaintiffs some or all of the money
paid to, or other benefits received by, the recipient of the transaction.

Transactions to defeat the claims of creditors
g)

This is an action based on section 37A of the Conveyancing Act 1919 (NSW) which
renders every alienation of property made with intent to defraud creditors voidable at the
instance of any person thereby prejudiced.

h)

Section 37A provides:

i)

i.

. . . every alienation of property, made . . . with intent to defraud creditors, shall
be voidable at the instance of any person thereby prejudiced.

ii.

This section does not affect the law of bankruptcy for the time being in force.

iii.

This section does not extend to any estate or interest in property alienated to a
purchaser in good faith not having, at the time of the alienation, notice of the
intent to defraud creditors.

The High Court in Marcolongo v Chen (2011) 274 ALR 634 lowered the evidential
burden in no longer requiring an “element of dishonesty” or an “actual intent to deprive”
in order to enliven the provision. It is now necessary to show:
the existence of an intention to hinder, delay or defeat creditors and in that
sense to show that accordingly the debtor had acted dishonestly. 23

22

Section 79 of the Act provides that a person is involved in a contravention if, and only if, the person: (a) has aided, abetted,
counselled or procured the contravention; or (b) has induced, whether by threats or promises or otherwise, the contravention; or (c)
has been in any way, by act or omission, directly or indirectly, knowingly concerned in, or party to, the contravention; or (d) has
conspired with others to effect the contravention.

23

Marcolongo v Chen at [32].
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j)

k)

6.

Further, the High Court clarified:
i.

the operation of section 37A is not confined to cases of actual fraudulent conduct
by a company in disposing of its property with the intent to defeat creditors - it
may extend to cases of constructive or equitable fraud;

ii.

the intent to defraud creditors may be one intention among many - it need not be
the sole intent;

iii.

despite the express wording of section 37A, that section will cover conduct by
the company which is not only intended to defraud creditors directly but also
conduct with the intent of delaying or hindering the efforts of creditors to seek
redress from the company;

iv.

the relevant intent to defraud creditors is that of the company (not some third
party).

It is not necessary for the company to be in liquidation for this cause of action to arise.
The creditor of a company's who assets were sold via a leveraged buy-out may have a
right to seek a remedy under s37A if the circumstances noted above are met. The bar,
however, is high.

Would a statute of limitations in your jurisdiction prohibit this action almost 6 years after the
transaction and is there a duty in your jurisdiction to seek to preserve such a cause of action
by commencing the proceeding before the applicable statute of limitations?
a)

In respect of an uncommercial transaction, the application must be made by the
liquidator during the period beginning on the relation back day and ending either 3 years
after the relation back day or 12 months after the first appointment of a liquidator,
whichever is the later. The time limit may be extended by the Court on application by
the liquidator prior to expiry of the time limit (i.e. retrospective application when the
time limit has expired will not be permitted). In respect of an alienation of property
with an intent to defraud creditors, the proceedings must be commenced within the
ordinary limitations period. There is no specific requirement to commence proceedings
to preserve a cause of action. A liquidator, for example, may bring or defend any legal
proceeding in the name and on behalf of the company. The liquidator must use its
discretion when determining whether to bring the proceedings not. Factors informing the
discretion include whether the company has the capacity to fund the proceeding and its
prospects.

Uncommercial transaction
b)

The application must be made by the liquidator during the period beginning on the
relation back day and ending either 3 years after the relation back day or 12 months after
the first appointment of a liquidator, whichever is the later. The relation back day is
often, but not always, the day on which the winding up is taken to have begun.
However, where the uncommercial transaction was entered into with the purpose the
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purpose of defeating, delaying or interfering with creditors' rights, the time limit is
extended to during the during the 10 years ending on the relation back day. 24
c)

The liquidator may bring an application for an extension of time to bring voidable
transaction proceedings provided that the application for an extension is made prior to
the expiry of the limitation period. The liquidator is not permitted to make successive
applications for an extension but the Court may vary the date of the original extension
order according to its procedural powers.

d)

When bringing an application for an extension of time to bring voidable transaction
proceedings, the liquidator can seek either:

e)

f)

i.

a "shelf order", which is an order extending the time generally to bring voidable
transaction proceedings against any recipient; or

ii.

a specific order extending time to bring voidable transaction proceedings against
a specific entity or person.

A party seeking to defend a voidable transaction claim commenced during the extended
limitation period may wish to set aside the extension order which would render the
proceeding deemed void from its beginning. Factors that may lead a Court to set aside a
shelf order include:
i.

whether parties affected by the order were denied procedural fairness in not
having been given notice of the extension application; and

ii.

whether the liquidators failed to satisfy the duty of candour to the Court in
seeking the extension.

Accordingly, when bringing an extension application, particularly for a shelf order, the
liquidator should ensure that:
i.

all persons that may be affected by the order and that are known to the liquidator
at the time that the order is sought are notified that such an order is sought; and

ii.

all relevant facts are disclosed to the Court, including the status of their
investigations with respect to specific potential preference claims.

Transactions to defeat the claims of creditors
g)

An action under section 37A must be made within the normal statute of limitations
period (i.e. 6 years).

Duty to preserve claim

24

h)

Where the company is in administration, receivership or liquidation, the duty to
commence proceedings to preserve claims will apply in accordance with the general
statutory and common law duties of the insolvency administrator.

i)

Speaking broadly, the liquidator's functions are:
i.

to take possession of the company's assets;

ii.

to realise them;

Section 588FE(5).
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7.

iii.

to determine what are the claims against the company;

iv.

to apply the company's assets towards payment of the costs of liquidation and
those claims;

v.

to distribute any balance of proceeds after payment of claims; and

vi.

finally, to bring about the dissolution of the company.

j)

Section 477(2)(a) of the Act provides that, subject to section 477, a liquidator may bring
or defend any legal proceeding in the name and on behalf of the company. Underlying
this is the requirement that the liquidator's own discretion is to be used in the
management of the affairs and property of the company and the distribution of its
assets. 25 Unless expressly directed under section 545(2) by the court or ASIC to do so, a
liquidator is not to incur expense unless there are sufficient available assets to meet the
expense. 26

k)

The company's assets are not to be wasted “in dubious litigation.” 27 There should be real
evidence that would justify making a claim and the amount recoverable should be
weighed against the likely costs.

l)

The decision whether or not to commence proceedings in order to preserve a cause of
action must be considered in this context.

Where the debtor has numerous legal entities with differing obligations, do you see creditors
make the argument that those assets and liabilities should be consolidated for distribution
purposes or do courts generally respect the corporate separateness of those entities?
a)

The process of consolidating assets and liabilities for distribution purposes to achieve a
group-based approach to external administrations is by way of the statutory 'pooling'
mechanism. Provided certain statutory criteria are met, the regime under the Act works
to permit pooling while still preserving the separate legal character of each member
company in the group. The effect of pooling regime is to make each company in the
'pool' jointly and severally liable for each debt payable by every other company in the
group, and also to extinguish inter-company debts.

b)

The Act provides a statutory mechanism for pooling in Part 5.6:
i.

Voluntary Pooling: pursuant to section 571 of the Act, once a liquidator makes
a pooling determination, it must be submitted to separate meetings of the eligible
unsecured creditors of each company within 5 business days. If approval is
obtained from 75% of the eligible unsecured creditors of the group by value and
50% by number, the pooling determination comes into effect. 28
For the purposes of voting, an 'eligible unsecured creditor' includes all of the

25

Section 479(4).

26

Section 545(1) nd Clasquin SA v AAR Int’l Pty Ltd (1989) 15 ACLR 9.

27

Gray v Bridgestone Australia Ltd (1986) 10 ACLR 677.

28

Section 578.
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unsecured creditors of that company but excludes other companies within the
group (excluding those intra-group companies from voting on or objecting to the
pooling determination); or
ii.
c)

d)

e)

Court Ordered Pooling: the liquidator may apply to the court for a pooling
order. 29

The effect of both Voluntary Pooling and Court Ordered Pooling is that:
i.

each company in the group will be jointly and severally liable for each debt
payable by, and each claim against, each other company in the group; and

ii.

all of the intercompany debts and claims of the group are extinguished.

A liquidator must satisfy him or herself of the following matters 30 before making a
pooling determination and submitting a Voluntary Pooling proposal to creditors:
i.

there is a group of companies;

ii.

each entity within the group is being wound up;

iii.

each entity within the group is either:
•

a related body corporate;

•

jointly and severally liable for one or more debts or claims;

•

jointly own or operate particular property that is used in connection with
a common business, scheme, undertaking by the group; or

•

one or more companies own property that is used by any or all of the
companies in the group in connection with a business, scheme or
undertaking.

These are the same factors that the court requires to satisfy itself of before making a
pooling order. The court is also required to form the view that such an order would be
"just and equitable" and in that regard, the Act 31 sets out the following additional factors
that the court must take into account in determining whether it is 'just and equitable' to
make a pooling order:
i.

the extent to which a company in the group and the officers or employees of a
company in the group were involved in the management or operations of any of
the other companies in the group;

ii.

the conduct of a company in the group and the officers or employees of a
company in the group towards the creditors of any of the other companies in the
group;

iii.

the extent to which the circumstances that gave rise to the winding up of any of
the companies in the group are directly or indirectly attributable to the acts or

29

Section 579E.

30

Section 571(1).

31

Section 579E(12).
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omissions of the other companies in the group or officers or employees of any of
the other companies in the group;
iv.

the extent to which the activities and business of the companies in the group
have been intermingled;

v.

the extent to which creditors of any of the companies in the group may be
advantaged or disadvantaged by the making of the order; and

vi.

any other relevant matters.

f)

In addition, the Act prohibits the making of a pooling order in circumstances where it
would "materially disadvantage" an unsecured creditor, unless that creditor has
consented to the making of the order. 32

g)

If a pooling determination or order comes into force in relation to a group of companies,
the usual order of priorities under sections 556, 560 and 561 of the Act are not altered
for a company in the group. 33

h)

The Act provides for challenges by creditors to pooling determinations and pooling
orders. Accordingly, even if a pooling determination is approved by the requisite
majority of unsecured creditors or a court has made a pooling order, a creditor of any
one of the companies within the group may apply to the court to set aside or vary the
determination 34 or order. 35

i)

As to the position of secured creditors, 36 the Act provides that:
“Subsection (2) does not apply in relation to a secured creditor unless the
relevant debt is payable by a company or companies in the group to any
other company or companies within the group.”

8.

j)

In each section, subsection (2) is the section which sets out the effect of both types of
pooling.

k)

The Act provides liquidators making a pooling determination and a court making a
pooling order, with a wide discretion to determine whether any or all of the statutory
provisions regarding pooling are to be modified. This does not extend to the exemption
of secured debts or the position of priority creditors.

When negotiating a plan of reorganization or overall distribution scheme, is it common for a
mediator to help negotiate a global settlement among numerous constituents? And, if so,
who would parties typically ask to serve in the role of “mediator”?
a)

It would be uncommon for a formal mediator to be involved. The Court does not have
an ability to impose a Court ordered mediation, except in the case where proceedings

32

Section 579E(10).

33

Sections 571(5) and 579E(5).

34

Section 579A.

35

Sections 579F and G.

36

Section 571(9) in relation to Voluntary Pooling and section 579E(9) in relation to Court Ordered Pooling.
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between the relevant parties are already before it. Due to the voting thresholds, a
mediator would likely only be useful when attempting to push a DOCA through.
Schemes of Arrangement tend to prefer the interests of the majority by binding the
interests of the minority.
b)

37

In Australia, a reorganisation may be implemented via the following methods:
i.

a creditors' Scheme of Arrangement voted on by creditors and approved by the
Court;

ii.

a Deed of Company Arrangements proposed by the administrator of the
company and voted on by creditors; or

iii.

a private voluntary arrangement agreed between the company and its creditors.

c)

One of the primary differences between a Scheme of Arrangement and the Deed of
Company Arrangement is that the former mandates the division of creditors into
different classes for voting purposes (which occurs where creditors' rights are so
dissimilar so as to make it impossible for them to consult together with a view to their
common interest: Sovereign Life Assurance Co v Dodd [1892] 2 QB 573 at 583)
whereas the latter does not. 37 When voting whether to accept a Deed of Company
Arrangement, creditors are required to vote as a single class.

d)

In the case of a Scheme of Arrangement, the Court is required to convene a meeting of
creditors (or separate meetings of creditors if there are different classes) for the purpose
of voting on the scheme documents. In the case of the Deed of Company Arrangement,
the second meeting of creditors (known as the watershed meeting) is convened for the
purposes of creditors voting on whether the company should enter into the Deed of
Company Arrangement.

e)

In our experience, it would be rare for a formal mediator to be involved in the either of
the above processes. I am not aware of any example in Australia in which a mediator
was used for this purpose. Naturally, prior to voting, there is likely to be extensive
negotiation or discussion between creditors, or between different classes of creditors,
prior to creditors' meetings and those creditors with more "skin in the game" will take a
more active role in the negotiations.

f)

In the context of a Scheme of Arrangement, section 411 of the Act requires the Court to
oversee the scheme process and inherent in this requirement is the right for a dissenting
creditor to be heard. Notwithstanding this, the very nature of the legislation entails
binding the minority to the decisions/interests of the majority. Accordingly, in that
context, the utility of the mediator may be open to question.

g)

In the context of a Deed of Company Arrangement, which requires a majority in value
and number, the use of a mediator to overcome an impasse between creditors could be
utilised. The Court in this instance does not have the power to impose a Court ordered
mediation so it would depend on the willingness of the parties to participate. However, it

The voting thresholds differ. A creditors' Scheme of Arrangement must be agreed to by a majority (that is, 50%) in number of the
creditors (or of the class of creditors) present and voting whose debts or claims amount to at least 75% of the total amount of the
total debts and claims of the creditors present and voting. A DOCA will be approved where it is approved by more than 50% of the
value and number of creditors who vote at the meeting.

429

is notable that in Australia, only retired judicial officers are used to conduct private or
Court ordered mediation. The use of current members of the bench is not permitted.
9.

10.

If lenders and bondholders are participating in mediation discussions, how does your
jurisdiction deal with protecting such parties from obtaining material non-public
information?
a)

There are no statutory rules governing confidentiality in relation to information provided
to creditors. It is usual customary for members of a committee of creditors to be bound
by confidentiality agreements.

b)

There are no statutory rules governing confidentiality in relation to information provided
to creditors in the context of a Scheme of Arrangement or a Deed of Company
Arrangement.

c)

The role of a committee of creditors in the context of a Deed of Company Arrangement
is to consult with the administrator about matters relevant to the administration and
receive and consider reports from the administrator. The committee can also require the
administrator to report to them about the administration. It may also approve the
administrator’s fees.

d)

In practice, members are often required to sign a confidentiality agreement as a
condition of appointment. The nature of the obligations will vary depending on the
terms of the agreement and the commercial sensitivity of the information provided to the
committee. Further, information obtained by members may be subject to implied
undertakings (for example, when provided with documents obtained under compulsion
during the course of a proceeding) which will prevent dissemination.

Must parties seek approval of settlements before they are considered binding in your
jurisdiction? If so, what standard is applied?
a)

11.

In the context of a liquidation, a liquidator is required to seek approval of the Court, of
the committee of inspection or of a resolution of creditors where:
i.

the liquidator seeks to compromise a debt due to the company of an amount
greater than $100,000; 38 or

ii.

where the obligations of a party to an agreement binding the company will not be
discharged within 3 months of entry into that agreement. 39

Are there any other notable items or issues that you think may have been approached or
resolved differently in your jurisdiction if the Cengage bankruptcy had taken place there?
a)

It is noteworthy in considering this case study to know that there is currently a
government review into Australia's corporate insolvency laws focussed at considering

38

Section 477(2A).

39

Section 477(2B).
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amendments intended to encourage and facilitate corporate turnarounds. This review is
aimed at specifically considering features of international insolvency regimes, and in
particular the US Chapter 11 regime.
b)

The Report of the Senate Economics Reference Committee Inquiry into the performance
of the Australian Securities and Investments Commission dated June 2014
recommended that the government commission a review of Australia's corporate
insolvency laws to consider amendments intended to encourage and facilitate corporate
turnarounds. The review is to consider features of the Chapter 11 regime in place in the
United States of America that could be adopted in Australia.

c)

The Committee's view was of the view that further consideration should be given to the
overall structure and intent of Australia's corporate insolvency laws and whether the
current laws are appropriate for encouraging turnarounds and restructuring in large
corporate insolvencies. Particular consideration should be given to elements of the
chapter 11 regime in place in the United States that could work in the Australian
environment, and whether it would be desirable to adopt some of that framework here.

d)

The Australian Restructuring, Insolvency and Turnaround Association (ARITA) has
already begun work on the development of a comprehensive policy framework that
would look at ways to improve the sustaining of the economic and productive value of
large organisations under financial distress. As part of that process, ARITA is looking at
what elements from international jurisdictions may be able to be added to the Australian
environment to ensure our processes are even more robust. In relation to Chapter 11,
ARITA is closely following the American Bankruptcy Institute’s Commission to Study
the Reform of Chapter 11 which is considering a range of legal issues about Chapter 11.
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1.

Is it typical for companies to draw down on available credit facilities prior to an insolvency
proceeding?
a)

It would indeed be typical for companies to draw down on available assets prior to a
formal insolvency proceeding. The Insolvency Act 24 of 1936 (which, although it deals
with personal bankruptcies is made applicable to companies by virtue of the “old”
Companies Act 61 of 1973), has various and quite draconian claw-backs. The
implication is that, for example, if assets were disposed of at an under-value, then a
liquidator would be able to “claw-back” the assets sold.

b)

In addition, Section 34 of the Insolvency Act provides that any company disposing of
assets or goodwill or goods or property forming part of a business is required to publish
notice of the intended transfer in the Government Gazette and in two issues of
newspapers, in English and in Afrikaans circulating in the district. The sanction is that
if publication is not properly attended to and the seller company is liquidated within six
months, the transaction is void (not voidable) and this would entitle the liquidator to
recover the assets so sold. The purchaser would simply have an unsecured claim in
respect of whatever purchase price had been paid and would in due course receive a
dividend, depending upon the realisation of assets in the liquidated entity.

c)

The dispositions which may be set aside are, in brief:

d)

i.

Voidable sales of business (Section 34 of the Insolvency Act);

ii.

Dispositions without value (Section 26 of the Insolvency Act);

iii.

Voidable preferences (Section 29 of the Insolvency Act) (a transaction which
has the effect of preferring one creditor above another);

iv.

Undue preference to creditors (Section 30 of the Insolvency Act) – where a
disposition of property is made at a time where liabilities exceeded the assets
with the intention of preferring one creditor above another;

v.

Collusive dealings before sequestration (Section 31 of the Insolvency Act) –
where a debtor in collusion with another party disposes of property belonging to
it in a matter which had the effect of prejudicing creditors or of preferring one of
the creditors above another.

The effect is that the scheme of the legislation is aimed at providing claw-backs where
the company has endeavoured to dispose of assets or property to the prejudice of the
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general body of creditors or has elected to dispose of assets at less than appropriate
value.
2.

How common is it for a company entering into an insolvency proceeding to have significant
unencumbered assets?
a)

b)

3.

A mortgage bond over fixed (immovable) property;

ii.

A notarial special bond over specifically itemised pieces of equipment;

iii.

A notarial general bond registered in respect of unspecified items such as stock
or furniture, fittings and equipment;

iv.

A cession of the debtors (receivables), or inter-company loan claims;

v.

A pledge of shares in subsidiaries.

Practically speaking, it would be expected that the company would have taken whatever
actions it could either to offer unencumbered assets as additional security to lenders or
to dispose of assets with a view to raising cash either to ward-off formal proceedings or
(if fraudulent intent is present) to minimise the amount available for creditors.

Our system does not have a different mechanism for perfecting a security interest in
intellectual property. There is no separate register (as for example is the case in
Australia - their “personal property securities register”).

Would there be a colorable argument in your jurisdiction for a debtor avoiding the lien of a
creditor but keeping that creditor's priority over other secured and perfected creditors, even
where that creditor was contractually obligated to share pari passu with the other creditors?
a)

5.

i.

Does the system in your jurisdiction for perfecting a security interest in intellectual or other
intangible property vary from that covering tangible assets?
a)

4.

This would depend upon the nature of the business of the company. In general terms,
institutional creditors are fairly vigilant in ensuring that their positions are secured.
Typically, security would take the following forms:-

The lien or statutory preference or security in favour or a particular creditor would
outweigh a contractual obligation on the part of creditors. Creditors could certainly
agree to rearrange such securities amongst themselves but it would be unlikely for a
creditor voluntarily to agree to waive security or a priority interest in favour of other
creditors.

Does your jurisdiction’s law generally permit the characterization of leveraged buy-outs as
fraudulent transfers?
a)

This would depend upon the nature and factual circumstances of the transaction.

b)

It has been set out above what the circumstances were upon which impeachable
transactions can be set aside. These might not necessarily be fraudulent transfers,
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although there is specific provision to deal with transactions which are indeed
fraudulent.
6.

Would a statute of limitations in your jurisdiction prohibit this action almost 6 years after the
transaction and is there a duty in your jurisdiction to seek to preserve such a cause of action
by commencing the proceeding before the applicable statute of limitations?
a)

b)

In South Africa the statute of limitations (the Prescription Act 68 of 1969) applies
nationally. Generally it would prohibit action being taken by liquidators after three
years has lapsed, from the time the debt becomes due. A debt is extinguished by
prescription after the lapse of the period prescribed by the Prescription Act. There are
certain specific provisions which limit the period within which a claim could be made
namely:
i.

The period of prescription is 30 years in respect of a debt secured by a mortgage
bond, a judgment debt, a debt in respect of any taxation imposed under any law
and any debt owed to the State in respect of a share of profits, royalties, etc. 40

ii.

The period of prescription is 15 years in respect of any debts owed to the State
which arises out of an advance or loan, or sale or lease of land. 41

iii.

The period of prescription is 6 years in respect of a debts arising from a bill of
exchange or other negotiable instrument or from a notarial contract. 42

iv.

The prescriptive period of three years applies to any debt, not specifically
provided for the in the Act 43.

Section 12(3) of the Prescription Act provides that a debt shall not be deemed to be due
until the creditor has knowledge of the identity of the debtor and the facts from which
the debt arises. However this section also provides that the creditor shall be deemed to
have such knowledge, if he could have acquired it by exercising reasonable care.
i.

c)

The Court in the case of Minister of Finance and others v Gore 44 considered
section 12(3) of the Act, and held that prescription begins to run against the
creditor when it has the minimum facts that are necessary to institute action. This
interpretation was upheld in the recent case of Claasen v Bester 45.

There is no provision for an extension of the time limit by Order of Court and the
liquidator would have to ensure that the transaction was timeously commenced. It is

40

Section 11 (a) of the Prescription Act, 68 of 1969.

41

Section 11 (b) of the Prescription Act, 68 of 1969.

42

Section 11 (c) of the Prescription Act, 68 of 1969.

43

Section 11 (d) of the Prescription Act, 68 of 1969.

44

2007 (1) SA 111 (SCA).

45

[2012] JOL 28281 (SCA).
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only service of the Summons or application papers on the Defendants which would
interrupt the running of the prescription period.
d)

7.

8.

Where the debtor has numerous legal entities with differing obligations, do you see creditors
make the argument that those assets and liabilities should be consolidated for distribution
purposes or do courts generally respect the corporate separateness of those entities?
a)

There is limited legislated mechanism for a Court to deal with numerous legal entities
upon a “group approach”. Having said this, however, there are decisions of the High
Court which have adapted the doctrine of “piercing the corporate veil” to permit a seethrough of rights of action and to permit the liquidators to deal with groups of
companies where there has been abuse of the corporate personality as if they were in
fact one entity.

b)

In the King Group matter (Ex parte Gore & Others, NNO 2013(3) SA 382 (WCC)) the
liquidators of some 40 companies within the so-called King Group of companies were
authorised by the High Court to pool all the recoverables as if these had been realised in
the holding company and to make payments to creditors across the group of companies
upon a basis which afforded those creditors the same dividend (cents on the dollar)
notwithstanding the fact that they had “invested” in different companies.

c)

This was upon the basis of an application of Section 20(9) of the 2008 Companies Act,
which provides that where a Court finds that any act by or on behalf of a company
constitutes an unconscionable abuse of the juristic personality of the company as a
separate entity, the Court may declare that the company is to be deemed not to be a
juristic person in respect of any right, obligation or liability of the company. The Court
held specifically that this was not an intention on the part of the legislator to replace the
common law “piercing the corporate veil” doctrine.

When negotiating a plan of reorganization or overall distribution scheme, is it common for a
mediator to help negotiate a global settlement among numerous constituents? And, if so, who
would parties typically ask to serve in the role of “mediator”?
a)

9.

There is no specific requirement that proceedings should be commenced specifically
with a view to preserving a cause of action. A liquidator would, however, be negligent
if he or she did not timeously commence proceedings of which he or she was aware,
thus permitting the action to “become prescribed”, to use our wording, or in other words
to be hit by the statute of limitations.

It is not common for a mediator to be appointed and this role is only starting to gain
consideration in our jurisdiction.

If lenders and bondholders are participating in mediation discussions, how does your
jurisdiction deal with protecting such parties from obtaining material non-public
information?
a)

There is no specific mechanism for dealing with this issue.
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10.

Must parties seek approval of settlements before they are considered binding in your
jurisdiction? If so, what standard is applied?
a)

b)

11.

In terms of the business rescue legislation (Chapter 6 of the 2008 Companies Act), the
proposal of a plan in the business rescue is the ultimate aim of the business rescue
legislation. Upon the plan being voted upon successfully, it has the effect of binding the
company and each of the creditors of the company and every holder of the company’s
securities, whether or not such a person:
i.

Was present at the meeting;

ii.

Voted in favour of adoption of the plan; or

iii.

In the case of creditors, had proven their claims against the company (Section
152(4) of the 2008 Companies Act).

This is the closest which our legislation will come to a “cram-down” or enforcement of
the rights as set out in the plan upon dissenting creditors.

Are there any other notable items or issues that you think may have been approached or
resolved differently in your jurisdiction if the Cengage bankruptcy had taken place there?
a)

It would have been problematic to have achieved the same outcome. The matter would
have been far more complicated. Numerous work-arounds would have had to be put in
place. Assuming that the (relatively new) Chapter 6 Business rescue mechanism was to
be used, it should be noted that this is essentially an out of court process. There is no
provision for approaches to the Courts to give direction or to determine substantive
issues. The majority of the Judges would in any event be in unfamiliar territory. There
are no dedicated Insolvency (Bankruptcy) Courts.
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1.

Is it typical for companies to draw down on available credit facilities prior to an insolvency
proceeding?
a)

Culturally, controlling shareholders and managers tend to resist filing a judicial
reorganization. Therefore, it is very common for companies to seek protection very late,
when their liquidity is seriously deteriorated and the risk of default, cross-default or the
filing of an involuntary bankruptcy liquidation by the creditors is imminent.

b)

In this context, it is very common for companies to file the judicial reorganization
without the necessary working capital to continue operating as a going concern during
the reorganization proceeding. Even when companies have enough working capital at
the time of filing, it is very common for companies to borrow funds before the filing for
a judicial reorganization.

c)

Under Brazilian law, managers must take their decisions based on the best interest of the
company, which may include borrowing funds when cash is required, or suspending
payments to preserve cash for a future judicial reorganization proceeding.

d)

However, entering into a loan or any other form of debt (e.g., financed purchases) when
the manager already knows that the company is going to file for judicial reorganization
– and thus will not be able to pay the relevant obligation – may give the respective
creditor the right to claim an indemnification against the managers for the losses
suffered.

e)

In Cengage’s case, this risk could be increased by the following circumstances: (i) one
month before drawing down substantially all of the revolving credit facilities Cengage
had engaged an independent director to explore restructuring alternatives; (ii) one month
after the draw down Cengage entered into the Restructuring Support Agreement; and
(iii) more than half of the draw down was not used in the operations of the company but
invested in a federated money market fund.

f)

On the other hand, the risk could be mitigated by the facts that: (i) the revolving credit
facilities were entered into prior to the perspective of a bankruptcy proceeding (only the
draw down was requested afterwards), (ii) the reorganization proceeding was filed four
months after the draw down, and (iii) the funds invested in the federated money market
fund were necessary to preserve the operations of the company as a going concern after
the filing of the reorganization proceeding.
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2.

3.

g)

Notwithstanding the risk of an indemnification claim, there is no legal provision in the
Brazilian Bankruptcy Law authorizing the judicial reorganization judge to unwind the
loan and to force the company to return the funds received prior to the judicial
reorganization. Hence, the loan obtained prior to the filing would still be subject to the
judicial reorganization.

h)

An alternative to prevent risks for managers would be to obtain loans that will not be
subject to the judicial reorganization proceeding (safe harbors such as loans secured by
fiduciary liens (alienação fiduciária – where the creditor holds fiduciary ownership over
the collateral) or finance transactions called advance on foreign currency exchange
contracts (ACCs)). In this scenario the losses to the creditors (and correspondent right
to an indemnification claim against the managers) would be mitigated or eliminated.

i)

Finally, it is not uncommon for companies to file for a judicial reorganization
proceeding and question the validity of a security agreement and to request from the
judicial reorganization court an order releasing the receivables given as collateral under
the security agreement.

How common is it for a company entering into an insolvency proceeding to have significant
unencumbered assets?
a)

Very rare. As mentioned above, there are certain credit transactions (safe harbors such
as loans secured by fiduciary liens or ACCs) that are not subject to the effects of a
judicial reorganization. Thus, following the enactment of the Brazilian Bankruptcy Law
in 2005, banks started requiring that the loans be secured by fiduciary liens in most
transactions. For this reason, it is rare to find companies under reorganization with
relevant unencumbered assets.

b)

Finally, the Federal Law gives the DIP lenders priority over prepetition claims (except
for safe harbors) in case of the subsequent bankruptcy liquidation of the debtor.
However, in a bankruptcy liquidation the DIP credits are subordinated to other credits
such as those secured by fiduciary liens (up to the value of the collateral) and ACCs.
This is one of the reasons why there are few DIP financing transactions in Brazil.

c)

An exception to this reality was the case of Frigorífico Independência, whose main
assets (manufacturing plants) were free and clear at the moment of filing of the judicial
reorganization. This enabled the company to acquire the first relevant DIP financing
after the Brazilian Bankruptcy law became effective, in the amount of approximate
USD 165 million.

Does the system in your jurisdiction for perfecting a security interest in intellectual or other
intangible property vary from that covering tangible assets?
a)

Yes, Brazilian law allows granting intellectual property rights and other intangible assets
as collateral.

b)

However, in Brazil, the security over the collateral is only considered valid upon proper
registration. The deed or government entity before which registration must be
accomplished will depend on the nature of the asset that is granted as collateral.
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4.

c)

There are precedents at the TJSP (Court of Justice of the State of São Paulo)
determining that in case the creditor has not registered its collateral by the date of filing
of the judicial reorganization proceeding of the debtor, the creditor will be classified as
an unsecured creditor for all purposes.

d)

We worked on an on-going case where the collateral had not been provided prior to the
filing of the judicial reorganization. We made the argument that besides our
participation as unsecured creditor, the debtor still has the obligation of providing the
collateral and that such obligation cannot be modified by the judicial reorganization
plan. Our client obtained a preliminary injunction abroad to ensure the establishment of
such collateral.

e)

In the same sense, nothing would prevent the creditor to register the guarantee after the
filing of the judicial reorganization, but these two topics are controversial.

Would there be a colorable argument in your jurisdiction for a debtor avoiding the lien of a
creditor but keeping that creditor's priority over other secured and perfected creditors, even
where that creditor was contractually obligated to share pari passu with the other creditors?
a)

As mentioned above, the security over the collateral is only considered valid upon
proper registration. The debtor or the creditors may take measures to avoid a lien of a
creditor in the proof of claim proceedings ancillary to the judicial reorganization.

b)

However, under Brazilian law if the debtor is able to avoid a lien it will not step into the
shoes or keep the priority of the relevant secured creditor. The creditor that had its lien
avoided will be treated as an unsecured creditor for all purposes and the debtor will not
directly benefit from this lien avoidance (other than having an unsecured creditor rather
than secured creditor and having an unencumbered asset).

c)

It is worth mentioning that as a rule the Brazilian Bankruptcy Law does not have an
order of priority of payments for a company under reorganization(it just sets forth
specific rules for the payment of creditors holding labor-related claims, who should be
paid in certain conditions, such as, full payment within 1 (one) year.

d)

Thus, the plan may determine – at least theoretically – that certain unsecured creditors,
such as essential suppliers for example, be paid in better conditions than secured
creditors. Secured creditors may, in theory, agree and accept such practical
subordination. However, , the secured creditors who oppose the subordination may vote
against the plan may and justify their rejection of the plan by demonstrating that they
would have a better recovery if the company’s bankruptcy liquidation was determined
and the creditors were paid observing the order of payments set forth under the Brazilian
Bankruptcy Law.

e)

In the judicial reorganization, the Brazilian law has relativized the principle of equal
treatment of creditors, which is absolute in the bankruptcy. However, the law does not
have clear criteria or limitations for this difference in treatment. The case law in this
topic is still being formed, and the trend is to accept that creditors that support the
company (e.g. continue offering credit or continue supplying goods to the company),
may receive a more beneficial treatment under the plan.
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5.

Does your jurisdiction’s law generally permit the characterization of leveraged buy-outs as
fraudulent transfers?
a)

The Brazilian Bankruptcy Law does not have any provisions characterizing leveraged
buy-outs as fraudulent transfers.

b)

However, if
(i)

the target company (in this case Cengage) guarantees the loan taken by the new
controlling shareholder (in this case Apax) to acquire the target company and/or
grants assets as collateral to the new controlling shareholder;

(ii)

the target company does not receive consideration or benefit as a consequence of
such guarantee/granting of collateral; and

(iii)

as a result of such guarantee and/or granting of collateral the target company
became insolvent (unable to pay the creditors existing prior to the
guarantee/granting of collateral)

the guarantee/granting of collateral could potentially be considered null and void in an
ordinary action based on the general protection rules (e.g., rules concerning fraud
against creditors) set forth in the Civil Code. In such lawsuit, the controlling shareholder
who was benefited from this transaction (Apax) could also be held liable for any
damages suffered by the target company. Considering that the Brazilian Bankruptcy
Law does not set forth any specific rules of this nature in connection with the judicial
reorganization proceeding, such ordinary action could be filed in parallel with the
judicial reorganization proceeding.
a)

6.

In case the target company goes into bankruptcy liquidation, the transaction could be
revoked based on a generic provision of the Brazilian Bankruptcy Law (Article 130),
which states that any actions performed by the debtor (Cengage) with the intent of
defrauding creditors may be revoked as long as the (i) the collusion between the debtor
and a third party (Apax) and (ii) the actual loss to the bankruptcy company are
demonstrated. It is important to stress that such provision only applies in case of
bankruptcy liquidation of companies and not in the case of a judicial reorganization
proceeding. In practical terms, I am not aware of any action that was filed based on such
a fact pattern (leveraged buyout) and I stress that demonstrating the collusion between
the debtor and the relevant third party is very difficult in Brazil.

Would a statute of limitations in your jurisdiction prohibit this action almost 6 years after the
transaction and is there a duty in your jurisdiction to seek to preserve such a cause of action
by commencing the proceeding before the applicable statute of limitations?
a)

The revocation action set forth under Article 130 of the Brazilian Bankrutpcy Law
(applicable only in bankruptcy liquidations) does not have any limitations with regard to
the period in which actions performed may be achieved. Therefore, in theory, it is
possible to revoke an action performed six years before the filing of a bankruptcy
liquidation if the existing creditors at the time of the action performed have not yet been
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paid and the other legal requirements (fraudulent collusion and actual loss) are
demonstrated.
b)

7.

The ordinary action based on provisions of the Civil Code could, in principle, also be
filed (the statute of limitations for general claims not specified under the relevant
provisions of the Civil Code is 10 (ten) years). However, the statute of limitations for
annulment actions is 2 (two) years and thus any action for annulment would be time
barred.

Where the debtor has numerous legal entities with differing obligations, do you see creditors
make the argument that those assets and liabilities should be consolidated for distribution
purposes or do courts generally respect the corporate separateness of those entities?
a)

This is currently one of the hot topics under discussion in Brazil. The Brazilian
Bankruptcy Law does not contemplate the filing of a single judicial reorganization
proceeding for the reorganization of several companies within the same group, nor
contains any provision regarding the preparation of a single plan (consolidated plan) for
all the companies of the same group in judicial reorganization. The law is also silent
regarding the way in which the votes of creditors of several debtors of the same group
should be taken, e.g. whether they would hold as many votes as the number of
companies (one vote for each company), or whether the creditors of each company
would vote in connection only with the plan of that specific company.

b)

The decision of filing a single judicial reorganization for each company within an
economic group and submitting a single reorganization plan for each company is taken
by the debtor group and the creditors do not have power to force the companies to file a
single proceeding or prepare a single plan. However, the bankruptcy court may force the
companies that filed for judicial reorganization to consolidate judicial reorganization
proceedings or plans or to segregate one judicial reorganization proceeding or plan as
appropriate given the circumstances of the case. This will be a very fact-intensive
discussion.

c)

There is at least one case where the Brazilian Superior Court of Justice determined the
segregation of a reorganization proceeding of a group of companies into several
individual judicial reorganization proceedings corresponding to each individual
company. There are cases where the lower court judges rejected the inclusion of some
companies of the economic group in a single judicial reorganization proceeding.

d)

There are also cases where a consolidated plan was submitted, there was a single vote
with the creditors of all companies, the plan was approved and the creditors did not
question the validity of the consolidation, as well as cases where the validity of the
single vote is still being discussed.
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8.

9.

10.

When negotiating a plan of reorganization or overall distribution scheme, is it common for a
mediator to help negotiate a global settlement among numerous constituents? And, if so, who
would parties typically ask to serve in the role of “mediator”?
a)

The Brazilian Bankruptcy Law does not contemplate the participation of a mediator in
the reorganization or bankruptcy liquidation proceedings. In this sense, there is no legal
provision setting forth the appointment of a mediator to prepare a reorganization plan.
On one hand, the absence of such possibility makes it difficult for the debtor to be able
to obtain approval of the plan before filing for the reorganization proceeding, making it
impossible to file for an out-of-court reorganization proceeding (which requires the prior
approval of the plan) and also making it more difficult for the parties to negotiate during
the judicial reorganization proceeding. On the other hand, the lack of appointment of a
mediator enables the debtor to conduct negotiations in a less transparent way, isolating
and generating conflicts between groups of creditors in its own benefit.

b)

In my view, the introduction of mediation in the context of reorganization proceedings is
one of the main changes that needs to be made to the Brazilian Bankrutpcy Law, as I
argued in an academic article I wrote a few years ago.

If lenders and bondholders are participating in mediation discussions, how does your
jurisdiction deal with protecting such parties from obtaining material non-public
information?
a)

As mentioned above, the Brazilian Bankruptcy Law does not contemplate the
participation of a mediator in the reorganization or bankruptcy liquidation proceedings.

b)

The Brazilian Bankruptcy Law requires that the debtor files several documents to ensure
a minimum level of information and transparency for creditors. The information
provided in a judicial reorganization proceeding is public. However, it is very common
that the information provided is not clear and/or sufficient for creditors to take an
informed decision and judges seem to pay little attention to that fact. It is very difficult
to obtain a court order for the debtor to provide all information requested by a creditor.

c)

On the other hand, debtors and creditors are not prohibited from entering into
confidentiality agreements where creditors would commit not to disclose the non public
information provided by the debtor.

d)

However, the judge does not have the duty of reviewing or supervising such
confidentiality agreements but may request that such agreements be presented.

e)

Finally, the debtor may request (as it frequently happens) that certain pieces of strategic
non-public information and/or related a business secrets be kept confidential by the
court (e.g., in a separate file).

Must parties seek approval of settlements before they are considered binding in your
jurisdiction? If so, what standard is applied?
a)

With the filing of the Judicial Reorganization, the debtor maintains control of the
company’s management and does not need court authorization for regular management
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actions, including obtaining new loans, as well as entering into transactions related to
the ordinary course of business.
b)

11.

With regard to the sale of assets, the debtor cannot sell or grant as collateral its
permanent assets without prior consent from the court, after the creditors’ committee (if
one has been formed) and the trustee are heard.

Are there any other notable items or issues that you think may have been approached or
resolved differently in your jurisdiction if the Cengage bankruptcy had taken place there?
a)

The Brazilian law is not very detailed and, consequently, is silent regarding several of
the topics dealt with in this case, many of which are discussed in Brazil only at the level
of doctrine. Considering the length of the discussions above, I will refrain from
suggesting additional topics for discussion.
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CENGAGE QUESTIONS AND ANSWERS — HONG KONG/CHINA
1.

Is it typical for companies to draw down on available credit facilities prior to an insolvency
proceeding?
a)

Starting point: it depends on the terms and conditions of the relevant credit facilities.

b)

In Hong Kong, for the best interest of the company, directors may choose to draw down
available credit facilities in the attempt to trade through financial difficulties, which is
understandable.

c)

Currently, there is no applicable regulation in Hong Kong prohibiting insolvent trading
(sometimes known as wrongful trading), although the Hong Kong government is
determined to introduce an amendment bill into the Legislative Council in 2015, with a
view to improving the corporate insolvency and winding up provisions in the relevant
Ordinance. In the amendment bill 46, insolvent trading will be introduced to bring Hong
Kong in line with other common law jurisdictions and hopefully it will promote
corporate governance of companies and provide a disincentive for directors of
financially distressed companies to continue to trade while a company is insolvent.

d)

Having said that, directors are subject to (a) the usual fiduciary duties to the company
and (b) criminal penalties if they engage in fraudulent trading under s.275 of Companies
(Winding Up and Miscellaneous Provisions) Ordinance. (Cap 32) (“C(WUMP)O”) 47.
Fraudulent trading occurs where any business of the company has been carried on with
the intent to defraud creditors of the company or creditors of any other person or for any
fraudulent purpose. The difficulty lies in proving the intent to defraud.

e)

According to ADS v Brothers & Ors [2000] 1 HKC 511, claims under s.275 require
proof that someone carried on the business of the company with a fraudulent intent to
defraud creditors and that the other directors sought to be held liable were knowingly
party to his fraud. Whether the person carrying on the business was fraudulent is
subjective in the sense that he personally must have been dishonest and whether a
person carrying on the business was dishonest must depend upon an assessment of all

46
The liquidator will be empowered to seek a court declaration that the director is civilly liable for insolvent trading and an order for the
director to pay compensation to the company. The proposal states that a director may be held liable if (i) the company incurs a debt; (ii)
the company is insolvent at that time or becomes insolvent by incurring that debt; and (iii) the director concerned knew or ought to have
known about the insolvency of the company. It will be a statutory defence if (i) the director has taken all reasonable steps to prevent the
company from incurring the debt, or (ii) the incurring of the debt is part and parcel of the steps to initiate the CR process.
47 he civil and criminal penalties apply to any persons who were knowingly parties to the fraudulent trading, rather than being limited to directors
T
.
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the facts. A director could only be liable if there is to his knowledge no reasonable
prospect to pay the debts when incurred. Actual dishonesty is required and the fact that
the likelihood of repayment is objectively low is not inconsistent with honesty.

2.

f)

In the event that the funds from the credit facilities are paid away to third parties within
6 months or two years where the third parties are “associates” prior to the
commencement of the winding up (i.e. the service of the winding up petition), the
liquidator may be able to claw back those funds under the unfair preference provision in
the Bankruptcy Ordinance (s. 50).

g)

In China, it’s also not unusual for a company to draw down on available credit facilities
prior to insolvency proceeding. Chinese law does not have exactly the same concept as
“insolvent trading;” for rules similar in effect to fraudulent transfers, please see below.

How common is it for a company entering into an insolvency proceeding to have significant
unencumbered assets?
a)

It depends on the type of business the company operates. In the cases of regulated
entities, e.g. banks (e.g. Lehman Brothers), brokerage firms, insurance companies etc, as
they are required by the law to maintain certain level of capital liquidity, it is likely that
they will have some unencumbered assets left.

b)

But in general, it is uncommon for a company entering into an insolvency proceeding to
have significant unencumbered assets. It is understandable that a company would wish
to borrow against the security of any available assets in order to avoid an insolvency
proceeding.

c)

For example, in a typical investment structure involving assets in China (i.e. Cayman
Island/BVI holding company with an intermediate company incorporated in Hong Kong
holding a PRC subsidiary), the assets in China are usually pledged with the local/foreign
banks and the shares in the Hong Kong companies are usually pledged with other
foreign financiers.

d)

Speaking of pledging securities in China, recently, foreign banks at risk in a possible
fraud at a Chinese port Qingdao are tallying up their exposure as they prepare their
quarterly earnings reports, with estimates exceeding $500 million. Chinese authorities
are investigating whether traders fraudulently used the same stockpiles of metals to
secure multiple loans. Banks are struggling to gauge how much of the metals-backed
loans they have made were based on the potentially fraudulent use of collateral and
could be at risk of default. In China, lenders will first need to establish whether the
commodity promised as collateral is physically present and then figure out the number
of claims pinned on the same metal. Determining who owes what to whom will also be
tricky. It depends very much on the structure of the financing deals, which are mostly
shorter-dated repurchase agreements.

e)

In some cases where the company seems to have no unencumbered assets, the liquidator
has the duty to examine the validity of each of the securities, in particular, one of the
common securities: the floating charge. If a company is wound up within 12 months of
the creation of a floating charge granted to secure existing indebtedness, the charge will
be invalid except to the extent of any "fresh" or new monies advanced or if it can be
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proven that the company was solvent at the time of the granting of the charge. This
provision serves to defeat attempts by creditors to obtain additional security from
companies in financial difficulties, to the detriment of other unsecured creditors.
3.

Does the system in your jurisdiction for perfecting a security interest in intellectual or other
intangible property vary from that covering tangible assets?
a)

In Hong Kong, yes, the system for perfecting a security interest in intellectual property
varies from that covering tangible assets. The common forms of security over intangible
property are:
i.

ii.

iii.

iv.

Patents:
•

Taking security interests over patents by mortgages or assignments (s.
50 of Patents Ordinance)

•

Any assignment of mortgage of a patent is void unless it is in writing
and signed by or on behalf of the assignor, mortgagor or in the case of a
body corporate is so signed or is under the seal of that body

•

A charge can be created on a patent and it has to be registered within
one month or otherwise void (s.334 – 335, Companies Ordinance)

Registered designs
•

Taking security interests over registered designs by mortgages or
assignments (s.32 of Registered Designs Ordinance)

•

Any assignment of mortgage of a registered design is void unless it is in
writing and signed by or on behalf of the assignor, mortgagor or in the
case of a body corporate is so signed or is under the seal of that body

Trade marks
•

A registered trade mark can be the subject of a charge (fixed or floating)
(s. 29 of Trade Marks Ordinance)

•

A charge on a trade mark has to be registered within one month from
creation or otherwise void (s.334 – 335 of Trade Marks Ordinance)

•

Any assignment by way of security must be in writing and signed by the
chargor

Copyright
•

Copyright is not a registered right in Hong Kong

•

A charge can be created on a copyright or a licence under a copyright if
the grantor is a limited company. The charge has to be registered within
one month from creation or otherwise void (Cap 334 – 335 of
Companies Ordinance)
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b)

4.

5.

In China, yes: (i) pledge over patents is perfected by registration with the State
Intellectual Property Office of the PRC (SIPO) (国家知识产权局); (ii) trademarks with
the Trademark Office of the State Administration For Industry & Commerce of the PRC
(SAIC) ; (iii) copyrights with the Copyright Protection Centre of China; and (iv) certain
account receivables with the Credit Reference Centre of the People’s Bank of China.

Would there be a colorable argument in your jurisdiction for a debtor avoiding the lien of a
creditor but keeping that creditor's priority over other secured and perfected creditors, even
where that creditor was contractually obligated to share pari passu with the other creditors?
a)

In Hong Kong, we do not have equivalent or similar legislation. Floating charge may be
void against the liquidators in some circumstances (as discussed in Q2). While it is
void, the priority will be lost. In general, creditors can agree among themselves
regarding how to share the dividends.

b)

Similarly, in China, once the security is void the priority will also be lost.

Does your jurisdiction’s law generally permit the characterization of leveraged buy-outs as
fraudulent transfers?
a)

In Hong Kong, a leveraged buy-out may be characterised as
i.

“fraudulent conveyance” under the Section 60 of Conveyancing and Property
Ordinance (‘CPO’) if such transaction was made with the intent to defraud
creditors at the instance of any person thereby prejudiced. However, it does not
extend to any estate or interest in property disposed of for valuable consideration
and in good faith, or upon good consideration and in good faith to any person not
having, at the time of the disposition, notice of the intent to defraud creditors.
The most difficult part is to prove the intent to defraud. This high burden of
proof limits the use of this provision to recover assets for the benefit of creditors.
However, as shown in Tradepower Holdings Ltd (In Liquidation) v Tradepower
(Hong Kong) Ltd & Ors, the court was willing to infer the ‘intent to defraud’
from objective facts.

ii.

“fraudulent trading” – see Question 1

b)

It should be noted that Hong Kong corporate insolvency law has no separate concept of
transactions at an undervalue (although there is for personal bankruptcy). However,
liquidators may consider using their power to institute a summary procedure against the
directors of the company for misfeasance in order to pursue the directors for disposals of
assets below market value, or alternatively consider bringing an action against the
directors in the name of the company for breach of their fiduciary duties in executing
such a transaction. The latter is more common.

c)

China does not categorically treat leveraged buy-out as a fraudulent transfer, and does
not have exactly the same concept of fraudulent conveyance or transfer as in Hong
Kong. However, there are rules in Chinese law to similar effects:
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i.

If a company goes into insolvency (i.e. “bankruptcy” in US style terminology),
the liquidator may petition the court to set aside any of the following
transactions, if the transaction occurs within one year prior to the court’s
acceptance of the insolvency filing:
•

gratuitous transfer of assets;

•

transaction at an obviously unreasonable price;

•

creation of security for a debt that is not so secured previously;

•

advance payment of a debt that is not due; and

•

waiver of its rights as a creditor.

ii.

In addition, the liquidator may petition the court to set aside selective payments
by the company to some but not all of its creditor(s), if (i) such a payment is
made within six months prior to the court’s acceptance of the insolvency filing,
and (ii) the company meets insolvency tests at the time of the payment, unless a
selective payment benefits the company’s assets as a whole.

iii.

Furthermore, once entering the insolvency proceedings, the following
transactions of the company will be declared void ab initio without a time limit:

iv.

•

concealing or removing assets for the purpose of avoiding debts; and

•

fabricating debts or acknowledging untrue debts.

It is worth noting that, even if the company does not go into insolvency, a
creditor of the company may petition to set aside, to the extent of the debt owed
by the company to the creditor, any of the following transactions within one year
after the creditor knows or ought to know the transaction (and the right to
petition will extinguish in any event if not exercised within five years after
occurrence of the transaction):
•

d)

6.

the company waives a debt owed to it, or gratuitously transfers its
assets, in each case causing losses to the creditor, and

the company undertakes transfer or purchase of assets at an obviously unreasonable
price, which causes losses to the creditor, and which circumstances are known to the
transferee.

Would a statute of limitations in your jurisdiction prohibit this action almost 6 years after the
transaction and is there a duty in your jurisdiction to seek to preserve such a cause of action by
commencing the proceeding before the applicable statute of limitations?
a)

In Hong Kong, the limitation period applicable to fraudulent trading and fraudulent
conveyance claims is rather complicated depending on the relief sought and who the
applicants are.

b)

In general, the limitation period is 12 years for setting aside property transactions and 6
years for recovery of a sum of money.
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7.

8.

c)

If claims are brought by the liquidator on behalf of the company, time starts to run on
the date of his appointment when his right of action begins. For defrauded creditors, the
period of limitation begins to run only when such creditors discovered the fraud or could
have discovered it with reasonable diligence.

d)

One of the liquidators’ duties is to recover the company's assets, which should include
seeking to preserve a cause of action by commencing the proceeding before the
applicable statute of limitations.

e)

In China, in general, the limitation period applicable to an action for recovery of a sum
of money is 2 years. Time starts when the company knows or should know that its
cause of action arises. For time limitation in fraudulent transfer, etc., please see above.

Where the debtor has numerous legal entities with differing obligations, do you see creditors
make the argument that those assets and liabilities should be consolidated for distribution
purposes or do courts generally respect the corporate separateness of those entities?
a)

In Hong Kong, courts generally respect the corporate separateness of those entities.

b)

In Lehman Brothers liquidation, some Taiwanese creditors argued that the court should
lift the corporate veil in various Lehman Brother entities and order one of the Hong
Kong Lehman Brothers entities to be responsible for the loss suffered by them arising
out of the mini bonds issued by a European Lehman Brothers entity in Taiwan. The
court in Taiwan rejected such argument.

c)

In China, courts also generally respect the corporate separateness of those entities
(although the PRC Company Law recognises the concept of “piercing the corporate
veil”, it’s in practice very difficult to meet the requirements).

d)

However, local creditors would still demand related companies or the Chairman/Legal
Representative to meet the debt.

When negotiating a plan of reorganization or overall distribution scheme, is it common for a
mediator to help negotiate a global settlement among numerous constituents? And, if so, who
would parties typically ask to serve in the role of “mediator”?
a)

No, it is not common in Hong Kong for a mediator to help negotiate a global settlement
among numerous constituents.

b)

In Hong Kong, there are two ways to reorganise a company:

c)

i.

Informal Workout: a workout is a voluntary contractual arrangement or
compromise between a company and all its creditors.

ii.

A formal Scheme of Arrangement: A scheme of arrangement under s. 668-677
of the new Companies Ordinance is a binding arrangement between the company
and its creditors or shareholders supervised by the Court.

Both mechanisms do not provide a moratorium to protect a financially distressed
company against its creditors whilst efforts are made to restructure it. As there is no
moratorium, any dissenting creditor can begin liquidation proceedings against the
company, which prevents a restructuring exercise from being concluded. To mitigate
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this, a scheme of arrangement is sometimes prepared together with a provisional
liquidation.

9.

d)

In March 2014, the solar cell producer Shanghai Chaori Solar Energy Science &
Technology (which was listed in Shenzhen) became the first Chinese company in the
PRC’s history to default on a domestic corporate bond after failing to make an
RMB89.8 million (US$14.7 million) interest payment. A creditor filed an application to
the Shanghai No.1 Intermediate People's Court for re-organisation. In June 2014, the
Court appointed KPMG and King & Wood Mallesons as joint Administrators under the
Enterprise Bankruptcy Law. In this case, as the joint administrator, we also serve in the
role of mediator (not in a formal sense) to help negotiate the reorganisation plan among
numerous constituents.

e)

In China, the formal process of re-organisation is part of the court administered
proceedings and not common for an outside third party mediator to get involved. If it
refers to an informal contractual arrangement between creditors and the company,
engagement of a mediator is a matter up to the agreement of the parties.

If lenders and bondholders are participating in mediation discussions, how does your
jurisdiction deal with protecting such parties from obtaining material non-public information?
a)

In recent years, Hong Kong regulators have become increasingly active in enforcing
their insider dealing laws. In stark contrast to years past, Hong Kong regulators are now
perceived as some of the toughest and most vigilant enforcers in the global markets. To
avoid committing any insider dealing offences, the creditors may wish to:
i.

Request the company to make disclosure so that the material non-public
information becomes public or (if the company refuses to do so) request the
company to allow the creditors to make their own disclosures.

ii.

Delegate the receipt of material non-public information to their advisors and can
decide how early or late they wish to receive such information.


Both the creditor and the advisor should have a clear understanding and should
consider memorializing the mandate in writing. Such writing may include an
express instruction from the creditor to the advisor to withhold information that
the advisor believes in good faith to be material non-public information; the
understanding as to when the advisor should share the material non-public
information with the creditor (e.g. a specific date or after certain condition); and
the discretion delegated by the creditor to the advisor before the creditor obtains
any material non-public information.



A written understanding not only ensures that both creditor and advisor have a
clear understanding of what is expected of the advisor, but it may also provide
that there was an understanding that the creditor was not to be in possession of
any material non-public information.

iii.

Make use of “Big Boy Letters”.


The Hong Kong Securities and Futures Ordinance provides a defence to a
person “connected with” the issuing corporation who trades while knowing he
has “relevant information” about the corporation if, at the time of a trade, the
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person’s counterparty knew, or ought reasonably to have know, the person was
“connected with” the issuer. In essence, section 271(6) provides a defence
similar to the defence sought by those who enter into “big boy letters” under the
US law.

10.



In a ‘big boy letter’, one of the parties to a transaction informs the other party
that it may possess material, non-public information regarding the issuer that
has not been disclosed. The other party then affirms that it has made its own
independent assessment of the transaction and has not relied on anything the
party with the material non-public information has said or not said. In theory,
one party’s disclosure that he possesses material non-public information should
negate the possibility that he perpetrated a fraud upon the counterparty by not
disclosing the information before trading.



Having said that, to date, the defence made available by section 271(6) of the
Ordinance has received little to no attention in published statements of the
regulator and opinions of the tribunal or the Hong Kong courts. Therefore the
effectiveness of big boy letters remains uncertain for the time being and anyone
who is considering using a big boy letter to invoke the defence afforded by
section 271(6) should have the letter vetted carefully by counsel before
proceeding with the transaction.

Must parties seek approval of settlements before they are considered binding in your
jurisdiction? If so, what standard is applied?
a)

In Hong Kong, the scheme of arrangement is substantially supervised by the Court.
Once a proposal has been formulated by the company, it must obtain the Court’s
approval to call the meetings of the respective classes of creditors and shareholders. If
approval is obtained, the meetings are called. Apart from members’ takeover and
privatisation schemes, the scheme must be approved by at least 75% in value and 50%
in number of the classes of creditors or shareholders voting at their respective meetings.
If the creditors and shareholders approve the proposal at the meetings, an application
must then be made to the court to sanction the scheme.

b)

In the sanction hearing, the Court will consider whether or not the necessary statutory
requirements have been met and in particular whether or not classes of creditors have
being properly constituted, always assuming of course that this issue has not previously
been addressed. It will need to be satisfied that each class has been fairly represented
and has voted ‘bona fide’ in the genuine interests of the class and that there has been no
coercion for members of a particular class to vote in a particular way. The Court will
also have to be satisfied that the Scheme is fair and reasonable in the circumstances and
there were no irregularities at the meeting before giving its final approval of the
Scheme.

c)

The courts’ approval is required to ensure fairness. If creditor approval is unanimous,
the Court will be reluctant to reject a scheme. The company’s existing management
remains in place throughout the process. Once approved, the scheme is binding on the
company and all creditors or shareholders. Under the terms of the scheme, an
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administrator (who is usually an insolvency accountant) is appointed to implement the
arrangement.

11.

d)

Outside the context of a formal scheme of arrangement, an approval by the Court or the
Committee of Inspection is required under section 199 of C(WUMP)O for any
compromise or arrangement with creditors.

e)

In China, any formal re-organisation plan will be subject to:
i.

Creditors’ voting: creditors of the company will be divided into different voting
groups by reference to their claims (i.e. secured or not secured debts, employees’
claims, unpaid taxes, etc.). A reorganization plan needs to be adopted by all of
the voting groups. In each group, if 1/2 or more of the creditors that attend the
creditors’ meeting approve the draft restructuring plan, and such creditors
represent 2/3 or more of the total value of all creditors’ claims within the group,
the draft reorganization plan shall be deemed to be adopted by the group; and

ii.

Court approval: within 10 days after the adoption of the reorganization plan, the
company or the liquidator shall apply to the court for approval of the plan.

Are there any other notable items or issues that you think may have been approached or
resolved differently in your jurisdiction if the Cengage bankruptcy had taken place there?
a)

The US, Hong Kong and China have very different winding up procedures. For
example, Hong Kong has no chapter 11 equivalent procedures. If the Cengage
bankruptcy happens in Hong Kong or China, I believe that the process will be simpler as
Hong Kong or China does not have a system as sophisticated as in the US. It would be a
straight forward case of compulsory winding up in Hong Kong or in China with the
usual effort on the part of the liquidators to investigate the company’s transactions and
“rescue” the company as much as possible by way of finding an investor to take over the
business of the company as a going concern.
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INSOLVENCY ACT 24 OF 1936

26. Disposition without value

(1) Every disposition of property not made for value may be set aside by the court if such
disposition was made by an insolvent -

(a) more than two years before the sequestration of his estate, and it is proved that,
immediately after the disposition was made, the liabilities of the insolvent exceeded
his assets;

(b) within two years of the sequestration of his estate, and the person claiming under or
benefited by the disposition is unable to prove that, immediately after the disposition
was made, the assets of the insolvent exceeded his liabilities:

Provided that if it is proved that the liabilities of the insolvent at any time after the
making of the disposition exceeded his assets by less than the value of the property
disposed of, it may be set aside only to the extent of such excess.

(2) A disposition of property not made for value, which was set aside under subsection
(1) or which was uncompleted by the insolvent, shall not give rise to any claim in
competition with the creditors of the insolvent’s estate: Provided that in the case of a
disposition of property not made for value, which was uncompleted by the insolvent,
and which -

(a) was made by way of suretyship, guarantee or indemnity; and
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(b) has not been set aside under subsection (1),

the beneficiary concerned may compete with the creditors of the insolvent’s estate for
an amount not exceeding the amount by which the value of the insolvent’s assets
exceeded his liabilities immediately before the making of that disposition.
[Subs. (2) substituted by s. 1 of Act 84/84]

27. Antenuptial contracts

(1) No immediate benefit under a duly registered antenuptial contract given in good faith
by a man to his wife or any child to be born of the marriage shall be set aside as a
disposition without value, unless that man’s estate was sequestrated within two years
of the registration of that antenuptial contract.

(2) In subsection (1) the expression “immediate benefit” means a benefit given by a
transfer, delivery, payment, cession, pledge, or special mortgage of property
completed before the expiration of a period of three months as from the date of the
marriage.

28. ……….
[S. 28 repealed by s. 78 of Act 27/43]

29. Voidable preferences

-2Section

26 - 34 Insolvency Act 24 of 1936.docx

455

(1) Every disposition of his property made by a debtor not more than six months before
the sequestration of his estate or, if he is deceased and his estate is insolvent, before
his death, which has had the effect of preferring one of his creditors above another,
may be set aside by the Court if immediately after the making of such disposition the
liabilities of the debtor exceeded the value of his assets, unless the person in whose
favour the disposition was made proves that the disposition was made in the ordinary
course of business and that it was not intended thereby to prefer one creditor above
another.
[Subs. (1) amended by s. 9 of Act 64/60 and substituted by s. 6 of Act 99/65]

(2) ……….
[Subs. (2) deleted by s. 9 of Act 64/60]

(3) Every disposition of property made under a power of attorney whether revocable or
irrevocable, shall for the purposes of this section and of section thirty be deemed to be
made at the time at which the transfer or delivery or mortgage of such property takes
place.

(4) For the purposes of this section any period during which the provisions of subsection
(1) of section eleven of the Farmers’ Assistance Act, 1935 (Act No. 48 of 1935),
applied in respect of any debtor as an applicant in terms of the said Act, shall not be
taken into consideration in the calculation of any period of six months.
[Subs. (4) added by s. 17 of Act 16/60]

30. Undue preference to creditors
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(1) If a debtor made a disposition of his property at a time when his liabilities exceeded
his assets, with the intention of preferring one of his creditors above another, and his
estate is thereafter sequestrated, the court may set aside the disposition.

(2) For the purposes of this section and section twenty-nine a surety for the debtor and a
person in a position by law analogous to that of a surety shall be deemed to be a
creditor of the debtor concerned.

31. Collusive dealings before sequestration

(1) After the sequestration of a debtor’s estate the court may set aside any transaction
entered into by the debtor before the sequestration, whereby he, in collusion with
another person, disposed of property belonging to him in a manner which had the
effect of prejudicing his creditors or of preferring one of his creditors above another.

(2) Any person who was a party to such collusive disposition shall be liable to make good
any loss thereby caused to the insolvent estate in question and shall pay for the benefit
of the estate, by way of penalty, such sum as the court may adjudge, not exceeding the
amount by which he would have benefited by such dealing if it had not been set aside;
and if he is a creditor he shall also forfeit his claim against the estate.

(3) Such compensation and penalty may be recovered in any action to set aside the
transaction in question.

32. Proceedings to set aside improper disposition

(1)
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(a) Proceedings to recover the value of property or a right in terms of section 25(4), to set
aside any disposition of property under section 26, 29, 30 or 31, or for the recovery of
compensation or a penalty under section 31, may be taken by the trustee.

(b) If the trustee fails to take any such proceedings they may be taken by any creditor in
the name of the trustee upon his indemnifying the trustee against all costs thereof.
[Subs. (1) substituted by s. 5 of Act 122/93]

(2) In any such proceedings the insolvent may be compelled to give evidence on a
subpoena issued on the application of any party to the proceedings or he may be
called by the court to give evidence. When giving such evidence he may not
refuse to answer any question on the ground that the answer may tend to
incriminate him or on the ground that he is to be tried on a criminal charge and
may be prejudiced at such a trial by his answer.

(3) When the Court sets aside any disposition of property under any of the said
sections, it shall declare the trustee entitled to recover any property alienated
under the said disposition or in default of such property the value thereof at the
date of the disposition or at the date on which the disposition is set aside,
whichever is the higher.

33. Improper disposition does not affect certain rights

(1) A person who, in return for any disposition which is liable to be set aside under
section twenty-six, twenty-nine, thirty or thirty-one, has parted with any property or
security which he held or who has lost any right against another person, shall, if he
acted in good faith, not be obliged to restore any property or other benefit received
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under such disposition, unless the trustee has indemnified him for parting with such
property or security or for losing such right.

(2) Section twenty-six, twenty-nine, thirty or thirty-one shall not affect the rights of any
person who acquired property in good faith and for value from any person other than
a person whose estate was subsequently sequestrated.

34. Voidable sale of business

(1) If a trader transfers in terms of a contract any business belonging to him, or the
goodwill of such business, or any goods or property forming part thereof (except in
the ordinary course of that business or for securing the payment of a debt), and such
trader has not published a notice of such intended transfer in the Gazette, and in two
issues of an Afrikaans and two issues of an English newspaper circulating in the
district in which that business is carried on, within a period not less than thirty days
and not more than sixty days before the date of such transfer, the said transfer shall be
void as against his creditors for a period of six months after such transfer, and shall be
void against the trustee of his estate, if his estate is sequestrated at any time within the
said period.
[Subs. (1) substituted by s. 12 of Act 32/52, s. 2 of Act 27/87 and s. 1 of Act 6/91]

(2) As soon as any such notice is published, every liquidated liability of the said trader in
connection with the said business, which would become due at some future date, shall
fall due forthwith, if the creditor concerned demands payment of such liability:
Provided that if such liability bears no interest, the amount of such liability which
would have been payable at such future date if such demand had not been made, shall
be reduced at the rate of eight per cent per annum of that amount, over the period
between the date when payment is made and that future date.
[Subs. (2) amended by s. 2 of Act 101/83]
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(3) If any person who has any claim against the said trader in connection with the said
business, has before such transfer, for the purpose of enforcing his claim, instituted
proceedings against the said trader -

(a) in any court of law, and the person to whom the said business was transferred knew at
the time of the transfer that those proceedings had been instituted; or

(b) in a Division of the Supreme Court having jurisdiction in the district in which the said
business is carried on or in the magistrate’s court of that district,

the transfer shall be void as against him for the purpose of such enforcement.
[Subs. (3) substituted by s. 2 of Act 27/87 and s. 1 of Act 6/91]

(4) For the purposes of this section “transfer”, when used as a noun, includes actual or
constructive transfer of possession, and, when used as a verb, has a corresponding
meaning.
[Subs. (4) added by s. 1 of Act 6/91]
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COMPANIES ACT 61 OF 1973
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GENERAL

337.

Definitions

In this Chapter, unless the context otherwise indicates “company” includes a company, external company and any other body corporate;
“contributory”, in relation to a company limited by guarantee, means any person who has
undertaken to contribute to the assets of the company in terms of section 52(3)(b) in the event
of its being wound up and, in relation to any company which is unable to pay its debts and is
being wound up by the Court or by a creditors’ voluntary winding-up, includes any person who
is liable to contribute to the costs, charges and expenses of the winding-up of the company.

338. Application of repealed Act where winding-up has already commenced

(1)

The provisions of this Act relating to the winding-up of a company shall not apply to
any company if its winding-up was commenced before the commencement of this
Act, and the winding-up of any such company shall be continued as if this Act had
not been passed.

(2)

When a company having shares which are not fully paid-up, is wound up under this
Act, the provisions of the repealed Act in respect of such shares and the contributories
in relation thereto shall continue to apply in respect of such a company,
notwithstanding the repeal of that Act.

339.

Law of insolvency to be applied mutatis mutandis
In the winding-up of a company unable to pay its debts the provisions of the law
relating to insolvency shall, in so far as they are applicable, be applied mutatis
mutandis in respect of any matter not specially provided for by this Act.

340. Voidable and undue preferences

(1)

Every disposition by a company of its property which, if made by an individual,
could, for any reason, be set aside in the event of his insolvency, may, if made by a
company, be set aside in the event of the company being wound up and unable to pay
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all its debts, and the provisions of the law relating to insolvency shall mutatis
mutandis be applied to any such disposition.

(2)

For the purpose of this section the event which shall be deemed to correspond with
the sequestration order in the case of an individual shall be -

(a) in the case of a winding-up by the Court, the presentation of the application, unless that
winding-up has superseded a voluntary winding-up, when it shall be the registration in terms
of section 200 of the special resolution to wind up the company;
[Para. (a) substituted by s. 17 of Act 83/81]

(b) in the case of a voluntary winding-up, the registration in terms of section 200 of the special
resolution to wind up the company;
[Para. (b) substituted by s. 17 of Act 83/81]

(c) in the case of a winding-up of any company unable to pay its debts by the Court superseding a
judicial management order, the presentation of the application to the Court in terms of section
433(l) or 440.

(3)

Any cession or assignment by a company of all its property to trustees for the benefit
of all its creditors shall be void.

341.

(1)

Dispositions and share transfers after winding-up void

Every transfer of shares of a company being wound up or alteration in the status of its
members effected after the commencement of the winding-up without the sanction of
the liquidator, shall be void.

(2)

Every disposition of its property (including rights of action) by any company being
wound-up and unable to pay its debts made after the commencement of the windingup, shall be void unless the Court otherwise orders.

342.

(1)

Application of assets and costs of winding-up

In every winding-up of a company the assets shall be applied in payment of the costs,
charges and expenses incurred in the winding-up and, subject to the provisions of
section 435(1)(b), the claims of creditors as nearly as possible as they would be
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applied in payment of the costs of sequestration and the claims of creditors under the
law relating to insolvency and, unless the memorandum or articles otherwise provide,
shall be distributed among the members according to their rights and interests in the
company.

(2)

The provisions of the law relating to insolvency in respect of contributions by
creditors towards any costs shall apply to every winding-up of a company.

343.

Modes of winding-up

(1)

A company may be wound up -

(a) by the Court; or

(b) voluntarily.

(2)

A voluntary winding-up of a company may be -

(a) a creditors’ voluntary winding-up; or
(b) a members’ voluntary winding-up.

WINDING-UP BY THE COURT

344.

Circumstances in which company may be wound up by Court

A company may be wound up by the Court if -

(a)

the company has by special resolution resolved that it be wound up by the Court;

(b)

the company commenced business before the Registrar certified that it was entitled to
commence business;

(c)

the company has not commenced its business within a year from its incorporation, or has
suspended its business for a whole year;
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(d)

in the case of a public company, the number of members has been reduced below seven;

(e)

seventy-five per cent of the issued share capital of the company has been lost or has
become useless for the business of the company;

(f)

the company is unable to pay its debts as described in section 345;

(g)

in the case of an external company, that company is dissolved in the country in which it
has been incorporated, or has ceased to carry on business or is carrying on business only
for the purpose of winding up its affairs;

(h)

345.

it appears to the Court that it is just and equitable that the company should be wound up.

When company deemed unable to pay its debts

(1)

A company or body corporate shall be deemed to be unable to pay its debts if -

(a)

a creditor, by cession or otherwise, to whom the company is indebted in a sum not less
than one hundred rand then due -

(i)

has served on the company, by leaving the same at its registered office, a demand
requiring the company to pay the sum so due; or

(ii)

in the case of any body corporate not incorporated under this Act, has served such
demand by leaving it at its main office or delivering it to the secretary or some director,
manager or principal officer of such body corporate or in such other manner as the Court
may direct,

and the company or body corporate has for three weeks thereafter neglected to pay the
sum, or to secure or compound for it to the reasonable satisfaction of the creditor; or

(b)

any process issued on a judgment, decree or order of any court in favour of a creditor of
the company is returned by the sheriff or the messenger with an endorsement that he has
not found sufficient disposable property to satisfy the judgment, decree or order or that
any disposable property found did not upon sale satisfy such process; or

[Para. (b) substituted by s. 26 of Act 59/78]
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(c)

it is proved to the satisfaction of the Court that the company is unable to pay its debts.

(2)

In determining for the purpose of subsection (1) whether a company is unable to pay its
debts, the Court shall also take into account the contingent and prospective liabilities of
the company.

346.

(1)

Application for winding-up of company

An application to the Court for the winding-up of a company may, subject to the
provisions of this section, be made -

(a)

by the company;

(b)

by one or more of its creditors (including contingent or prospective creditors);

(c)

by one or more of its members, or any person referred to in section 103(3), irrespective of
whether his name has been entered in the register of members or not;

[Para. (c) substituted by s. 11 of Act 70/84]

(d)

jointly by any or all of the parties mentioned in paragraphs (a), (b) and (c);

(e)

in the case of any company being wound up voluntarily, by the Master or any creditor or
member of that company; or

(f)

in the case of the discharge of a provisional judicial management order under section
428(3) or 432(2), by the provisional judicial manager of the company.

[Para. (f) added by s. 11 of Act 70/84]

(2)

A member of a company shall not be entitled to present an application for the winding-up
of that company unless he has been registered as a member in the register of members for
a period of at least six months immediately prior to the date of the application or the
shares he holds have devolved upon him through the death of a former holder and unless
the application is on the grounds referred to in section 344(b), (c), (d), (e) or (h).

(3)

Every application to the Court referred to in subsection (1), except an application by the
Master in terms of paragraph (e) of that subsection, shall be accompanied by a certificate
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by the Master, issued not more than ten days before the date of the application, to the
effect that sufficient security has been given for the payment of all fees and charges
necessary for the prosecution of all winding-up proceedings and of all costs of
administering the company in liquidation until a provisional liquidator has been
appointed, or, if no provisional liquidator is appointed, of all fees and charges necessary
for the discharge of the company from the winding-up.

(4)

(a) Before an application for the winding-up of a company is presented to the Court, a copy of
the application and of every affidavit confirming the facts stated therein shall be lodged with
the Master, or, if there is no Master at the seat of the Court, with an officer in the public
service designated for that purpose by the Master by notice in the Gazette.

(b) The Master or any such officer may report to the Court any facts ascertained by him which
appear to him to justify the Court in postponing the hearing or dismissing the application and
shall transmit a copy of that report to the applicant or his agent and to the company.

(4A)
(a) When an application is presented to the court in terms of this section, the applicant must
furnish a copy of the application -

(i)

to every registered trade union that, as far as the applicant can reasonably ascertain,
represents any of the employees of the company; and

(ii)

to the employees themselves

(aa)

by affixing a copy of the application to any notice board to which the
applicant and the employees have access inside the premises of the company;
or

(bb)

if there is no access to the premises by the applicant and the employees, by
affixing a copy of the application to the front gate of the premises,

where applicable, failing which to the front door of the premises from which the
company conducted any business at the time of the application;
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(iii)

to the South African Revenue Service; and

(iv)

to the company, unless the application is made by the company, or the court, at its
discretion, dispenses with the furnishing of a copy where the court is satisfied that it
would be in the interests of the company or of the creditors to dispense with it.

(b) The applicant must, before or during the hearing, file an affidavit by the person who furnished
a copy of the application which sets out the manner in which paragraph (a) was complied
with.
[Sub-s (4A) inserted by s. 7 of Act 69/2002]

346A. Service of winding-up order

(1)

A copy of a winding-up order must be served on -

(a)

every trade union referred to in subsection (2);

(b)

the employees of the company by affixing a copy of the application to any notice board to
which the employees have access inside the debtor’s premises, or if there is no access to
the premises by the employees, by affixing a copy to the front gate, where applicable,
failing which to the front door of the premises from which the debtor conducted any
business at the time of the presentation of the application;

(c)

the South African Revenue Service; and

(d)

the company, unless the application was made by the company.

(2)

For the purposes of serving the winding-up order in terms of subsection (1), the sheriff
must establish whether the employees of the company are represented by a registered
trade union and determine whether there is a notice board inside the premises of the
company to which the employees have access.
[S. 346A inserted by s. 8 of Act 69/2002]

347.

(1)

Power of Court in hearing application

The Court may grant or dismiss any application under section 346, or adjourn the hearing
thereof, conditionally or unconditionally, or make any interim order or any other order it
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may deem just, but the Court shall not refuse to make a winding-up order on the ground
only that the assets of the company have been mortgaged to an amount equal to or in
excess of those assets or that the company has no assets.

(1A)

Whenever the court is satisfied that an application for the winding-up of a company is an
abuse of the court’s procedure or is malicious or vexatious, the court may allow the
company forthwith to prove any damages which it may have sustained by reason of the
application and award it such compensation as the court may deem fit.
[Subs. (1A) inserted by s. 9 of Act 69/2002]

(2)

Where the application is presented by members of the company and it appears to the
Court that the applicants are entitled to relief, the Court shall make a winding-up order,
unless it is satisfied that some other remedy is available to the applicants and that they are
acting unreasonably in seeking to have the company wound up instead of pursuing that
other remedy.

(3)

Where the application is presented on the ground that the company commenced business
before the Registrar had certified that it was entitled to commence business, the Court
may, instead of granting a winding-up order, give directions that the company shall obtain
such certificate from the Registrar or make such other order as it thinks fit and the Court
may order the costs or any part thereof to be paid by any person who in the opinion of the
Court is responsible for the default.

(4)

Where the application is presented to the Court by -

(a)

any applicant under section 346(1)(e), the Court may in the winding-up order or by any
subsequent order confirm all or any of the proceedings in the voluntary winding-up; or

(b)

any member under that section, the Court shall satisfy itself that the rights of the member
will be prejudiced by the continuation of a voluntary winding-up.

(5)

The Court shall not grant a final winding-up order in the case of a company or other body
corporate which is already being wound up by order of Court within the Republic.

348.

Commencement of winding-up by Court
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A winding-up of a company by the Court shall be deemed to commence at the time of the
presentation to the Court of the application for the winding-up.

VOLUNTARY WINDING-UP

349.

Circumstances under which company may be wound up voluntarily

A company, not being an external company, may be wound up voluntarily if the company
has by special resolution resolved that it be so wound up.
[S. 349 substituted by s. 18 of Act 83/81]

350.

(1)

Members’ voluntary winding-up and security
A voluntary winding-up of a company shall be a members’ voluntary winding-up if the
resolution contemplated in section 349 so states, but such a resolution shall be of no force
and effect unless -

(a)

it has been registered in terms of section 200; and

(b)

prior to the registration thereof -

(i) security has been furnished to the satisfaction of the Master for the payment of the debts
of the company within a period not exceeding twelve months from the commencement of
the winding-up of the company; or

(ii) the Master has dispensed with the furnishing of such security on production to him of -

(aa)

a sworn statement by the directors of the company that it has no debts; and

(bb)

a certificate by the auditor of the company that to the best of his knowledge
and belief and according to the records of the company, it has no debts.

[Subs. (1) substituted by s. 19 of Act 83/81]

(2)

The costs incurred in furnishing the security referred to in paragraph (b) of subsection (1)
may be recovered from the company concerned.
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(3)

Unless otherwise provided, in a members’ voluntary winding-up the liquidator may
without the sanction of the Court exercise all powers by this Act given to the liquidator in
a winding-up by the Court, subject to such directions as may be given by the company in
general meeting.

351.

(1)

Creditors’ voluntary winding-up
A voluntary winding-up of a company shall be a creditors’ voluntary winding-up if the
resolution contemplated in section 349 so states, but such a resolution shall be of no force
and effect unless it has been registered in terms of section 200.

[Subs. (1) substituted by s. 20 of Act 83/81]

(2)

Unless otherwise provided, in a creditors’ voluntary winding-up the liquidator may
without the sanction of the Court exercise all powers by this Act given to the liquidator in
a winding-up by the Court subject to such directions as may be given by the creditors.

352.

(1)

Commencement of voluntary winding-up

A voluntary winding-up of a company shall commence at the time of the registration in
terms of section 200 of the special resolution authorizing the winding-up.

(2)

The Registrar shall forthwith after the registration by him of a special resolution referred
to in subsection (1), transmit a copy thereof to the Master.

[S. 352 substituted by s. 21 of Act 83/81]

353.

(1)

Effect of voluntary winding-up on status of company and on directors

A company which is being wound up voluntarily shall, notwithstanding anything
contained in its articles, remain a corporate body and retain all its powers as such, but
shall from the commencement of the winding-up cease to carry on its business except in
so far as may be required for the beneficial winding-up thereof.

(2)

As from the commencement of a voluntary winding-up all the powers of the directors of
the company concerned shall cease except in so far as their continuance is sanctioned -

(a)

by the liquidator or the creditors in a creditors’ voluntary winding-up; or
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(b)

by the liquidator or the company in general meeting in a members’ voluntary winding-up.

GENERAL PROVISIONS AFFECTING ALL WINDINGS-UP

354.

(1)

Court may stay or set aside winding-up

The Court may at any time after the commencement of a winding-up, on the application
of any liquidator, creditor or member, and on proof to the satisfaction of the Court that all
proceedings in relation to the winding-up ought to be stayed or set aside, make an order
staying or setting aside the proceedings or for the continuance of any voluntary windingup on such terms and conditions as the Court may deem fit.

(2)

The Court may, as to all matters relating to a winding-up, have regard to the wishes of the
creditors or members as proved to it by any sufficient evidence.

355.

Notice to creditors or members in review by Court in winding-up, and no re-opening of

confirmed account

(1)

In any review by the Court of any matter under the winding-up of a company where the
general body of creditors, members or contributories is affected, notice to the liquidator
shall be notice to them.

(2)

The Court shall not authorize the re-opening of any duly confirmed account or plan of
distribution or of contribution otherwise than as is provided in section 408.

356.

(1)

Notice of winding-up of company

The Master shall upon receipt of a copy of any winding-up order of any company lodged
with him give notice of such winding-up in the Gazette.

(2)

Any company which has passed a special resolution under section 349 for its voluntary
winding-up, shall within 28 days after the registration of that resolution in terms of
section 200 -

(a)

lodge with the Master a certified copy of the resolution concerned, together with -

- 14 -

475

(i) in the case of a members’ voluntary winding-up if any further resolution nominating a
person or persons for appointment as liquidator or liquidators of the company has been
passed, a certified copy of that resolution; or
(ii) in the case of a creditors’ voluntary winding-up, two certified copies of the statement
referred to in section 363(1); and

(b)

give notice of the voluntary winding-up of the company in the Gazette.

[Subs. (2) substituted by s. 22 of Act 83/81 and amended by s. 12 of Act 70/84]

(3)

Any company which fails to comply with any provision of subsection (2) and every
director or officer thereof who knowingly authorized or permitted such failure, shall be
guilty of an offence.

357.

(1)

Notice of winding-up to certain officials and their duties thereanent

A copy of every winding-up order, whether provisional or final and of any order staying,
amending or setting such order aside, made by the Court, shall forthwith be transmitted
by the Registrar of the Court to -

(a)

the sheriff of the province in which the registered office of the company or main office of
the body corporate is situate and to the sheriff of every province in which it appears that
the company or such body corporate owns property;

(b)

every registrar or other officer charged with the maintenance of any register under any
Act in respect of any property within the Republic which appears to be an asset of such
company;

(c)

the messenger of every magistrate’s court by the order whereof it appears that property of
such company is under attachment.

(2)

Where the assets of any such company are under four hundred rand in value, the Court
may direct that its movable assets may, upon such terms as to security as it may
determine, remain in the custody of such person as may be specified in the directions, and
in that event it shall not be necessary to transmit a copy of any order to any sheriff or
messenger.
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(3)

A copy of every special resolution for the voluntary winding-up of any company passed
under section 349 and of every order of court amending or setting aside the proceedings
in relation to the winding-up shall, within fourteen days after the registration of the
resolution in terms of section 200 or the making of the order, be transmitted by that
company to the officers and registrars referred to in paragraphs (a), (b) and (c) of
subsection (1).

[Subs. (3) substituted by s. 23 of Act 83/81]

(4)
(a)

Any officer and registrar to whom a copy of any such order or resolution is transmitted in
terms of subsection (1) or (3) shall record such copy and note thereon the day and hour of
receipt thereof.

(b)

Any registrar and officer referred to in paragraph (b) of subsection (1) shall upon receipt
of a copy of any order or resolution referred to in subsection (1) or (3), enter a caveat in
his register accordingly.

(5)

Any company which fails to comply with any of the requirements of subsection (3) and
every director or officer of such a company who knowingly is a party to such failure,
shall be guilty of an offence.

358.

Stay of legal proceedings before winding-up order granted

At any time after the presentation of an application for winding-up and before a windingup order has been made, the company concerned or any creditor or member thereof may -

(a)

where any action or proceeding by or against the company is pending in any court in the
Republic, apply to such court for a stay of the proceedings; and

(b)

where any other action or proceeding is being or about to be instituted against the
company, apply to the Court to which the application for winding-up has been presented,
for an order restraining further proceedings in the action or proceeding,

and the court may stay or restrain the proceedings accordingly on such terms as it thinks
fit.

359.

Legal proceedings suspended and attachments void
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(1)

When the Court has made an order for the winding-up of a company or a special
resolution for the voluntary winding-up of a company has been registered in terms of
section 200 -

(a)

all civil proceedings by or against the company concerned shall be suspended until the
appointment of a liquidator; and

(b)

any attachment or execution put in force against the estate or assets of the company after
the commencement of the winding-up shall be void.

[Subs. (1) amended by s. 24 of Act 83/81]

(2)
(a)

Every person who, having instituted legal proceedings against a company which were
suspended by a winding-up, intends to continue the same, and every person who intends
to institute legal proceedings for the purpose of enforcing any claim against the company
which arose before the commencement of the winding-up, shall within four weeks after
the appointment of the liquidator give the liquidator not less than three weeks’ notice in
writing before continuing or commencing the proceedings.

(b)

If notice is not so given the proceedings shall be considered to be abandoned unless the
Court otherwise directs.

360.

(1)

Inspection of records of company being wound up

Any member or creditor of any company unable to pay its debts and being wound up by
the Court or by a creditors’ voluntary winding-up may apply to the Court for an order
authorizing him to inspect any or all of the books and papers of that company, whether in
possession of the company or the liquidator, and the Court may impose any condition it
thinks fit in granting that authority.

(2)

The provisions of subsection (1) shall not be construed as affecting any powers or rights
conferred by any law upon any department of State or any person acting under its
authority at all times to inspect or cause to be inspected, the books and papers of any
company being wound up.

361.

Custody of or control over, and vesting of property of, company
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(1)

In any winding-up by the Court all the property of the company concerned shall be
deemed to be in the custody and under the control of the Master until a provisional
liquidator has been appointed and has assumed office.

(2)

In any winding-up of any company, at all times while the office of liquidator is vacant or
he is unable to perform his duties, the property of the company shall be deemed to be in
the custody and under the control of the Master.

(3)

If for any reason it appears expedient, the Court may by the winding-up order or by any
subsequent order direct that all or any part of the property, immovable and movable
(including rights of action), belonging to the company, or to trustees on its behalf, shall
vest in the liquidator in his official capacity, and thereupon the property or the part
thereof specified in the order shall vest accordingly, and the liquidator may, after giving
such indemnity (if any) as the Court may direct, bring or defend in his official capacity
any action or other legal proceeding relating to that property, or necessary to be brought
or defended for the purpose of effectually winding-up the company and recovering its
property.

362.

Court may order directors, officers and others to deliver property to liquidator or to

pay into bank

(1)

The Court may at any time after making a winding-up order or after a special resolution
for the voluntary winding-up of a company has been registered in terms of section 200,
order any director, member, trustee, banker, agent or officer of the company concerned to
pay, deliver, convey, surrender or transfer to the liquidator of the company forthwith, or
within such time as the Court directs, any money, property or books and papers in his
hands to which the company is prima facie entitled.

[Subs. (1) substituted by s. 25 of Act 83/81]

(2)

The Court may order any director, member, purchaser or other person from whom money
is due to any company which is being wound up, to pay the same into a banking
institution registered under the Banks Act, 1965 (Act No. 23 of 1965), to be named by the
Court for the account of the liquidator instead of to the liquidator, and such order may be
enforced in the same manner as if it had ordered payment to the liquidator.
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(3)

All moneys paid into a banking institution as aforesaid in the event of a winding-up by
the Court shall be subject in all respects to the orders of the Court.

363.

(1)

Directors and others to submit statement of affairs
Where it is intended to pass a resolution for a creditors’ voluntary winding-up of a
company, the directors of that company shall make out or cause to be made out, in the
prescribed form, a statement as to the affairs of the company and lay it before the meeting
convened for the purpose of passing such a resolution.

[Subs. (1) substituted by s. 26 of Act 83/81]

(2)

Where an order for the winding-up of a company has been made by the Court -

(a)

the persons who at the time of the winding-up order were directors and officers of the
company; and

(b)

such persons who have been directors or officers of the company or who participated in
its formation, at any time within one year before the winding-up order, as may be
required to do so by the Master,

shall make out or cause to be made out, in the prescribed form, such statement as to the
affairs of the company and lodge two certified copies thereof with the Master within
fourteen days from the date of the winding-up order in question or within such extended
time as the Master or the Court may for special reasons appoint.

(3)

The Master may exempt any person referred to in subsection (2) from the obligation to
comply with the requirements of that subsection if such person satisfies him by affidavit
that he is unable to make out or cause to be made out or to verify such statement as to the
affairs of the company concerned.

(4)

The statement as to the affairs of a company referred to in subsection (1) or (2) -

(a)

shall contain such matter and be in such form as prescribed including particulars of the
company’s assets, debts, liabilities (including contingent and prospective liabilities), any
pending legal proceedings by or against it, the names, addresses and nature of the
businesses of its creditors, the security held by each of them, the dates when each of the
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securities was given and, in the case of such a statement under subsection (2), such
further information as the Master may require; and

(b)

shall be verified by affidavit by each of the persons referred to in subsection (1) or (2) and
such verifying affidavit shall be annexed to the said statement.

(5)

The Master shall transmit a copy of any statement as to the affairs of a company lodged
with him in terms of this section to the liquidator on his appointment.

(6)

Any person shall be entitled by himself or his agent, on payment of the prescribed fee, to
inspect or apply for a copy of or an extract from any statement as to the affairs of a
company lodged with the Master in pursuance of this section.

(7)

Any person who is required to make or cause to be made any statement as to the affairs of
a company in terms of this section, shall be paid by the Master, out of the assets of the
company, such costs and expenses incurred by him in respect of the preparation and
making of such statement as the Master may consider reasonable.

(8)

Any person who fails to comply with any requirement of subsection (1), (2) or (4) shall
be guilty of an offence.

363A.

Change of address by directors and secretaries and certain former directors and
secretaries

(1)

Any person who is a director or secretary of a company which is being wound up and
who, after the winding-up of such company has commenced but before the liquidator’s
final account has in terms of section 408 been confirmed, changes his residential or postal
address, shall notify the liquidator by registered post of his new residential or postal
address within fourteen days after such change, or, if the liquidator has not been
appointed on the date of such change, within fourteen days after the appointment of the
liquidator.

(2)

Any person who fails to comply with any requirement of subsection (1) shall be guilty of
an offence.

(3)

Whenever at the trial of any person charged with an offence referred to in subsection (2)
it is proved that such person is a director or secretary of a company which is being wound
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up and that he has changed his residential or postal address after the winding-up of that
company has commenced and that the liquidator has no written record of such change, it
shall be presumed, unless the contrary is proved, that he did not notify the liquidator of
such change.
[S. 363A inserted by s. 8 of Act 84/80]

364.

Master to summon first meetings of creditors and members and purpose thereof

(1)

As soon as may be after a final winding-up order has been made by the Court or a special
resolution for a creditors’ voluntary winding-up of a company has been registered in
terms of section 200, the Master shall summon -

(a)

a meeting of the creditors of the company for the purpose of -

(i)

considering the statement as to the affairs of the company lodged with the Master
under section 363;

(ii)

the proof of claims against the company; and

(iii)

nominating a person or persons for appointment as liquidator or liquidators; and

(b)

a meeting of the members of the company or, in the case where the winding-up concerns
a company limited by guarantee, a meeting of the contributories in respect of that
company, for the purpose of -

(i)

considering the said statement as to the affairs of the company; and

(ii)

nominating a person or persons for appointment as liquidator or liquidators,

unless the company in general meeting, when passing a resolution provided for in section
349, has already disposed of the matters referred to in subparagraphs (i) and (ii).
[Subs. (1) amended by s. 27 of Act 83/81]

(2)

Meetings of creditors under this section shall be summoned and held as nearly as may be
in the manner provided by the law relating to insolvency, and meetings of members or
contributories in the manner prescribed by regulation: Provided that, in the case of a
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meeting of creditors, the Master may direct the company concerned or the provisional
liquidator to send a notice of such meeting by post to every creditor of the company.

365.

Offences in securing nomination as liquidator and restriction on voting at meetings

(1)

Any person who gives or agrees or offers to give to any member, creditor or contributory
of a company any reward with a view to securing his own nomination or appointment or
to securing or preventing the nomination or appointment of any person as the company’s
liquidator, shall be guilty of an offence.

(2)
(a)

The provisions of the law relating to insolvency in respect of voting, the manner of voting
and voting by an agent at meetings of creditors, shall apply mutatis mutandis to any
meeting referred to in sections 351 and 364: Provided that in any winding-up by the court
a director or former director of a company shall have no voting right in respect of the
nomination of a liquidator on the ground of his loan account with the company or claims
for arrear salary, travelling expenses or allowances due by the company or claims paid by
such director or former director on behalf of the company.

(b)

The provisions of paragraph (a) shall mutatis mutandis apply to a person to whom a right
contemplated in the said paragraph has been ceded.

[Subs. (2) substituted by s. 27 of Act 111/76]

366.

(1)

(a)

Claims and proof of claims
In the winding-up of a company by the Court and by a creditors’ voluntary winding-up -

the claims against the company shall be proved at a meeting of creditors mutatis
mutandis in accordance with the provisions relating to the proof of claims against an
insolvent estate under the law relating to insolvency;

(b)

a secured creditor shall be under the same obligation to set a value upon his security as if
he were proving his claim against an insolvent estate under the law relating to
insolvency, and the value of his vote shall be determined in the same manner as is
prescribed under that law;
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(c)

a secured creditor and the liquidator shall, where the company is unable to pay its debts,
have the same right respectively to take over the security as a secured creditor and a
trustee would have under the law relating to insolvency.

(2)

The Master may, on the application of the liquidator, fix a time or times within which
creditors of the company are to prove their claims or otherwise be excluded from the
benefit of any distribution under any account lodged with the Master before those debts
are proved.

LIQUIDATORS

367.

Appointment of liquidator

For the purpose of conducting the proceedings in a winding-up of a company the Master
shall appoint a liquidator or liquidators as hereinafter provided.

368.

Appointment of provisional liquidator

As soon as a winding-up order has been made in relation to a company, or a special
resolution for a voluntary winding-up of a company has been registered in terms of
section 200, the Master may, in accordance with policy determined by the Minister,
appoint any suitable person as provisional liquidator of the company concerned, who
shall give security to the satisfaction of the Master for the proper performance of his or
her duties as provisional liquidator and who shall hold office until the appointment of a
liquidator.
[S. 368 substituted by s. 28 of Act 83/81 and s. 16 of Act 16/2003]

369.

(1)

Determination of person to be appointed liquidator
In the case of a members’ voluntary winding-up of a company, the Master shall, subject
to the provisions of section 370, appoint the persons nominated by the company in the
resolution referred to in section 356(2)(a)(i) as liquidator or liquidators of the company
concerned.
[Subs. (1) amended by s. 29 of Act 83/81]

(2)
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(a)

In the case of a creditors’ voluntary winding-up and a winding-up by the Court of a
company, the Master shall, subject to the provisions of section 370, appoint the persons or
persons nominated by any meetings referred to in section 364 as liquidator or liquidators
of the company concerned, if the same person or persons have been nominated by the said
meetings.
[Para. (a) amended by s. 29 of Act 83/81]

(b)

If the said meetings have nominated different persons, the Master shall, subject to the
provisions of section 370, decide the difference and appoint all or any of the persons so
nominated, as he thinks fit, as liquidator or liquidators of the company concerned.

370.

(1)

Master may decline to appoint nominated person as liquidator

If a person who has been nominated as liquidator by meetings of creditors and members
or contributories of a company was not properly nominated or is disqualified from being
nominated or appointed as liquidator under section 372 or 373 or has failed to give within
a period of seven days as from the date upon which he was notified that the Master had
accepted his nomination or within such further period as the Master may allow, the
security mentioned in section 375(1) or, if in the opinion of the Master the person
nominated as liquidator should not be appointed as liquidator of the company concerned,
the Master shall give notice in writing to the person so nominated that he declines to
accept his nomination or to appoint him as liquidator and shall in that notice state his
reason for declining to accept his nomination or to appoint him: Provided that if the
Master declines to accept the nomination for appointment as liquidator because he is of
the opinion that the person nominated should not be appointed as liquidator, it shall be
sufficient if the Master states, in that notice, as such reason, that he is of the opinion that
the person nominated should not be appointed as liquidator of the company concerned.

(2)
(a)

When the Master has so declined to accept the nomination of any person or to appoint
him as liquidator or the Minister has under section 371(3) set aside the appointment of a
liquidator, the Master shall convene meetings of creditors and members or contributories
of the company concerned for the purpose of nominating another person for appointment
as liquidator in the place of the person whose nomination as liquidator the Master has
declined to accept or whom the Master has declined to appoint or whose appointment has
been so set aside.
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(b)

In the notice convening the said meetings the Master shall state that he has declined to
accept the nomination for appointment as liquidator of the person previously nominated
or to appoint the person so nominated and the reasons therefor, subject to the proviso to
subsection (1), or that the appointment of the person previously appointed as liquidator
has been set aside by the Minister, as the case may be, and that meetings are convened for
the purpose of nominating another person for appointment as liquidator.

(c)

The Master shall post a copy of such notice to every creditor whose claim against the
company was previously proved and admitted.

(d)

The meetings referred to in paragraph (a) shall be deemed to be continuations of the first
meetings of creditors, members or contributories or of the meetings referred to in sections
350 and 364.

(3)

If the Master again declines for any reason mentioned in subsection (1) to accept the
nomination for appointment as liquidator by the meetings mentioned in subsection (2), or
to appoint a person so nominated, he shall -

(a)

act in accordance with the provisions of subsection (1); and

(b)

if the person so nominated was nominated as sole liquidator or if all the persons so
nominated have not been appointed by him or her, appoint, in accordance with the policy
determined by the Minister, as liquidator or liquidators of the company concerned any
other person or persons not disqualified from being liquidator of that company.
[Para. (b) substituted by s. 4 of Act 22/2005]

371.

(1)

Remedy of aggrieved persons

Any person aggrieved by the appointment of a liquidator or the refusal of the Master to
accept the nomination of a liquidator or to appoint a person nominated as a liquidator,
may within a period of seven days from the date of such appointment or refusal request
the Master in writing to submit his reasons for such appointment or refusal to the
Minister.

(2)

The Master shall within seven days of the receipt by him of the request referred to in
subsection (1) submit to the Minister, in writing, his reasons for such appointment or
refusal together with any relevant documents, information or objections received by him.
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(3)

The Minister may, after consideration of the reasons referred to in subsection (2) and any
representations made in writing by the person who made the request referred to in
subsection (1) and of all relevant documents, information or objections submitted to him
or the Master by any interested person, confirm, uphold or set aside the appointment or
the refusal by the Master and, in the event of the refusal by the Master being set aside,
direct the Master to accept the nomination of the liquidator concerned and to appoint him
as liquidator of the company concerned.

(4)

……….

[Subs. (4) deleted by s. 49 of Act 88/96]

372.

Persons disqualified from appointment as liquidator

(1)

No person shall be qualified for nomination or appointment as the liquidator of a
company, if he is -

(a)

an insolvent;

(b)

a minor or any other person under legal disability;

(c)

a person declared under section 373 to be incapable of being appointed as a liquidator,
while he remains so incapable;

(d)

a person removed from an office of trust by the Court on account of misconduct or a
person who is the subject of any order under this Act disqualifying him from being a
director;

(e)

a corporate body;

(f)

any person who has at any time been convicted (whether in the Republic or elsewhere) of
theft, fraud, forgery or uttering a forged document or perjury and has been sentenced
therefor to imprisonment without the option of a fine or to a fine exceeding twenty rand;

(g)

any person who has by means of any misrepresentation or any reward, whether directly or
indirectly induced or attempted to induce any person to vote for him in the nomination of
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a liquidator or to effect or assist in effecting his nomination or appointment as liquidator
of any company;

(h)

a person who does not reside in the Republic;

(i)

any person who at any time during a period of twelve months immediately preceding the
winding-up of a company acted as a director, officer or auditor of that company; and

(j)

any agent authorized specially or under a general power of attorney to vote for or on
behalf of a creditor at a meeting of creditors of the company concerned and acting or
purporting to act under such special authority or general power of attorney:

Provided that the provisions of paragraph (i) shall not apply to an auditor in the case of
the voluntary winding-up of the company concerned by the members as contemplated in
section 350.
[S. 372 amended by s. 28 of Act 64/77]

373.

Persons disqualified by Court from being appointed or acting as liquidators

The Court may, on the application of any interested person, declare any person proposed
to be appointed or appointed as liquidator, to be disqualified from holding office, and, if
he has been appointed, may remove him from office, and may, if it thinks fit, declare him
incapable for life or for such period as it may determine of being appointed as a liquidator
under this Act -

(a)

if he has accepted or offered or agreed to accept or solicited from any auctioneer, agent
or other person employed on behalf of a company in liquidation, any share of the
commission or remuneration of such auctioneer, agent or person or any other benefit; or

(b)

if he has, in order to obtain or in return for the vote of any creditor, member or
contributory, or in order to exercise any influence upon his nomination or appointment as
liquidator -

(i)

procured or been privy to the wrongful insertion or omission of the name of any
person in or from any list or schedule required by this Act; or

(ii)

directly or indirectly given or agreed to give any consideration to any person; or
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(iii)

offered or agreed with any person to abstain from investigating any transactions of or
relating to the company or of any of its directors or officers; or

(iv)

been guilty of or privy to the splitting of claims for the purpose of increasing the
number of votes.

374.

Master may appoint co-liquidator at any time

Whenever the Master considers it desirable he or she may, in accordance with policy
determined by the Minister, appoint any person not disqualified from holding the office of
liquidator and who has given security to his or her satisfaction, as a co-liquidator with the
liquidator or liquidators of the company concerned.
[S. 374 substituted by s. 17 of Act 16/2003]

375. Appointment, commencement of office and validity of acts of liquidator

(1)

When the person to be appointed to the office of liquidator of a company has been
determined and when such person has given security to the satisfaction of the Master for
the proper performance of his duties as liquidator, except where in the case of a
members’ voluntary winding-up the company concerned has resolved that no security
shall be required, the Master shall appoint him as liquidator of the company by issuing to
him a certificate of appointment.

(2)

The said certificate of appointment shall be valid throughout the Republic.

(3)

A liquidator shall be entitled to act as such from the date of his certificate of
appointment.

(4)

The acts of a liquidator shall be valid notwithstanding any defects that may afterwards be
discovered in his appointment or qualification.

(5)

Upon receipt of such certificate of appointment the liquidator shall -

(a)

within seven days after receipt thereof send a copy thereof to the Registrar under cover of
the prescribed form; and
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(b)

376.

give notice of his appointment in the Gazette.

Title of liquidator

A liquidator shall be described as the liquidator of the particular company in respect of
which he has been appointed, and not by his individual name.

377. Filling of vacancies

(1)

When a vacancy occurs in the office of liquidator, the Master shall -

(a)

in the case of a winding-up by the Court or a creditors’ voluntary winding-up, convene
meetings of creditors and members or contributories of the company concerned; and

(b)

in the case of a members’ voluntary winding-up convene or direct the company
concerned to convene a meeting of members; or

(c)

if there is a remaining liquidator or liquidators, direct him or them to convene the
meetings referred to in paragraph (a) or (b),

for the purpose of nominating a person or persons for appointment as liquidator to fill the
vacancy: Provided that if the Master is of the opinion that the remaining liquidator or
liquidators will be able to complete the winding-up, he may dispense with the
appointment of a liquidator to fill the vacancy and may direct the remaining liquidator or
liquidators to complete the winding-up.

(2)

All the provisions of this Act relating to the convening and conduct of the said meetings
and the nomination and appointment of a liquidator shall apply to the filling of a vacancy
in the office of liquidator.

(3)

Subject to the proviso to subsection (1), if for any reason a vacancy is not filled as
provided in this section, the Master may, in accordance with policy determined by the
Minister, appoint any person as provisional liquidator or as liquidator to fill such vacancy.
[Subs. (3) substituted by s. 18 of Act 16/2003]

378.

Leave of absence or resignation of liquidator

- 29 -

490

(1)

A liquidator shall not be absent from the Republic for a period exceeding 60 days unless
-

(a)

the Master has before his departure from the Republic granted him permission in writing
to be absent; and

(b)

he complies with such conditions as the Master may think fit to impose.

[Subs. (1) substituted by s. 13 of Act 70/84]

(2)

At the request of a liquidator the Master may relieve him of his office or direct him to
resign, upon such conditions as the Master may think fit.

(3)

Every liquidator who is permitted to absent himself from the Republic for a period
exceeding 60 days or who is relieved of his office by the Master or so resigns therefrom,
shall give notice thereof in the Gazette.

[Subs. (3) substituted by s. 13 of Act 70/84]

379.

Removal of liquidator by Master and by the Court

(1)

The Master may remove a liquidator from his office on the ground -

(a)

that he was not qualified for nomination or appointment as liquidator or that his
nomination or appointment was for any other reason illegal or that he has become
disqualified from being nominated or appointed as a liquidator or has been authorized,
specially or under a general power of attorney, to vote for or on behalf of a creditor,
member or contributory at a meeting of creditors, members or contributories of the
company of which he is the liquidator and has acted or purported to act under such special
authority or general power of attorney; or

(b)

that he has failed to perform satisfactorily any duty imposed upon him by this Act or to
comply with a lawful demand of the Master or a commissioner appointed by the Court
under this Act; or

(c)

that his estate has become insolvent or that he has become mentally or physically
incapable of performing satisfactorily his duties as liquidator; or
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(d)

that the majority (reckoned in number and in value) of creditors entitled to vote at a
meeting of creditors or, in the case of a members’ voluntary winding-up, a majority of the
members of the company, or, in the case of a winding-up of a company limited by
guarantee, the majority of the contributories, has requested him in writing to do so; or

(e)

that in his opinion the liquidator is no longer suitable to be the liquidator of the company
concerned.

(2)

The Court may, on application by the Master or any interested person, remove a
liquidator from office if the Master fails to do so in any of the circumstances mentioned in
subsection (1) or for any other good cause.

380.

Notice of removal of liquidator

The Master shall give notice in the Gazette of the removal of any liquidator.

381.

(1)

Control of Master over liquidators

The Master shall take cognizance of the conduct of liquidators and shall, if he has reason
to believe that a liquidator is not faithfully performing his duties and duly observing all
the requirements imposed on him by any law or otherwise with respect to the
performance of his duties, or if any complaint is made to him by any creditor, member or
contributory in regard thereto, enquire into the matter and take such action thereanent as
he may think expedient.

(2)

The Master may at any time require any liquidator to answer any enquiry in relation to
any winding-up in which such liquidator is engaged, and may, if he thinks fit, examine
such liquidator or any other person on oath concerning the winding-up.

(3)

The Master may at any time appoint a person to investigate the books and vouchers of a
liquidator.

(4)

The Court may, upon the application of the Master, order that any costs reasonably
incurred by him in performing his duties under this section be paid out of the assets of
the company or by the liquidator de bonis propriis.

- 31 -

492

(5)

Any expenses incurred by the Master in carrying out any provision of this section shall,
unless the Court otherwise orders, be regarded as part of the costs of the winding-up of
that company.

382.

(1)

Plurality of liquidators, liability and disagreement

When two or more liquidators have been appointed they shall act jointly in performing
their functions as liquidators and shall be jointly and severally liable for every act
performed by them jointly.

(2)

Whenever two or more liquidators disagree on any matter relating to the company of
which they are liquidators, one or more of them may refer the matter to the Master who
may thereupon determine the question in issue or give directions as to the procedure to be
followed for the determination thereof.

383.

(1)

Cost and reduction of security by liquidator

The cost of giving security by a person appointed as liquidator to an amount which the
Master considers reasonable shall, subject to the provisions of section 89(1) of the
Insolvency Act, 1936 (Act No. 24 of 1936), be paid out of the assets of the company
concerned as part of the costs of liquidation thereof.

(2)

When a liquidator has in the course of the winding-up of a company accounted to the
satisfaction of the Master for any property belonging to the company, he may in writing
apply for the consent of the Master to a reduction of the security given by him and the
Master, if he is satisfied that the reduced security will suffice to indemnify the company
and the creditors and contributories thereof against any maladministration on the part of
the liquidator in respect of the remaining property belonging to the company, may
consent wholly or in part to such reduction.

384.

(1)

Remuneration of liquidator

In any winding-up a liquidator shall be entitled to reasonable remuneration for his
services to be taxed by the Master in accordance with the prescribed tariff of
remuneration: Provided that, in the case of a members’ voluntary winding-up, the
liquidator’s remuneration may be determined by the company in general meeting.
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(2)

The Master may reduce or increase such remuneration if in his opinion there is good
cause for doing so, and may disallow such remuneration either wholly or in part on
account of any failure or delay by the liquidator in the discharge of his duties.

(3)

No person who employs or is a fellow employee or in the ordinary employment of the
liquidator, shall be entitled to receive any remuneration out of the assets of the company
concerned for services rendered in the winding-up thereof and no liquidator shall be
entitled either by himself or his partner to receive out of the assets of the company any
remuneration for his services except the remuneration to which he is entitled under this
Act.

385.

(1)

Certificate of completion of duties by liquidator and cancellation of security

When a liquidator of a company has performed all the duties prescribed by this Act and
complied with all the requirements of the Master, he may apply in writing to the Master
for a certificate to that effect.

(2)

The Master shall, when he issues the said certificate, additionally state therein that he
consents to the reduction of the security by the liquidator to a stated amount or to its
cancellation.
Powers of Liquidators

386.

General powers

(1)

The liquidator in any winding-up shall have power -

(a)

to execute in the name and on behalf of the company all deeds, receipts and other
documents, and for that purpose to use the company’s seal;

(b)

to prove a claim in the estate of any debtor or contributory of the company and receive
payment in full or a dividend in respect thereof;

(c)

to draw, accept, make and endorse any bill of exchange or promissory note in the name
and on behalf of the company: Provided that no liquidator shall, except with the leave of
the Court or the authority referred to in subsection (3) or (4), or for the purposes of
carrying on the business of the company in terms of subsection (4) (f) have power to
impose any additional liabilities upon the company;
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(d)

to summon any general meeting of the company or the creditors or contributories of the
company for the purpose of obtaining its or their authority or sanction with respect to any
matter or for such other purposes as he may consider necessary;

(e)

subject to the provisions of subsection (3), (4) and (5), to take such measures for the
protection and better administration of the affairs and property of the company as the
trustee of an insolvent estate may take in the ordinary course of his duties and without the
authority of a resolution of creditors.

(2)

Subject to the consent of the Master, a liquidator may, at any time before a general
meeting contemplated in subsection (1) (d) is convened for the first time, terminate any
lease in terms of which the company is the lessee of movable or immovable property.

[Subs. (2) substituted by s. 9 of Act 84/80]

(2A)

At any time before a general meeting contemplated in subsection (1) (d) is convened for
the first time the liquidator shall, if satisfied that any movable or immovable property of
the company ought forthwith to be sold, recommend to the Master in writing
accordingly, stating his reasons for such recommendation.

[Subs. (2A) inserted by s. 9 of Act 84/80]

(2B)

The Master may thereupon authorize the sale of such property or any portion thereof on
such conditions and in such manner as he may determine: Provided that if such property
or a portion thereof is subject to a preferential right, the Master shall not authorize the
sale of such property or portion unless the person entitled to such preferential right has
given his consent thereto in writing.

[Subs. (2B) inserted by s. 9 of Act 84/80]

(3)

The liquidator of a company -

(a)

in a winding-up by the Court, with the authority granted by meetings of creditors and
members or contributories or on the directions of the Master given under section 387;

(b)

in a creditors’ voluntary winding-up, with the authority granted by a meeting of creditors;
and
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(c)

in a members’ voluntary winding-up, with the authority granted by a meeting of
members,

shall have the powers mentioned in subsection (4).

(4)

The powers referred to in subsection (3) are -

(a)

to bring or defend in the name and on behalf of the company any action or other legal
paroceeding of a civil nature, and, subject to the provisions of any law relating to criminal
procedure, any criminal proceedings: Provided that immediately upon the appointment of
a liquidator and in the absence of the authority referred to in subsection (3), the Master
may authorize, upon such terms as he thinks fit, any urgent legal proceedings for the
recovery of outstanding accounts;

(b)

to agree to any reasonable offer of composition made to the company by any debtor and
to accept payment of any part of a debt due to the company in settlement thereof or to
grant an extension of time for the payment of any such debt;

(c)

to compromise or admit any claim or demand against the company, including an
unliquidated claim;

(d)

except where the company being wound up is unable to pay its debts, to make any
arrangement with creditors, including creditors in respect of unliquidated claims;

(e)

to submit to the determination of arbitrators any dispute concerning the company or any
claim or demand by or upon the company;

(f)

to carry on or discontinue any part of the business of the company in so far as may be
necessary for the beneficial winding-up thereof: Provided that, if he considers it
necessary, the liquidator may carry on or discontinue any part of the business of the
company concerned before he has obtained the leave of the Court or the authority referred
to in subsection (3), but shall not in that event be entitled, as between himself and the
creditors or contributories of the company, to include the cost of any goods purchased by
him in the costs of the winding-up of the company unless such goods were necessary for
the immediate purpose of carrying on the business of the company and there are funds
available for payment of the cost of such goods after providing for the costs of windingup;
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(g)

to exercise mutatis mutandis the same powers as are by sections 35 and 37 of the
Insolvency Act, 1936, (Act No. 24 of 1936), conferred upon a trustee under that Act, on
the like terms and conditions as are therein mentioned: Provided that the powers
conferred by section 35 aforesaid, shall not be exercised unless the company is unable to
pay its debts;

(h)

to sell any movable and immovable property of the company by public auction, public
tender or private contract and to give delivery thereof;

(i)

to perform any act or exercise any power for which he is not expressly required by this
Act to obtain the leave of the Court.

(5)

In a winding-up by the Court, the Court may, if it deems fit, grant leave to a liquidator to
raise money on the security of the assets of the company concerned or to do any other
thing which the Court may consider necessary for winding up the affairs of the company
and distributing its assets.

(6)

387.

(1)

The Master may restrict the powers of a provisional liquidator.
Exercise of liquidator’s powers in winding-up by Court

Subject to the provisions of this Act, the liquidator of a company which is being wound
up by the Court, shall, in the administration of the assets of the company, have regard to
any directions that may be given by resolution of the creditors or members or
contributories of the company at any general meeting.

(2)

In regard to any matter which has been submitted by the liquidator for the directions of
creditors and members or contributories in general meeting, but as to which no directions
have been given or as to which there is a difference between the directions of creditors
and members or contributores, the liquidator may apply to the Master for directions and
the Master may give or refuse to give directions as he may deem fit.

(3)

Where the Master has refused to give directions as aforesaid or in regard to any other
particular matter arising under the winding-up, the liquidator may apply to the Court for
directions.
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(4)

Any person aggrieved by any act or decision of the liquidator may apply to the Court after
notice to the liquidator and thereupon the Court may make such order as it thinks just.

388.

Court may determine questions in voluntary winding-up

(1)

Where a company is being wound up voluntarily, the liquidator or any member or
creditor or contributory of the company may apply to the Court to determine any question
arising in the winding-up or to exercise any of the powers which the Court might exercise
if the company were being wound up by the Court.

(2)

The Court may, if satisfied that the determination of any such question or the exercise of
any such power will be just and beneficial, accede wholly or partly to the application on
such terms and conditions as it may determine, or make such other order on the
application as it thinks fit.

389.

Exercise of power to make arrangement and the binding of dissentient creditors

(1)

Any arrangement entered into between a company able to pay its debts and about to be or
in the course of being wound up and its creditors shall, subject to the provisions of
subsection (2), be binding on the company if sanctioned by a special resolution of
members and on the creditors of the company if acceded to by three-fourths in number
and value of such creditors.

(2)

Any such creditor or member may, within three weeks from the completion of the
arrangement, bring the same under review by the Court, and the Court may amend, vary,
set aside or confirm the arrangement as it thinks just.

390.

Exercise of power of liquidator in voluntary winding-up to accept shares for assets of

company

(1)

Where a company is proposed to be or is being wound up voluntarily and the whole or
part of its business or property is proposed to be transferred or sold to another company,
whether registered under this Act or not (in this section called the transferee company),
the liquidator of the first-mentioned company (in this section called the transferor
company) may, with the sanction of a special resolution of that company, conferring
either a general authority on the liquidator or an authority in receipt of any particular
arrangement, receive in compensation or part compensation for the transfer or sale,
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shares, policies or other like interests in the transferee company, for distribution among
the members of the transferor company, or may enter into any other arrangement,
whereby the members of the transferor company may, in lieu of receiving cash, shares,
policies or other like interests, or in addition thereto, participate in the profits of or
receive any other benefit from the transferee company: Provided that, in the case of a
creditors’ voluntary winding-up, the powers of the liquidator conferred by this section
shall not be exercised save with the consent of three-fourths in number and value of the
creditors present or represented at a meeting called by him for that purpose and of which
not less than fourteen days’ notice has been given, or with the sanction of the Court.

(2)

Any sale or arrangement in pursuance of this section shall be binding on the members of
the transferor company.

(3)

If any member of the transfer company who did not vote in favour of the special
resolution, expresses his dissent therefrom in writing addressed and delivered to the
liquidator or left at the registered office of the company within seven days after the
passing of the resolution, he may require the liquidator either to abstain from carrying the
resolution into effect or to purchase his interest at a price to be determined by agreement
or by arbitration in the manner provided by this section.

(4)

If the liquidator elects to purchase such member’s interest, the purchase money shall be
paid before the company is dissolved and be raised by the liquidator in such manner as
may be determined by special resolution of the company concerned.

(5)

A special resolution shall not be invalid for the purposes of this section by reason that it is
passed before or concurrently with a resolution for winding-up the company or for
nominating liquidators, but if an order is made within a year of such resolution for
winding-up the company by the Court, the special resolution shall not be valid unless
sanctioned by the Court.

(6)

For the purposes of an arbitration under this section, the provisions of the Arbitration Act,
1965 (Act No. 42 of 1965), shall apply.

DUTIES OF LIQUIDATORS

391.

General duties
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A liquidator in any winding-up shall proceed forthwith to recover and reduce into
possession all the assets and property of the company, movable and immovable, shall
apply the same so far as they extend in satisfaction of the costs of the winding-up and the
claims of creditors, and shall distribute the balance among those who are entitled thereto.
Liquidator’s duty to give information to Master

392.

Every liquidator shall give the Master such information and such access to and facilities
for inspecting the books and documents of the company and generally such aid as may be
requisite for enabling that officer to perform his duties under this Act.
393. Liquidator’s duty to keep records and inspection thereof

(1)

Immediately after his appointment a liquidator shall open a book or other record wherein
he shall enter from time to time a statement of all moneys, goods, books, accounts and
other documents received by him on behalf of the company.

(2)

The Master may at any time in writing require the liquidator to produce any such book or
record for inspection.

(3)

Any creditor or contributory may, subject to the control of the Master, at all reasonable
times personally or by his agent inspect any such book or record.

394.

Banking accounts and investments

(1)

The liquidator of a company -

(a)

shall open a current account from which amounts are withdrawable by cheque in the
name of the company in liquidation with a banking institution registered under the Banks
Act, 1965 (Act No. 23 of 1965), within the Republic, and shall from time to time deposit
therein to the credit of the company all moneys received by him on its behalf;

(b)

may open a savings account in the name of such company with such a banking institution,
a mutual building society registered under the Mutual Building Societies Act, 1965 (Act
No. 24 of 1965), or a building society registered under the Building Societies Act, 1986
(Act No. 82 of 1986), within the Republic, and may transfer thereto moneys deposited in
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the account referred to in paragraph (a) and not immediately required for the payment of
any claim against such company;

(c)

may place moneys deposited in the account referred to in paragraph (a) and not
immediately required for the payment of any claim against such company, on interestbearing deposit with such banking institution, mutual building society or building society
within the Republic;

(d)

shall not withdraw any money from any account referred to in paragraph (b) or (c)
otherwise than by way of a transfer to the said current account.
[Subs. (1) substituted by s. 6 of Act 63/88]

(2)

Whenever required by the Master to do so, the liquidator shall in writing notify the
Master of the banking institution or building society and the office, branch office or
agency thereof with which he has opened an account referred to in subsection (1), and
furnish the Master with a bank statement or other sufficient evidence of the state of the
account.

(3)

A liquidator shall not transfer any such account from any such office, branch office or
agency to any other such office, branch office or agency except after written notice to the
Master.

(4)

All cheques or orders drawn upon any such account shall contain the name of the payee
and the cause of payment and shall be drawn to order and be signed by the liquidator or
his duly authorized agent.

(5)

The Master and any surety for the liquidator or any person authorized by such surety shall
have the same right to information in regard to that account as the liquidator himself
possesses, and may examine all vouchers in relation thereto, whether in the possession of
the banking institution or building society or of the liquidator.

(6)

The Master may, after notice to the liquidator, in writing direct the manager of any office,
branch office or agency with which an account referred to in subsection (1) has been
opened, to pay over into the Guardians’ Fund all moneys standing to the credit of that
account at the time of the receipt, by the said manager, of that direction, and all moneys
which may thereafter be paid into that account, and the said manager shall carry out that
direction.
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(7)
(a)

Any liquidator who without lawful excuse, retains or knowingly permits his co liquidator
to retain any sum of money exceeding forty rand belonging to the company concerned
longer than the earliest day after its receipt on which it was possible for him or his coliquidator to pay the money into the bank, or uses or knowingly permits his colliquidator
to use any assets of the company except for its benefit, shall, in addition to any other
penalty to which he may be liable, be liable to pay to the company an amount not
exceeding double the sum so retained or double the value of the assets so used.

(b)

The amount which the liquidator is so liable to pay, may be recovered by action in any
competent court at the instance of the co-liquidator, the Master or any creditor or
contributory.

395.

(1)

Liquidator’s duties as to contributories
In the case of a winding-up by the Court or of a creditors’ voluntary winding-up of a
company, the liquidator shall, if necessary, settle a list of contributories.

(2)

A past member of a company limited by guarantee shall not be liable to contribute to its
assets unless -

(a)

at the commencement of the winding-up there is unsatisfied debt or liability of the
company contracted before he ceased to be a member; and

(b)

it appears to the liquidator that the present members are unable to satisfy the contributions
required to be made by him in pursuance of this Act.

396.

(1)

Notices to contributories and objections

As soon as the liquidator has settled the list of contributories, he shall send a notice to
every person included in the list, stating that fact and the extent of the liability of that
person.

(2)

Any person who objects to his inclusion in the list, shall be entitled within fourteen days
from the date of the notice to file an objection with the liquidator in the form of an
affidavit giving full reasons why he should not be included in the list.
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(3)

The liquidator may accept the objection and amend the list of contributories or he may
reject such objection and shall, if the objection is rejected, notify the person concerned
accordingly by registered post.

(4)

A person whose objection has been rejected, shall be entitled, within fourteen days from
the date of the notice provided for in subsection (3), to apply to the Master for a ruling as
to whether his name should be included in the list, and the Master shall direct the
liquidator to include his name in or to exclude it from the said list.

397.

Recovery of contributions and nature of liability

(1)
(a)

A liquidator shall proceed to recover from the contributories a proportion of or the full
amount of their liability as may be required from time to time, taking into consideration
the probability that some of the contributories may partly or wholly fail to pay the amount
demanded from them.

(b)

In the event of the death of any contributory or the insolvency of his estate, the liquidator
may recover the contribution from the estate concerned.

(2)
(a)

The liability for the payment of any amount by a contributory to the company shall be a
debt due by him to the company as from the date on which the amount was demanded
from him by the liquidator.

(b)

A contributory shall not be entitled to set off against his liability any amount due to him
by the company in respect of dividends, profits or directors’ remuneration.

398.

Adjustment of rights of contributories inter se

The liquidator shall adjust the rights of the contributories among themselves, and
distribute any surplus among the persons entitled thereto.

399. Evidence as to contributions and contributories
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(1)

A letter of demand by the liquidator to a contributory for the payment of a contribution
shall be prima facie evidence that the amount thereby appearing to be due, is due.

(2)

All books and papers of the company and of the liquidator shall, as between the
contributories and the company, be prima facie evidence of the truth of all matters therein
recorded.

400.

(1)

Liquidator’s duty to expose offences and to report thereon

A liquidator shall examine the affairs and transactions of the company before its windingup in order to ascertain -

(a)

whether any of the directors and officers or past directors and officers of the company
have contravened or appear to have contravened any provision of this Act or have
committed or appear to have committed any other offence; and

(b)

in respect of any of the persons referred to in paragraph (a), whether there are or appear to
be any grounds for an order by the Court under section 219 disqualifying a director from
office as such.

(2)

A liquidator shall, before lodging his final account with the Master, submit to him a
report containing full particulars of any such contraventions or offences, suspected
contraventions or offences and any such ground which he has ascertained.

(3)
(a)

Any report submitted to the Master under subsection (2) shall be confidential and shall
not be available for inspection by any person.

(b)

If any such report contains particulars of contraventions or offences committed or
suspected to have been committed or of any of the said grounds, the Master shall
forthwith transmit a copy thereof to the Director of Public Prosecutions concerned.
[Para. (b) amended by s. 5 of Act 20/2004]

(4)

A liquidator shall conduct such further investigation and shall render such assistance in
connection with any prosecution or contemplated prosecution as the Master or the
Director of Public Prosecutions may require.
[Subs. (4) amended by s. 5 of Act 20/2004]
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401. Director of Public Prosecutions may make application to Court for disqualification of
director

When an Director of Public Prosecutions, upon receipt of the report referred to in section
400(3)(b) and after such further enquiry as he may deem fit, is satisfied that there are
grounds for an application to the Court for an order in terms of section 219, he may make
such application to the Court.
[S. 401 amended by s. 5 of Act 20/2004]
402. Liquidator’s duty to present report to creditors and contributories
Except in the case of a members’ voluntary winding-up, a liquidator shall, as soon as
practicable and, except with the consent of the Master, not later than three months after
the date of his appointment, submit to a general meeting of creditors and contributories of
the company concerned a report as to the following matters:

(a)

the amount of capital issued by the company and the estimated amount of its
assets and liabilities;

(b)

if the company has failed, the causes of the failure;

(c)

whether or not he has submitted or intends to submit to the Master a report under
section 400(2);

(d)

whether or not any director or officer or former director or officer appears to be
personally liable for damages or compensation to the company or for any debts or
liabilities of the company as provided in this Act;

(e)

any legal proceedings by or against the company which may have been pending
at the date of the commencement of winding-up or which may have been or may
be instituted;

(f)

whether or not further enquiry is in his opinion desirable in regard to any matter
relating to the promotion, formation or failure of the company or the conduct of
its business;
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(g)

whether or not the company has kept the accounting records required by section
284, and, if not, in what respects the requirements of that section have not been
complied with;

(h)

the progress and prospects of the winding-up; and

(i)

any other matter which he may think fit or in regard to which he may desire the
directions of the creditors or the contributories.

403.

Liquidator’s duty to file liquidation and distribution account

(1)
(a)

Every liquidator shall, unless he receives an extension of time as hereinafter provided,
frame and lodge with the Master not later than six months after his appointment an
account of his receipts and payments and a plan of distribution or, if there is a liability
among creditors and contributories to contribute towards the costs of the winding-up, a
plan of contribution apportioning their liability.

(b)

If the final account lodged under paragraph (a) is not a final account, the liquidator shall
from time to time and as the Master may direct, but at least once in every period of six
months (unless he receives an extension of time), frame and lodge with the Master a
further account and plan of distribution: Provided that the Master may at any time and in
any case where the liquidator has funds in hand, which ought in the opinion of the Master
to be distributed or applied towards the payment of debts, direct the liquidator in writing
to frame and lodge with him an account and plan of distribution in respect of such funds
within a period specified.

(2)

Any account shall be lodged in duplicate in the prescribed form, shall be fully supported
by vouchers, including liquidator’s bank statements or certified extracts from his bank
and building society accounts showing all deposits and withdrawals, and shall be verified
by an affidavit in the prescribed form.

404.

(1)

Master may grant extension of time for lodging account

If any liquidator is unable to lodge an account with the Master under section 403 he shall
before the expiration of any relevant period prescribed under that section -
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(a)

make and lodge with the Master an affidavit stating the reasons why he is not able to
lodge an account, the amount of funds in hand available for distribution, a summary of
the position in respect of the winding-up, and whether he has applied for an extension of
time, and shall send a copy thereof to each creditor of the company; and

(b)

lodge with the Master written reasons for his inability to lodge the account in question
together with a statement of the grounds, if any, upon which he claims an extension of
time within which to lodge such account,

and the Master may thereupon grant such an extension of time as he may in the
circumstances think necessary.

(2)

If any liquidator fails to lodge an account with the Master as required by section 403 and
to comply with paragraphs (a) and (b) of subsection (1) of this section, the Master or any
person having an interest in the company may serve a notice on the liquidator requiring
him within two weeks after the date of the notice -

(a)

to lodge the account in question with the Master; or

(b)

to comply with the requirements of the said paragraphs (a) and (b) of the said subsection,

and the Master may, if the account has not been lodged but paragraphs (a) and (b) of the
said subsection have been complied with, grant such an extension of time as he may in
the circumstances think necessary.

(3)

Any liquidator who fails to satisfy the Master that he ought to receive an extension of
time for the lodging of any account, may, after notice to the Master and to the person
referred to in subsection (2), apply to the Court for an order granting such an extension of
time within which to lodge that account.

405.

(1)

Failure of liquidator to lodge account or to perform duties

If any liquidator fails to lodge an account with the Master as and when required by or
under this Chapter or to lodge any vouchers in support of such account or to perform any
other duty imposed upon him by this Chapter or to comply with any reasonable demand
of the Master for information or proof required by him in connection with the liquidation
of the company, the Master or any person having an interest in the company may, after
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giving the liquidator not less than two weeks’ notice, apply to the Court for an order
directing the liquidator to lodge such account or vouchers in support thereof or to perform
such duty or to comply with such demand.

(2)

The costs adjudged to the Master or to such person shall, unless ordered otherwise by the
Court, be paid by the liquidator de bonis propriis.

406.

(1)

Places for and periods of inspection of account
Every liquidator’s account shall lie open for inspection for such period, not being less
than fourteen days, as the Master may determine -

(a)

at the office of the Master; and

(b)

if the office of the Master and the registered office of the company are not situated in the
same district -

(i) at the office of the magistrate of the district in which such registered office is situated; or

(ii) if such registered office is situated in a portion of such district in respect of which an
additional or assistant magistrate permanently performs the functions of the magistrate of
the district at a place other than the seat of magistracy of that district, at the office of such
additional or assistant magistrate; and

(c)

if the company also carried on business at any other place, then also at the office of the
magistrate (including any additional or assistant magistrate) of the district or the portion
thereof in which any such other place is situate, as may be determined by the liquidator
with the approval of the Master.

(2)

The liquidator shall lodge a copy of the account with every magistrate, additional
magistrate or assistant magistrate in whose offices the account is to lie open for
inspection.

(3)

The liquidator shall give due notice in the Gazette of the places at which any such account
will lie open for inspection and shall in that notice state the period during which the
account will lie open for inspection and shall transmit by post or deliver a similar notice
to every creditor who has proved a claim against the company.
- 47 -

508

(4)

The magistrate shall cause to be affixed in some public place in or about his office a list
of all such accounts as have been lodged in his office, showing the respective periods
during which they will lie open for inspection, and shall upon the expiry of any such
period endorse on the account in question his certificate that the account has lain open at
his office for inspection in terms of this section and transmit the account to the Master.

407.

(1)

Objections to account

Any person having an interest in the company being wound up may, at any time before
the confirmation of an account, lodge with the Master an objection to such account stating
the reasons for the objection.

(2)

If the Master is of opinion that any such objection ought to be sustained, he shall direct
the liquidator to amend the account or give such other directions as he may think fit.

(3)

If in respect of any account the Master is of the opinion that any improper charge has
been made against the assets of a company or that the account is in any respect incorrect
and should be amended, he may, whether or not any objection to the account has been
lodged with him, direct the liquidator to amend the account, or he may give such other
directions as he may think fit.

(4)
(a)

The liquidator or any person aggrieved by any direction of the Master under this section,
or by the refusal of the Master to sustain an objection lodged thereunder, may within
fourteen days after the date of the Master’s direction and after notice to the liquidator
apply to the Court for an order setting aside the Master’s decision, and the Court may on
any such application confirm the account in question or make such order as it thinks fit.

(b)

If any such direction given by the Minister under this section affects the interests of a
person who has not lodged an objection with the Master, such account as amended shall
again lie open for inspection in the manner and with the notice as prescribed in section
406, unless the person affected consents in writing to the immediate confirmation of the
account.

408.

Confirmation of account
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When an account has lain open for inspection as prescribed in section 406 and -

(a)

no objection has been lodged; or

(b)

an objection has been lodged and the account has been amended in accordance with the
direction of the Master and has again lain open for inspection, if necessary, as in section
407(4)(b) prescribed, and no application has been made to the Court within the prescribed
time to set aside the Master’s decision; or

(c)

an objection has been lodged but has been withdrawn or has not been sustained and the
objector has not applied to the Court within the prescribed time,

the Master shall confirm the account and his confirmation shall have the effect of a final
judgment, save as against such persons as may be permitted by the Court to re-open the
account after such confirmation but before the liquidator commences with the
distribution.

409. Distribution of estate

(1)

Immediately after the confirmation of any account the liquidator shall proceed to
distribute the assets in accordance therewith or to collect from the creditors and
contributories liable to contribute thereunder the amounts for which they may
respectively be liable.

(2)

The liquidator shall give notice of the confirmation of the account in the Gazette and shall
in such notice state, according to the circumstances, that a dividend is being paid or that a
contribution is to be collected and that every creditor and contributory liable to contribute
is required to pay to the liquidator the amount for which he is liable and the address at
which the contribution is to be paid.

410.

(1)

Liquidator’s duty as to receipts and unpaid dividends

The liquidator shall without delay lodge with the Master the receipts for any dividends
paid or other proof of payment thereof.

(2)

If any dividend remains unpaid for a period of two months (or such longer period as the
Master may approve) after the confirmation of the relevant account, the liquidator shall
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immediately pay the amount to the Master for deposit in the Guardians’ Fund for the
account of the creditor or member concerned.

(3)
(a)

Any failure by a liquidator to furnish the Master within the said period of two months
with a proper receipt or other proof of payment in respect of any dividend which has not
been deposited as aforesaid, shall be prima facie evidence that such dividend has been
retained by him and has not been dealt with as prescribed in this section, and the Master
may thereafter institute proceedings against the liquidator under section 405.

(b)

The Court may at the hearing of such proceedings order the liquidator to pay any such
dividend which has not been paid or deposited and in addition to pay to the Master for the
benefit of the Consolidated Revenue Fund an amount equal to the amount of such
dividend.

(4)

Any creditor or member of a company entitled to any dividend may, if payment thereof is
delayed, after notice to the liquidator, apply to the Court for an order compelling the
liquidator to pay that dividend to such creditor or member.

411.

Payment of money deposited with Master

Any person claiming to be entitled to any money deposited with the Master by a
liquidator under the provisions of this Act may apply to the Master for payment thereof,
and the Master may, on a certificate by the liquidator or on other sufficient evidence that
the person claiming such payment is entitled thereto, pay the amount in question to the
person concerned.

PROVISIONS AS TO MEETINGS IN WINDING-UP

412.

(1)

Meetings of creditors and members and voting at meetings of creditors

In any winding-up of a company, meetings of creditors and members or contributories
shall, save as otherwise provided in this Act, be convened and held in the following
manner:

(a)

in the case of meetings of creditors, as nearly as may be in the manner prescribed for the
holding of meetings of creditors under the law relating to insolvency; and
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(b)

in the case of meetings of members or contributories, in the manner prescribed by
regulation.

(2)

The provisions of section 52 of the Insolvency Act, 1936 (Act No. 24 of 1936), shall
mutatis mutandis apply to the right of any creditor to vote at a meeting of creditors in a
winding-up of a company.

413.

Meetings to ascertain wishes of creditors and others

Where by this Act the Court is authorized, in relation to a winding-up, to have regard to
the wishes of creditors, members or contributories -

(a)

the value of the respective creditors’ claims and the voting rights of the various members
or contributories of the company in terms of its memorandum or articles shall also be
taken into consideration; and

(b)

the Court may, if it thinks fit, for the purpose of ascertaining the wishes of such creditors,
members or contributories direct meetings of the creditors, members or contributories to
be called, held and conducted in such manner as it directs, and may appoint a person to
act as chairman of any such meeting and to report the result thereof to the Court.

414.

(1)

Duty of directors and officers to attend meetings

In any winding-up of a company unable to pay its debts, every director and officer of the
company shall -

(a)

attend the first and second meetings of creditors of the company, including any such
meeting which is adjourned, unless the Master or the officer presiding or to preside at any
such meeting has, after consultation with the liquidator, authorized him in writing to
absent himself from that meeting;

(b)

attend any subsequent meeting or adjourned meeting of creditors of the company which
the liquidator has in writing required him to attend.

(2)

The Master or officer who is to preside at any meeting of creditors, may subpoena any
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(a)

who is known or on reasonable grounds believed to be or to have been in possession of
any property which belongs or belonged to the company or to be indebted to the
company, or who in the opinion of the Master or such other officer may be able to give
material information concerning the company or its affairs, in respect of any time before
or after the commencement of the winding-up, to appear at such meeting which has been
adjourned, for the purpose of being interrogated; or

(b)

who is known or on reasonable grounds believed to have in his possession or custody or
under his control any book or document containing any such information as is referred to
in paragraph (a), to produce that book or document or an extract therefrom at any such
meeting or adjourned meeting.

(3)

Any director or officer of a company who fails to comply with any provision of this
section, shall be guilty of an offence.

415.

(1)

Examination of directors and others at meetings

The Master or officer presiding at any meeting of creditors of a company which is being
wound up and is unable to pay its debts, may call and administer an oath to or accept an
affirmation from any director of the company or any other person present at the meeting
who was or might have been subpoenaed in terms of section 414(2)(a), and the Master or
such officer and any liquidator of the company and any creditor thereof who has proved a
claim against the company, or the agent of such liquidator or creditor, may interrogate the
director or person so called and sworn concerning all matters relating to the company or
its business or affairs in respect of any time, either before or after the commencement of
the winding-up, and concerning any property belonging to the company: Provided that the
Master or such officer shall disallow any question which is irrelevant or would in his
opinion prolong the interrogation unnecessarily.

(2)

In connection with the production of any book or document in compliance with a
subpoena issued under section 414(2)(b) or the interrogation of a person under subsection
(1) of this section, the law relating to privilege as applicable to a witness subpoenaed to
produce a book or document or give evidence in a magistrate’s court shall apply:
Provided that a banker at whose bank the company concerned keeps or at any time kept
an account, shall be obliged, if subpoenaed to do so under section 414(2)(b), to produce -
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(a)

any cheque in his possession which was drawn by the company within one year before
the commencement of the winding-up; or

(b)

if any cheque so drawn is not available, any record of the payment, the date of payment
and the amount of the cheque which may be available to him, or a copy of such record,
and shall, if called upon to do so, give any other information available to him in
connection with any such cheque or the account of the company.

(3)

No person interrogated under subsection (1) shall be entitled at such interrogation to
refuse to answer any question upon the ground that the answer would tend to incriminate
him or her and shall, if he or she does so refuse on that ground, be obliged to so answer at
the instance of the Master or officer presiding at such meeting: Provided that the Master
or officer presiding at such meeting may only oblige the person in question to so answer
after the Master or officer presiding at such meeting has consulted with the Director of
Public Prosecutions who has jurisdiction.
[Subs. (3) substituted by s. 10 of Act 55/2002]

(4)

The Master or officer presiding at any meeting aforesaid shall record or cause to be
recorded in the manner provided by the rules of court for the recording of evidence in a
civil case before a magistrate’s court the statement of any person giving evidence under
this section: Provided that if a person who may be required to give evidence under this
section, has made to the liquidator or his agent a statement which has been reduced to
writing, or has delivered a statement in writing to the liquidator or his agent, that
statement may be read by or read over to that person when he is called as a witness under
this section and, if then adhered to by him, shall be deemed to be evidence given under
this section.

(5)

An incriminating answer or information directly obtained, or incriminating evidence
directly derived from, an interrogation in terms of subsection (1) shall not be admissible
as evidence in criminal proceedings in a court of law against the person concerned or the
body corporate of which he or she is or was an officer, except in criminal proceedings
where the person concerned is charged with an offence relating to -

(a)

the administering or taking of an oath or the administering or making of an affirmation;

(b)

the giving of false evidence;
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(c)

the making of a false statement; or

(d)

a failure to answer lawful questions fully or satisfactorily.
[Subs. (5) substituted by s. 10 of Act 55/2002]

(6)

Any person called upon to give evidence under this section may be represented at his
interrogation by an attorney with or without counsel.

(7)

Any person other than a director or officer of the company concerned subpoenaed to
attend a meeting of creditors for the purpose of being interrogated under this section shall
be entitled to such witness fees, to be paid out of the funds of the company, as he would
be entitled to if he were a witness in civil proceedings in a magistrate’s court.

(8)

Any director or other officer of a company who is called upon to attend any meeting of
creditors held after the second meeting or an adjourned second meeting, shall be entitled
to an allowance out of the funds of the company to defray his necessary expenses in
connection with such attendance.

416.

(1)

Application of provisions of Insolvency Act, 1936

The provisions of sections 66, 67 and 68 of the Insolvency Act, 1936 (Act No. 24 of
1936), shall, in so far as they can be applied and are not inconsistent with the provisions
of this Act, mutatis mutandis apply in relation to -

(a)

any person who is in terms of section 414(1) of this Act required to attend any meeting of
a company being wound up and which is unable to pay its debts, as if such person were
an insolvent required to attend any meeting referred to in section 64 of the Insolvency
Act, 1936; and

(b)

any person subpoenaed in terms of section 414(2) of this Act to attend any meeting of the
creditors of such a company or to produce any book or document at any such meeting,

and the provisions of section 65 of the Insolvency Act, 1936, shall, in so far as they can
be applied and are not inconsistent with the provisions of this Act, mutatis mutandis apply
in relation to the production of any book or document or the interrogation of any person
under section 415 of this Act, as if such person had been subpoenaed to produce any book
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or document or were being interrogated under the said section 65 of the Insolvency Act,
1936.

(2)

In applying the said sections 66, 67 and 68 of the Insolvency Act, 1936, in terms of
subsection (1) of this section, any reference in any of the said sections or in section 64 or
65 of that Act -

(a)

to the estate of an insolvent, shall be construed as a reference to the estate of the company
concerned;

(b)

to the trustee of an insolvent estate, shall be construed as a reference to the liquidator of
such company;

(c)

to a meeting of the creditors of an insolvent, shall be construed as a reference to a meeting
of the creditors of such company;

(d)

to a creditor who has proved a claim against an insolvent estate, shall be construed as a
reference to a person who has proved a claim against such company;

(e)

to the business or affairs or property of an insolvent, shall be construed as a reference to
the business or affairs or property of such company;

(f)

to any person indebted to an insolvent estate, shall be construed as a reference to a person
indebted to such company;

(g)

to the sequestration of an insolvent estate, shall be construed as a reference to the
commencement of the winding-up of such company.

EXAMINATION OF PERSONS IN WINDING-UP

417.

(1)

Summoning and examination of persons as to affairs of company

In any winding-up of a company unable to pay its debts, the Master or the Court may, at
any time after a winding-up order has been made, summon before him or it any director
or officer of the company or person known or suspected to have in his possession any
property of the company or believed to be indebted to the company, or any person whom
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the Master or the Court deems capable of giving information concerning the trade,
dealings, affairs or property of the company.
[Subs. (1) substituted by s. 9 of Act 29/85]

(1A)

Any person summoned under subsection (1) may be represented at his attendance
before the Master or the Court by an attorney with or without counsel.
[Subs. (1A) inserted by s. 9 of Act 29/85]

(2)
(a)

The Master or the Court may examine any person summoned under subsection (1) on
oath or affirmation concerning any matter referred to in that subsection, either orally or
on written interrogatories, and may reduce his answers to writing and require him to sign
them.
[Para. (a) substituted by s. 9 of Act 29/85]

(b)

Any such person may be required to answer any question put to him or her at the
examination, notwithstanding that the answer might tend to incriminate him or her and
shall, if he or she does so refuse on that ground, be obliged to so answer at the instance of
the Master or the Court: Provided that the Master or the Court may only oblige the person
in question to so answer after the Master or the Court has consulted with the Director of
Public Prosecutions who has jurisdiction.
[Para. (b) substituted by s. 11 of Act 55/2002]

(c)

Any incriminating answer or information directly obtained, or incriminating evidence
directly derived from, an examination in terms of this section shall not be admissible as
evidence in criminal proceedings in a court of law against the person concerned or the
body corporate of which he or she is or was an officer, except in criminal proceedings
where the person concerned is charged with an offence relating to -

(i) the administering or taking of an oath or the administering or making of an affirmation;

(ii)

the giving of false evidence;

(iii)

the making of a false statement; or

(iv)

a failure to answer lawful questions fully and satisfactorily.
[Para. (c) added by s. 11 of Act 55/2002]
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(3)

The Master or the Court may require any such person to produce any books or papers in
his custody or under his control relating to the company but without prejudice to any lien
claimed with regard to any such books or papers, and the Court shall have power to
determine all questions relating to any such lien.
Subs. (3) substituted by s. 9 of Act 29/85]

(4)

If any person who has been duly summoned under subsection (1) and to whom a
reasonable sum for his expenses has been tendered, fails to attend before the Master or the
Court at the time appointed by the summons without lawful excuse made known to the
Master or the Court at the time of the sitting and accepted by the Master or the Court, the
Master or the Court may cause him to be apprehended and brought before him or it for
examination.
[Subs. (4) substituted by s. 9 of Act 29/85]

(5)

Any person summoned by the Master under subsection (1) shall be entitled to such
witness fees as he would have been entitled to if he were a witness in civil proceedings in
a magistrate’s court.
[Subs. (5) added by s. 9 of Act 29/85]

(6)

Any person who applies for an examination or enquiry in terms of this section or section
418 shall be liable for the payment of the costs and expenses incidental thereto, unless the
Master or the Court directs that the whole or any part of such costs and expenses shall be
paid out of the assets of the company concerned.
[Subs. (6) added by s. 9 of Act 29/85]

(7)

Any examination or enquiry under this section or section 418 and any application
therefore shall be private and confidential, unless the Master or the Court, either generally
or in respect of any particular person, directs otherwise.
[Subs. (7) added by s. 9 of Act 29/85]

418.

Examination by commissioners

(1)
(a)

Every magistrate and every other person appointed for the purpose by the Master or the
Court shall be a commissioner for the purpose of taking evidence or holding any enquiry
under this Act in connection with the winding-up of any company.
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(b)

The Master or the Court may refer the whole or any part of the examination of any
witness or of any enquiry under this Act to any such commissioner, whether or not he is
within the jurisdiction of the Court which issued the winding-up order.

(c)

The Master, if he has not himself been appointed under paragraph (a), the liquidator or
any creditor, member or contributory of the company may be represented at such an
examination or enquiry by an attorney, with or without counsel, who shall be entitled to
interrogate any witness: Provided that a commissioner shall disallow any question which
is irrelevant or would in his opinion prolong the interrogation unnecessarily.

(d)

The provisions of section 417(1A), (2)(b) and (5) shall apply mutatis mutandis in respect
of such an examination or enquiry.

(2)

A commissioner shall in any matter referred to him have the same powers of summoning
and examining witnesses and of requiring the production of documents, as the Master
who or the Court which appointed him, and, if the commissioner is a magistrate, of
punishing defaulting or recalcitrant witnesses, or causing defaulting witnesses to be
apprehended, and of determining questions relating to any lien with regard to documents,
as the Court referred to in section 417.

(3)

(a)

If a commissioner -

has been appointed by the Master, he shall, in such manner as the Master may direct,
report to the Master; or

(b)

has been appointed by the Court, he shall, in such manner as the Court may direct, report
to the Master and the Court,

on any examination or enquiry referred to him.

(4)

Any witness who has given evidence before the Master or the Court under section 417 or
before a commissioner under this section, shall be entitled, at his cost, to a copy of the
record of his evidence.

(5)

Any person who -
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(a)

has been duly summoned under this section by a commissioner who is not a magistrate
and who fails, without sufficient cause, to attend at the time and place specified in the
summons; or

(b)

has been duly summoned under section 417(1) by the Master or under this section by a
commissioner who is not a magistrate and who -

(i) fails, without sufficient cause, to remain in attendance until excused by the Master or
such commissioner, as the case may be, from further attendance;

(ii) refuses to be sworn or to affirm as a witness; or

(iii) fails, without sufficient cause -

(aa)

to answer fully and satisfactorily any question lawfully put to him in terms of
section 417(2) or this section; or

(bb)

to produce books or papers in his custody or under his control which he was
required to produce in terms of section 417(3) or this section,

shall be guilty of an offence.
[S. 418 substituted by s. 10 of Act 29/85]

DISSOLUTION OF COMPANIES AND OTHER BODIES CORPORATE

419.

(1)

Dissolution of companies and other bodies corporate

In any winding-up, when the affairs of a company have been completely wound up, the
Master shall transmit to the Registrar a certificate to that effect and send a copy thereof to
the liquidator.

(2)

The Registrar shall record the dissolution of the company and shall publish notice thereof
in the prescribed manner.
[Subs. (2) substituted by s. 49 of Act 24/2006]

(3)

The date of dissolution of the company shall be the date of recording referred to in
subsection (2).
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(4)

In the case of any other body corporate the certificate of the Master under subsection (1)
shall constitute its dissolution.

420.

Court may declare dissolution void

When a company has been dissolved, the Court may at any time on an application by the
liquidator of the company, or by any other person who appears to the Court to have an
interest, make an order, upon such terms as the Court thinks fit, declaring the dissolution
to have been void, and thereupon any proceedings may be taken against the company
might have been taken if the company had not been dissolved.
[S. 420 substituted by s. 10 of Act 84/80]

421. Registrar to keep a register of directors of dissolved companies

(1)

The Registrar shall establish and maintain a register of directors of companies which have
been dissolved and were unable to pay their debts, and cause to be entered therein, in
respect of each such director -

(a)

his full forenames and surname, and any former forenames and surname, his nationality,
if not South African, his occupation, his date of birth and his last known residential and
postal addresses;

(b)

the name of the company of which he was a director when such company was dissolved
for the reason that it was unable to pay its debts and, where more than one company was
dissolved at the same time, the names of those companies;

(c)

the date of his appointment as director;

(d)

the date of dissolution of the company or companies.

(2)

The liquidator shall, within fourteen days after the date of the certificate referred to in
section 419(1), send to the Registrar on a prescribed form, in duplicate, in respect of each
director of the company who was a director thereof at a date within two years before the
commencement of the winding-up, the particulars referred to in subsection (1) (a) to (d)
of this section, together with a statement as to which director, in his opinion was the
effective cause of the company being unable to pay its debts.
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(3)

The Registrar shall, under cover of a prescribed form, send to each director one copy of
the particulars furnished under subsection (2) in respect of that director, and where the
liquidator has in a statement furnished under the said subsection expressed any opinion as
to which director was the effective cause of the company being unable to pay its debts,
the Registrar shall at the same time send a copy of such statement to the director named
therein.

(4)

A director may, within one month of the date of the form referred to in subsection (3),
object, by affidavit or otherwise, to his name being entered in the register referred to in
subsection (1).

(5)

If after considering the objections made by or on behalf of a director or if a director fails
to object and the Registrar is of opinion that the name of the director should be entered in
the register, he shall inform such director accordingly.

(6)

The Registrar shall, on the expiration of one month after the date of his decision under
subsection (5) or, if an application under subsection (7) is then pending, after the
application has been disposed of and the Court has not ordered otherwise, enter the name
of the director in the register.

(7)

Any person aggrieved by the decision of the Registrar to make an entry or not to make an
entry in the register, shall be entitled, within one month of the date of such decision, to
apply to the Court for relief, and the Court shall have power to consider the merits of the
matter, to receive further evidence and to make any order it deems fit.

(8)

Any liquidator who fails to comply with the provisions of subsection (2), shall be guilty
of an offence.

(9)

The provisions of section 9 as to the inspection of documents kept by the Registrar and
extracts therefrom certified by the Registrar shall mutatis mutandis apply to the register to
be maintained by him under this section.

422.

(1)

Disposal of records of dissolved company

When any company has been wound up and is about to be dissolved, the books and
papers of the company and of the liquidator may be disposed of - 61 -
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(a)

in the case of a winding-up by the Court, in such way as the Master may direct;

(b)

in the case of a members’ voluntary winding-up, in such way as the company by special
resolution may direct;

(c)

in the case of a creditors’ voluntary winding-up, in such way as the creditors may direct.

(2)

After five years from the dissolution of the company, no responsibility shall rest on the
liquidator, or any person to whom the custody of the books and papers has been
committed, by reason of the same not being forthcoming to a person claiming to be
interested therein.

PERSONAL LIABILITY OF DELINQUENT DIRECTORS AND OTHERS AND OFFENCES

423.

(1)

Delinquent directors and others to restore property and to compensate the company

Where in the course of the winding-up or judicial management of a company it appears
that any person who has taken part in the formation or promotion of the company, or any
past or present director or any officer of the company has misapplied or retained or
become liable or accountable for any money or property of the company or has been
guilty of any breach of faith or trust in relation to the company the Court may, on the
application of the Master or of the liquidator or of any creditor or member or contributory
of the company, enquire into the conduct of the promotor, director or officer concerned
and may order him to repay or restore the money or property or any part thereof, with
interest at such rate as the Court thinks just, or to contribute such sum to the assets of the
company by way of compensation in respect of the misapplication, retention, breach of
faith or trust as the Court thinks just.
[Subs. (1) substituted by s. 28 of Act 111/76]

(2)

This section shall apply notwithstanding that the offence is one for which the offender
may be criminally responsible.

424.

(1)

Liability of directors and others for fraudulent conduct of business

When it appears, whether it be in a winding-up, judicial management or otherwise, that
any business of the company was or is being carried on recklessly or with intent to
- 62 -

523

defraud creditors of the company or creditors of any other person or for any fraudulent
purpose, the Court may, on the application of the Master, the liquidator, the judicial
manager, any creditor or member or contributory of the company, declare that any person
who was knowingly a party to the carrying on of the business in the manner aforesaid,
shall be personally responsible, without any limitation of liability, for all or any of the
debts or other liabilities of the company as the Court may direct.

(2)
(a)

Where the Court makes any such declaration, it may give such further directions as it
thinks proper for the purpose of giving effect to the declaration, and in particular may
make provision for making the liability of any such person under the declaration a charge
on any debt or obligation due from the company to him, or on any mortgage or charge or
any interest in any mortgage or charge on any assets of the company held by or vested in
him or any company or person on his behalf or any person claiming as assignee from or
through the person liable or any company or person acting on his behalf, and may from
time to time make such further orders as may be necessary for the purpose of enforcing
any charge imposed under this subsection.

(b)

For the purposes of this subsection, the expression “assignee” includes any person to
whom or in whose favour, by the directions of the person liable, the debt, obligation,
mortgage or charge was created, issued or transferred or the interest was created, but does
not include an assignee for valuable consideration given in good faith and without notice
of any of the matters on the ground of which the declaration is made.

(3)

Without prejudice to any other criminal liability incurred, where any business of a
company is carried on recklessly or with such intent or for such purpose as is mentioned
in subsection (1), every person who was knowingly a party to the carrying on of the
business in the manner aforesaid, shall be guilty of an offence.

(4)

The provisions of this section shall have effect notwithstanding that the person concerned
may be criminally liable in respect of the matters on the ground of which the declaration
is made.

425.

Application of criminal provisions of the law relating to insolvency

If any person who is or was a director or officer of a company in respect of which a
winding-up order has been granted, whether or not such order has been discharged or
- 63 -
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confirmed under the provisions of this Act, and which is or was unable to pay its debts,
has committed any act or made any omission in relation to any assets, books, records,
documents, business or the affairs of such company, which act or omission, if such act
had been committed or such omission had been made by a person whose estate was
sequestrated on the date upon which the winding-up of such company commenced, in
relation to his assets, books, documents, business or affairs, or those of his estate, would
have constituted an offence under the law relating to insolvency, such past or present
director or officer shall be guilty of such offence and liable on conviction to the penalties
provided therefor in the said law relating to insolvency, and all the provisions of the said
law relating to insolvency shall mutatis mutandis apply in respect of such act or omission,
the method of establishing the same, and such past or present director or officer charged
with the same.

426.

Private prosecution of directors and others

(1)

If it appears in the course of the winding-up of a company that any past or present
director, member or officer of the company has been guilty of an offence for which he is
criminally liable under this Act or, in relation to the company or the creditors of the
company, under the common law, the liquidator shall cause all the facts known to him
which appear to constitute the offence, to be laid before the Director of Public
Prosecutions concerned and, if the said Director of Public Prosecutions certifies that he
declines to prosecute, the liquidator may, subject to the provisions of section 386(3) and
(4), institute and conduct a private prosecution in respect of such offence.
[Subs. (1) amended by s. 5 of Act 20/2004]

(2)

The Court may, upon application by the liquidator, order the whole or any portion of the
costs and expenses incidental to such private prosecution to be paid out of the assets of
the company in priority to all other liabilities.

- 64 -

525

ANNEX C

526

CHAPTER 6
BUSINESS RESCUE AND COMPROMISE WITH CREDITORS
Part A
Business rescue proceedings
128.
129.
130.
131.
132.
133.
134.
135.
136.
137.

Application and definitions applicable only to Chapter
Company resolution to begin business rescue proceedings
Objections to company resolution
Court order to begin business rescue proceedings
Duration of business rescue proceedings
General moratorium on legal proceedings against company
Protection of property interests
Post-commencement finance
Effect of business rescue on employees and contracts
Effect on shareholders and directors

Part B
Practitioner’s functions and terms of appointment
138.
139.
140.
141.
142.
143.

Qualifications of practitioners
Removal and replacement of practitioner
General powers and duties of practitioner
Investigation of affairs of company
Directors of company to co-operate with and assist practitioner
Remuneration of practitioner

Part C
Rights of affected persons during business rescue proceedings
144.
145.
146.
147.
148.
149.

Rights of employees
Participation by creditors
Participation by holders of company’s securities
First meeting of creditors
First meeting of employees’ representatives
Functions, duties and membership of committees of affected persons

Part D
Development and approval of business rescue plan
150.
151.
152.
153.
154.

Proposal of business rescue plan
Meeting to determine future of company
Consideration of business rescue plan
Failure to adopt business rescue plan
Discharge of debts and claims

Part E
Compromise with creditors
155.

Compromise between company and creditors

527

CHAPTER 6

BUSINESS RESCUE AND COMPROMISE WITH CREDITORS

Part A
[Heading of Part renamed to Part A by s. 80 of Act 3/2011]

Business rescue proceedings

128.

Application and definitions applicable to Chapter

(1)

In this Chapter-

(a)

“affected person”, in relation to a company, means-

(i)

a shareholder or creditor of the company;

(ii)

any registered trade union representing employees of the company; and

(iii) if any of the employees of the company are not represented by a registered
trade union, each of those employees or their respective representatives;

(b)

“business rescue” means proceedings to facilitate the rehabilitation of a company
that is financially distressed by providing for-
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(i)

the temporary supervision of the company, and of the management of its
affairs, business and property;

(ii)

a temporary moratorium on the rights of claimants against the company or in
respect of property in its possession; and

(iii)

the development and implementation, if approved, of a plan to rescue the
company by restructuring its affairs, business, property, debt and other
liabilities, and equity in a manner that maximises the likelihood of the
company continuing in existence on a solvent basis or, if it is not possible for
the company to so continue in existence, results in a better return for the
company’s creditors or shareholders than would result from the immediate
liquidation of the company;

(c)

“business rescue plan” means a plan contemplated in section 150;

(d)

“business rescue practitioner” means a person appointed, or two or more persons
appointed jointly, in terms of this Chapter to oversee a company during business
rescue proceedings and ‘practitioner’ has a corresponding meaning;

(e)

“court”, depending on the context, means either-

(i)

the High Court that has jurisdiction over the matter; or

(ii)

either-

(aa)

a designated judge of the High Court that has jurisdiction over the
matter, if the Judge President has designated any judges in terms of
subsection (3); or

(bb)

a judge of the High Court that has jurisdiction over the matter, as
assigned by the Judge President to hear the particular matter, if the
-3-
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Judge President has not designated any judges in terms of subsection
(3);

(f)

“financially distressed”, in reference to a particular company at any particular time,
means that-

(i)

it appears to be reasonably unlikely that the company will be able to pay all of
its debts as they become due and payable within the immediately ensuing six
months; or
[Subpara. (i) substituted by s. 81 of Act 3/2011]

(ii)

(g)

it appears to be reasonably likely that the company will become insolvent
within the immediately ensuing six months;

“independent creditor” means a person who-

(i)

is a creditor of the company, including an employee of the company who is a
creditor in terms of section 144(2); and

(ii)

is not related to the company, a director, or the practitioner, subject to
subsection (2);

(h)

“rescuing the company” means achieving the goals set out in the definition of
“business rescue” in paragraph (b);

(i)

“supervision” means the oversight imposed on a company during its business rescue
proceedings; and

(j)

“voting interest” means an interest as recognised, appraised and valued in terms of
section 145(4) to (6).
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(2)

For the purpose of subsection (1)(g), an employee of a company is not related to that
company solely as a result of being a member of a trade union that holds securities of
that company.
[Subs. (2) substituted by s. 81 of Act 3/2011]

(3)

For the purposes contemplated in subsection (1)(e) or in any other law, the Judge
President of a High Court may designate any judge of that court generally as a
specialist to determine issues relating to commercial matters, commercial insolvencies
and business rescue.

129.

Company resolution to begin business rescue proceedings

(1)

Subject to subsection (2)(a), the board of a company may resolve that the company
voluntarily begin business rescue proceedings and place the company under
supervision, if the board has reasonable grounds to believe that-

(a)

the company is financially distressed; and

(b)

there appears to be a reasonable prospect of rescuing the company.

(2)

A resolution contemplated in subsection (1)-

(a)

may not be adopted if liquidation proceedings have been initiated by or against the
company; and

(b)

has no force or effect until it has been filed.
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(3)

Within five business days after a company has adopted and filed a resolution, as
contemplated in subsection (1), or such longer time as the Commission, on application
by the company, may allow, the company must-

(a)

publish a notice of the resolution, and its effective date, in the prescribed manner to
every affected person, including with the notice a sworn statement of the facts
relevant to the grounds on which the board resolution was founded; and

(b)

appoint a business rescue practitioner who satisfies the requirements of section 138,
and who has consented in writing to accept the appointment.

(4)

After appointing a practitioner as required by subsection (3)(b), a company must-

(a)

file a notice of the appointment of a practitioner within two business days after
making the appointment; and

(b)

publish a copy of the notice of appointment to each affected person within five
business days after the notice was filed.

(5)

If a company fails to comply with any provision of subsection (3) or (4)-

(a)

its resolution to begin business rescue proceedings and place the company under
supervision lapses and is a nullity; and

(b)

the company may not file a further resolution contemplated in subsection (1) for a
period of three months after the date on which the lapsed resolution was adopted,
unless a court, on good cause shown on an ex parte application, approves the
company filing a further resolution.

(6)

A company that has adopted a resolution contemplated in this section may not adopt a
resolution to begin liquidation proceedings, unless the resolution has lapsed in terms
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of subsection (5), or until the business rescue proceedings have ended as determined
in accordance with section 132(2).

(7)

If the board of a company has reasonable grounds to believe that the company is
financially distressed, but the board has not adopted a resolution contemplated in this
section, the board must deliver a written notice to each affected person, setting out the
criteria referred to in section 128(1)(f) that are applicable to the company, and its
reasons for not adopting a resolution contemplated in this section.
[Subs. (7) substituted by s. 82 of Act 3/2011]

130.

Objections to company resolution

(1)

Subject to subsection (2), at any time after the adoption of a resolution in terms of
section 129, until the adoption of a business rescue plan in terms of section 152, an
affected person may apply to a court for an order-

(a)

setting aside the resolution, on the grounds that-

(b)

(i)

there is no reasonable basis for believing that the company is financially
distressed;

(ii)

there is no reasonable prospect for rescuing the company; or

(iii)

the company has failed to satisfy the procedural requirements set out in section
129;

setting aside the appointment of the practitioner, on the grounds that the practitioner-

(i)

does not satisfy the requirements of section 138;

-72045864_1.DOCX

533

(ii)

is not independent of the company or its management; or

(iii)

lacks the necessary skills, having regard to the company’s circumstances; or

(c)

requiring the practitioner to provide security in an amount and on terms and
conditions that the court considers necessary to secure the interests of the company
and any affected persons.

(2)

An affected person who, as a director of a company, voted in favour of a resolution
contemplated in section 129 may not apply to a court in terms of-

(a)

subsection (1)(a) to set aside that resolution; or

(b)

subsection (1)(b) to set aside the appointment of the practitioner appointed by the
company,

unless that person satisfies the court that the person, in supporting the resolution,
acted in good faith on the basis of information that has subsequently been found to be
false or misleading.

(3)

An applicant in terms of subsection (1) must-

(a)

serve a copy of the application on the company and the Commission; and

(b)

notify each affected person of the application in the prescribed manner.

(4)

Each affected person has a right to participate in the hearing of an application in terms
of this section.
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(5)

When considering an application in terms of subsection (1)(a) to set aside the
company’s resolution, the court may-

(a)

set aside the resolution-

(b)

(i)

on any grounds set out in subsection (1); or

(ii)

if, having regard to all of the evidence, the court considers that it is otherwise
just and equitable to do so;

afford the practitioner sufficient time to form an opinion whether or not-

(i)

the company appears to be financially distressed; or

(ii)

there is a reasonable prospect of rescuing the company,

and after receiving a report from the practitioner, may set aside the company’s
resolution if the court concludes that the company is not financially distressed, or
there is no reasonable prospect of rescuing the company; and

(c)

if it makes an order under paragraph (a) or (b) setting aside the company’s resolution,
may make any further necessary and appropriate order, including-

(i)

an order placing the company under liquidation; or

(ii)

if the court has found that there were no reasonable grounds for believing that
the company would be unlikely to pay all of its debts as they became due and
payable, an order of costs against any director who voted in favour of the
resolution to commence business rescue proceedings, unless the court is
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satisfied that the director acted in good faith and on the basis of information
that the director was entitled to rely upon in terms of section 76(4) and (5).

(6)

If, after considering an application in terms of subsection (1)(b), the court makes an
order setting aside the appointment of a practitioner-

(a)

the court must appoint an alternate practitioner who satisfies the requirements of
section 138, recommended by, or acceptable to, the holders of a majority of the
independent creditors’ voting interests who were represented in the hearing before the
court; and

(b)

the provisions of subsection (5)(b), if relevant, apply to the practitioner appointed in
terms of paragraph (a).

131.

Court order to begin business rescue proceedings

(1)

Unless a company has adopted a resolution contemplated in section 129, an affected
person may apply to a court at any time for an order placing the company under
supervision and commencing business rescue proceedings.

(2)

An applicant in terms of subsection (1) must-

(a)

serve a copy of the application on the company and the Commission; and

(b)

notify each affected person of the application in the prescribed manner.

(3)

Each affected person has a right to participate in the hearing of an application in terms
of this section.

(4)

After considering an application in terms of subsection (1), the court may- 10 -
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(a)

make an order placing the company under supervision and commencing business
rescue proceedings, if the court is satisfied that-

(i)

the company is financially distressed;

(ii)

the company has failed to pay over any amount in terms of an obligation under
or in terms of a public regulation, or contract, with respect to employmentrelated matters; or

(iii)

it is otherwise just and equitable to do so for financial reasons,

and there is a reasonable prospect for rescuing the company; or

(b)

dismissing the application, together with any further necessary and appropriate order,
including an order placing the company under liquidation.

(5)

If the court makes an order in terms of subsection (4)(a), the court may make a further
order appointing as interim practitioner a person who satisfies the requirements of
section 138, and who has been nominated by the affected person who applied in terms
of subsection (1), subject to ratification by the holders of a majority of the
independent creditors’ voting interests at the first meeting of creditors, as
contemplated in section 147.

(6)

If liquidation proceedings have already been commenced by or against the company
at the time an application is made in terms of subsection (1), the application will
suspend those liquidation proceedings until-

(a)

the court has adjudicated upon the application; or

(b)

the business rescue proceedings end, if the court makes the order applied for.
- 11 -
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(7)

In addition to the powers of a court on an application contemplated in this section, a
court may make an order contemplated in subsection (4), or (5) if applicable, at any
time during the course of any liquidation proceedings or proceedings to enforce any
security against the company.

(8)

A company that has been placed under supervision in terms of this section-

(a)

may not adopt a resolution placing itself in liquidation until the business rescue
proceedings have ended as determined in accordance with section 132(2); and

(b)

must notify each affected person of the order within five business days after the date
of the order.

132.

Duration of business rescue proceedings

(1)

Business rescue proceedings begin when-

(a)

the company-

(b)

(i)

files a resolution to place itself under supervision in terms of section 129(3);
or

(ii)

applies to the court for consent to file a resolution in terms of section
129(5)(b);

an affected person applies to the court for an order placing the company under
supervision in terms of section 131(1); or
[Para. (b) substituted by s. 83 of Act 3/2011]
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(c)

a court makes an order placing a company under supervision during the course of
liquidation proceedings, or proceedings to enforce a security interest, as contemplated
in section 131(7).
[Para. (c) substituted by s. 83 of Act 3/2011]

(2)

Business rescue proceedings end when-

(a)

the court-

(i)

sets aside the resolution or order that began those proceedings; or

(ii)

has converted the proceedings to liquidation proceedings;

(b)

the practitioner has filed with the Commission a notice of the termination of business
rescue proceedings; or

(c)

a business rescue plan has been-

(3)

(i)

proposed and rejected in terms of Part D of this Chapter, and no affected
person has acted to extend the proceedings in any manner contemplated in
section 153; or

(ii)

adopted in terms of Part D of this Chapter, and the practitioner has
subsequently filed a notice of substantial implementation of that plan.

If a company’s business rescue proceedings have not ended within three months after
the start of those proceedings, or such longer time as the court, on application by the
practitioner, may allow, the practitioner must-
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(a)

prepare a report on the progress of the business rescue proceedings, and update it at
the end of each subsequent month until the end of those proceedings; and

(b)

deliver the report and each update in the prescribed manner to each affected person,
and to the-

(i)

court, if the proceedings have been the subject of a court order; or

(ii)

Commission, in any other case.

133.

General moratorium on legal proceedings against company

(1)

During business rescue proceedings, no legal proceeding, including enforcement
action, against the company, or in relation to any property belonging to the company,
or lawfully in its possession, may be commenced or proceeded with in any forum,
except-

(a)

with the written consent of the practitioner;

(b)

with the leave of the court and in accordance with any terms the court considers
suitable;

(c)

as a set-off against any claim made by the company in any legal proceedings,
irrespective of whether those proceedings commenced before or after the business
rescue proceedings began;
[Para. (c) substituted by s. 84 of Act 3/2011]

(d)

criminal proceedings against the company or any of its directors or officers;
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[Para. (d) substituted by s. 84 of Act 3/2011]

(e)

proceedings concerning any property or right over which the company exercises the
powers of a trustee; or
[Para. (e) substituted by s. 84 of Act 3/2011]

(f)

proceedings by a regulatory authority in the execution of its duties after written
notification to the business rescue practitioner.
[Para. (f) inserted by s. 84 of Act 3/2011]

(2)

During business rescue proceedings, a guarantee or surety by a company in favour of
any other person may not be enforced by any person against the company except with
leave of the court and in accordance with any terms the court considers just and
equitable in the circumstances.

(3)

If any right to commence proceedings or otherwise assert a claim against a company
is subject to a time limit, the measurement of that time must be suspended during the
company’s business rescue proceedings.

134.

Protection of property interests

(1)

Subject to subsections (2) and (3), during a company’s business rescue proceedings-

(a)

the company may dispose, or agree to dispose, of property only-

(i)

in the ordinary course of its business;

(ii)

in a bona fide transaction at arm’s length for fair value approved in advance
and in writing by the practitioner; or
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(iii)

in a transaction contemplated within, and undertaken as part of the
implementation of, a business rescue plan that has been approved in terms of
section 152;

(b)

any person who, as a result of an agreement made in the ordinary course of the
company’s business before the business rescue proceedings began, is in lawful
possession of any property owned by the company may continue to exercise any right
in respect of that property as contemplated in that agreement, subject to section 136;
and

(c)

despite any provision of an agreement to the contrary, no person may exercise any
right in respect of any property in the lawful possession of the company, irrespective
of whether the property is owned by the company, except to the extent that the
practitioner consents in writing.
[Para. (c) substituted by s. 85 of Act 3/2011]
[Subs. numbered as subs. (1) by s. 85 of Act 3/2011]

(2)

The practitioner may not unreasonably withhold consent in terms of subsection (1)(c),
having regard to-

(a)

the purposes of this Chapter;

(b)

the circumstances of the company; and

(c)

the nature of the property, and the rights claimed in respect of it.

(3)

If, during a company’s business rescue proceedings, the company wishes to dispose of
any property over which another person has any security or title interest, the company
must-
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(a)

obtain the prior consent of that other person, unless the proceeds of the disposal
would be sufficient to fully discharge the indebtedness protected by that person’s
security or title interest; and

(b)

promptly-

(i)

pay to that other person the sale proceeds attributable to that property up to the
amount of the company’s indebtedness to that other person; or

(ii)

provide security for the amount of those proceeds, to the reasonable
satisfaction of that other person.

135.

Post-commencement finance

(1)

To the extent that any remuneration, reimbursement for expenses or other amount of
money relating to employment becomes due and payable by a company to an
employee during the company’s business rescue proceedings, but is not paid to the
employee-

(a)

the money is regarded to be post-commencement financing; and

(b)

will be paid in the order of preference set out in subsection (3)(a).

(2)

During its business rescue proceedings, the company may obtain financing other than
as contemplated is subsection (1), and any such financing-

(a)

may be secured to the lender by utilising any asset of the company to the extent that it
is not otherwise encumbered; and

(b)

will be paid in the order of preference set out in subsection (3)(b).
- 17 -
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(3)

After payment of the practitioner’s remuneration and expenses referred to in section
143, and other claims arising out of the costs of the business rescue proceedings, all
claims contemplated [Words preceding para. (a) substituted by s. 86 of Act 3/2011]

(a)

in subsection (1) will be treated equally, but will have preference over-

(i)

all claims contemplated in subsection (2), irrespective of whether or not they
are secured; and

[Subpara. (i) substituted by s. 86 of Act 3/2011]

(ii)

all unsecured claims against the company; or

(b)

in subsection (2) will have preference in the order in which they were incurred over
all unsecured claims against the company.

(4)

If business rescue proceedings are superseded by a liquidation order, the preference
conferred in terms of this section will remain in force, except to the extent of any
claims arising out of the costs of liquidation.

136.

Effect of business rescue on employees and contracts

(1)

Despite any provision of an agreement to the contrary-

(a)

during a company’s business rescue proceedings, employees of the company
immediately before the beginning of those proceedings continue to be so employed on
the same terms and conditions, except to the extent that[Words preceding para. (ii) amended by s. 87 of Act 3/2011]
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(i)

changes occur in the ordinary course of attrition; or

(ii)

the employees and the company, in accordance with applicable labour laws,
agree different terms and conditions; and

(b)

any retrenchment of any such employees contemplated in the company’s business
rescue plan is subject to section 189 and 189A of the Labour Relations Act, 1995 (Act
No. 66 of 1995), and other applicable employment related legislation.

(2)

Subject to subsection (2A), and despite any provision of an agreement to the contrary,
during business rescue proceedings, the practitioner may -

(a)

entirely, partially or conditionally suspend, for the duration of the business rescue
proceedings, any obligation of the company that -

(b)

(i)

arises under an agreement to which the company was a party at the
commencement of the business rescue proceedings; and

(ii)

would otherwise become due during those proceedings; or

apply urgently to a court to entirely, partially or conditionally cancel, on any terms
that are just and reasonable in the circumstances, any obligation of the company
contemplated in paragraph (a).
[Subs. (2) substituted by s. 87 of Act 3/2011]

(2A) When acting in terms of subsection (2) -

(a)

a business rescue practitioner must not suspend any provision of -
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(b)

(c)

(i)

an employment contract; or

(ii)

an agreement to which section 35A or 35B of the Insolvency Act, 1936 (Act
No. 24 or 1936), would have applied had the company been liquidated;

a court may not cancel any provision of -

(i)

an employment contract, except as contemplated in subsection (1);

(ii)

an agreement to which section 35A or 35B of the Insolvency Act, (Act No. 24
of 1936), would have applied had the company been liquidated; and

if a business practitioner suspends a provision of an agreement relating to security
granted by the company, that provision nevertheless continues to apply for the
purpose of section 134, with respect to any proposed disposal of property by the
company.
[Subs. (2A) inserted by s. 87 of Act 3/2011]

(3)

Any party to an agreement that has been suspended or cancelled, or any provision
which has been suspended or cancelled, in terms of subsection (2), may assert a claim
against the company only for damages.

(4)

If liquidation proceedings have been converted into business rescue proceedings, the
liquidator is a creditor of the company to the extent of any outstanding claim by the
liquidator for any remuneration due for work performed, or compensation for
expenses incurred, before the business rescue proceedings began.

137.

Effect on shareholders and directors
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(1)

During business rescue proceedings an alteration in the classification or status of any
issued securities of a company, other than by way of a transfer of securities in the
ordinary course of business, is invalid except to the extent-

(a)

that the court otherwise directs; or

(b)

contemplated in an approved business rescue plan.

(2)

During a company’s business rescue proceedings, each director of the company-

(a)

must continue to exercise the functions of director, subject to the authority of the
practitioner;

(b)

has a duty to the company to exercise any management function within the company
in accordance with the express instructions or direction of the practitioner, to the
extent that it is reasonable to do so;

(c)

remains bound by the requirements of section 75 concerning personal financial
interests of the director or a related person; and

(d)

to the extent that the director acts in accordance with paragraphs (b) and (c), is
relieved from the duties of a director as set out in section 76, and the liabilities set out
in section 77, other than section 77(3)(a), (b) and (c).

(3)

During a company’s business rescue proceedings, each director of the company must
attend to the requests of the practitioner at all times, and provide the practitioner with
any information about the company’s affairs as may reasonably be required.

(4)

If, during a company’s business rescue proceedings, the board, or one or more
directors of the company, purports to take any action on behalf of the company that
requires the approval of the practitioner, that action is void unless approved by the
practitioner.
- 21 -

2045864_1.DOCX

547

(5)

At any time during the business rescue proceedings, the practitioner may apply to a
court for an order removing a director from office on the grounds that the director
has-

(a)

failed to comply with a requirement of this Chapter; or

(b)

by act or omission, has impeded, or is impeding-

(6)

(i)

the practitioner in the performance of the powers and functions of practitioner;

(ii)

the management of the company by the practitioner; or

(iii)

the development or implementation of a business rescue plan in accordance
with this Chapter.

Subsection (5) is in addition to any right of a person to apply to a court for an order
contemplated in section 162.

Part B

Practitioner’s functions and terms of appointment

138.

Qualifications of practitioners

(1)

A person may be appointed as the business rescue practitioner of a company only if
the person -
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(a)

is a member in good standing of a legal, accounting or business management
profession accredited by the Commission;
[Editor’s note: The Afrikaans version has an “or” at the end of para. (a), whereas in
the English version this word has been omitted]

(b)

has been licensed as such by the Commission in terms of subsection (2);

(c)

is not subject to an order of probation in terms of section 162(7);

(d)

would not be disqualified from acting as a director of the company in terms of section
69(8);

(e)

does not have any other relationship with the company such as would lead a
reasonable and informed third party to conclude that the integrity, impartiality or
objectivity of that person is compromised by that relationship; and

(f)

is not related to a person who has a relationship contemplated in paragraph (d).

(2)

For the purposes of subsection (1)(a)(ii), the Commission may license any qualified
person to practice in terms of this Chapter and may suspend or withdraw any such
licence in the prescribed manner.

(3)

The Minister may make regulations prescribing -

(a)

standards and procedures to be followed by the Commission in carrying out its
licencing functions and powers in terms of this section; and

(b)

minimum qualifications for a person to practice as a business rescue practitioner,
including different minimum qualifications for different categories of companies.
[S. 138 substituted by s. 88 of Act 3/2011]
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139.

Removal and replacement of practitioner

(1)

A practitioner may be removed only-

(a)

by a court order in terms of section 130; or

(b)

as provided for in this section.

(2)

Upon request of an affected person, or on its own motion, the court may remove a
practitioner from office on any of the following grounds:

(a)

Incompetence or failure to perform the duties of a business rescue practitioner of the
particular company;
[Para. (2) substituted by s. 89 of Act 3/2011]

(b)

failure to exercise the proper degree of care in the performance of the practitioner’s
functions;

(c)

engaging in illegal acts or conduct;

(d)

if the practitioner no longer satisfies the requirements set out in section 138(1);

(e)

conflict of interest or lack of independence; or

(f)

the practitioner is incapacitated and unable to perform the functions of that office, and
is unlikely to regain that capacity within a reasonable time.
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(3)

The company, or the creditor who nominated the practitioner, as the case may be,
must appoint a new practitioner if a practitioner dies, resigns or is removed from
office, subject to the right of an affected person to bring a fresh application in terms of
section 130(1)(b) to set aside that new appointment.

140.

General powers and duties of practitioners

(1)

During a company’s business rescue proceedings, the practitioner, in addition to any
other powers and duties set out in this Chapter-

(a)

has full management control of the company in substitution for its board and preexisting management;

(b)

may delegate any power or function of the practitioner to a person who was part of the
board or pre-existing management of the company;

(c)

may-

(d)

(i)

remove from office any person who forms part of the pre-existing
management of the company; or

(ii)

appoint a person as part of the management of a company, whether to fill a
vacancy or not, subject to subsection (2); and

is responsible to-

(i)

develop a business rescue plan to be considered by affected persons, in
accordance with Part D of this Chapter; and
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(ii)

(1A)

implement any business rescue plan that has been adopted in accordance with
Part D of this Chapter.

The practitioner must, as soon as practicable after appointment, inform all relevant
regulatory authorities having authority in respect of the activities of the company, of
the fact that the company has been placed under business rescue proceedings and of
his or her appointment.

[Subs. (1A) inserted by s. 90 of Act 3/2011]

(2)

Except with the approval of the court on application by the practitioner, a practitioner
may not appoint a person as part of the management of the company, or an advisor to
the company or to the practitioner, if that person-

(a)

has any other relationship with the company such as would lead a reasonable and
informed third party to conclude that the integrity, impartiality or objectivity of that
person is compromised by that relationship; or

(b)

is related to a person who has a relationship contemplated in paragraph (a).

(3)

During a company’s business rescue proceedings, the practitioner-

(a)

is an officer of the court, and must report to the court in accordance with any
applicable rules of, or orders made by, the court;

(b)

has the responsibilities, duties and liabilities of a director of the company, as set out in
sections 75 to 77; and

(c)

other than as contemplated in paragraph (b)-

(i)

is not liable for any act or omission in good faith in the course of the exercise
of the powers and performance of the functions of practitioner; but
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(ii)

may be held liable in accordance with any relevant law for the consequences
of any act or omission amounting to gross negligence in the exercise of the
powers and performance of the functions of practitioner.

(4)

If the business rescue process concludes with an order placing the company in
liquidation, any person who has acted as practitioner during the business rescue
process may not be appointed as liquidator of the company.

141.

Investigation of affairs of company

(1)

As soon as practicable after being appointed, a practitioner must investigate the
company’s affairs, business, property, and financial situation, and after having done
so, consider whether there is any reasonable prospect of the company being rescued.

(2)

If, at any time during business rescue proceedings, the practitioner concludes that-

(a)

there is no reasonable prospect for the company to be rescued, the practitioner must-

(b)

(i)

so inform the court, the company, and all affected persons in the prescribed
manner; and

(ii)

apply to the court for an order discontinuing the business rescue proceedings
and placing the company into liquidation;

there no longer are reasonable grounds to believe that the company is financially
distressed, the practitioner must so inform the court, the company, and all affected
persons in the prescribed manner, and-
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(c)

(i)

if the business rescue process was confirmed by a court order in terms of
section 130, or initiated by an application to the court in terms of section 131,
apply to a court for an order terminating the business rescue proceedings; or

(ii)

otherwise, file a notice of termination of the business rescue proceedings; or

there is evidence, in the dealings of the company before the business rescue
proceedings began, of-

(i)

voidable transactions, or the failure by the company or any director to perform
any material obligation relating to the company, the practitioner must take any
necessary steps to rectify the matter and may direct the management to take
appropriate steps.

[Subpara. (i) substituted by s. 91 of Act 3/2011]

(ii)

reckless trading, fraud or other contravention of any law relating to the
company, the practitioner must-

(aa)

forward the evidence to the appropriate authority for further
investigation and possible prosecution; and

(bb)

direct the management to take any necessary steps to rectify the matter,
including recovering any misappropriated assets of the company.

(3)

A court to which an application has been made in terms of subsection (2)(a)(ii) may
make the order applied for, or any other order that the court considers appropriate in
the circumstances.

142.

Directors of company to co-operate with and assist practitioner
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(1)

As soon as practicable after business rescue proceedings begin, each director of a
company must deliver to the practitioner all books and records that relate to the affairs
of the company and are in the director’s possession.

(2)

Any director of a company who knows where other books and records relating to the
company are being kept, must inform the practitioner as to the whereabouts of those
books and records.

(3)

Within five business days after business rescue proceedings begin, or such longer
period as the practitioner allows, the directors of a company must provide the
practitioner with a statement of affairs containing, at a minimum, particulars of the
following:

(a)

Any material transactions involving the company or the assets of the company, and
occurring within 12 months immediately before the business rescue proceedings
began;
[Para. (a) substituted by s. 92 of Act 3/2011]

(b)

any court, arbitration or administrative proceedings, including pending enforcement
proceedings, involving the company;
[Para. (b) substituted by s. 92 of Act 3/2011]

(c)

the assets and liabilities of the company, and its income and disbursements within the
immediately preceding 12 months;

(d)

the number of employees, and any collective agreements or other agreements relating
to the rights of employees;

(e)

any debtors and their obligations to the company; and

(f)

any creditors and their rights or claims against the company.
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(4)

No person is entitled, as against the practitioner of a company, to retain possession of
any books or records of the company, or to claim or enforce a lien over any such
books or records, unless such books or records are in the lawful possession of such
person and he or she has made copies available to the practitioner or has afforded the
practitioner a reasonable opportunity to inspect the books or records concerned..
[Subs. (4) substituted by s. 92 of Act 3/2011]

143.

Remuneration of practitioner

(1)

The practitioner is entitled to charge an amount to the company for the remuneration
and expenses of the practitioner in accordance with the tariff prescribed in terms of
subsection (6).

(2)

The practitioner may propose an agreement with the company providing for further
remuneration, additional to that contemplated in subsection (1), to be calculated on
the basis of a contingency related to-

(a)

the adoption of a business rescue plan at all, or within a particular time, or the
inclusion of any particular matter within such a plan; or

(b)

the attainment of any particular result or combination of results relating to the
business rescue proceedings.

(3)

Subject to subsection (4), an agreement contemplated in subsection (2) is final and
binding on the company if it is approved by-

(a)

the holders of a majority of the creditors’ voting interests, as determined in
accordance with section 145(4) to (6), present and voting at a meeting called for the
purpose of considering the proposed agreement; and
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(b)

the holders of a majority of the voting rights attached to any shares of the company
that entitle the shareholder to a portion of the residual value of the company on
winding-up, present and voting at a meeting called for the purpose of considering the
proposed agreement.

(4)

A creditor or shareholder who voted against a proposal contemplated in this section
may apply to a court within 10 business days after the date of voting on that proposal,
for an order setting aside the agreement on the grounds that-

(a)

the agreement is not just and equitable; or

(b)

the remuneration provided for in the agreement is unreasonable having regard to the
financial circumstances of the company.
[Para. (b) substituted by s. 93 of Act 3/2011]

(5)

To the extent that the practitioner’s remuneration and expenses are not fully paid, the
practitioner’s claim for those amounts will rank in priority before the claims of all
other secured and unsecured creditors.

(6)

The Minister may make regulations prescribing a tariff of fees and expenses for the
purpose of subsection (1).

Part C

Rights of affected persons during business rescue proceedings

144.

Rights of employees

(1)

During a company’s business rescue proceedings any employees of the company who
are-
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(a)

represented by a registered trade union may exercise any rights set out in this Chapter-

(i)

collectively through their trade union; and

(ii)

in accordance with applicable labour law; or

(b)

not represented by a registered trade union may elect to exercise any rights set out in
this Chapter either directly, or by proxy through an employee organisation or
representative.

(2)

To the extent that any remuneration, reimbursement for expenses or other amount of
money relating to employment became due and payable by a company to an employee
at any time before the beginning of the company’s business rescue proceedings, and
had not been paid to that employee immediately before the beginning of those
proceedings, the employee is a preferred unsecured creditor of the company for the
purposes of this Chapter.

(3)

During a company’s business rescue process, every registered trade union
representing any employees of the company, and any employee who is not so
represented, is entitled to-

(a)

notice, which must be given in the prescribed manner and form to employees at their
workplace, and served at the head office of the relevant trade union, of each court
proceeding, decision, meeting or other relevant event concerning the business rescue
proceedings;
[Para. (a) substituted by s. 94 of Act 3/2011]

(b)

participate in any court proceedings arising during the business rescue proceedings;

(c)

form a committee of employees’ representatives;
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(d)

be consulted by the practitioner during the development of the business rescue plan,
and afforded sufficient opportunity to review any such plan and prepare a submission
contemplated in section 152(1)(c);

(e)

be present and make a submission to the meeting of the holders of voting interests
before a vote is taken on any proposed business rescue plan, as contemplated in
section 152(1)(c);

(f)

vote with creditors on a motion to approve a proposed business plan, to the extent that
the employee is a creditor, as contemplated in subsection (2); and
[Para. (f) substituted by s. 94 of Act 3/2011]

(g)

if the proposed business rescue plan is rejected, to-

(i)

propose the development of an alternative plan, in the manner contemplated in
section 153; or

(ii)

present an offer to acquire the interests of one or more affected persons, in the
manner contemplated in section 153.

(4)

A medical scheme, or a pension scheme including a provident scheme, for the benefit
of the past or present employees of a company is an unsecured creditor of the
company for the purposes of this Chapter to the extent of-

(a)

any amount that was due and payable by the company to the trustees of the scheme at
any time before the beginning of the company’s business rescue proceedings, and that
had not been paid immediately before the beginning of those proceedings; and

(b)

in the case of a defined benefit pension scheme, the present value at the
commencement of the business rescue proceedings of any unfunded liability under
that scheme.
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(5)

The rights set out in this section are in addition to any other rights arising or accruing
in terms of any law, contract, collective agreement, shareholding, security or court
order.

145.

Participation by creditors

(1)

Each creditor is entitled to-

(a)

notice of each court proceeding, decision, meeting or other relevant event concerning
the business rescue proceedings;

(b)

participate in any court proceedings arising during the business rescue proceedings;

(c)

formally participate in a company’s business rescue proceedings to the extent
provided for in this Chapter; and

(d)

informally participate in those proceedings by making proposals for a business rescue
plan to the practitioner.

(2)

In addition to the rights set out in subsection (1), each creditor has-

(a)

the right to vote to amend, approve or reject a proposed business rescue plan, in the
manner contemplated in section 152; and

(b)

if the proposed business rescue plan is rejected, a further right to-

(i)

propose the development of an alternative plan, in the manner contemplated in
section 153; or
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(ii)

present an offer to acquire the interests of any or all of the other creditors in
the manner contemplated in section 153.

(3)

The creditors of a company are entitled to form a creditors’ committee, and through
that committee are entitled to be consulted by the practitioner during the development
of the business rescue plan.

(4)

In respect of any decision contemplated in this Chapter that requires the support of the
holders of creditors’ voting interests-

(a)

a secured or unsecured creditor has a voting interest equal to the value of the amount
owed to that creditor by the company; and

(b)

a concurrent creditor who would be subordinated in a liquidation has a voting interest,
as independently and expertly appraised and valued at the request of the practitioner,
equal to the amount, if any, that the creditor could reasonably expect to receive in
such a liquidation of the company.

(5)

The practitioner of a company must-

(a)

determine whether a creditor is independent for the purposes of this Chapter;

(b)

request a suitably qualified person to independently and expertly appraise and value
an interest contemplated in subsection (4)(b); and

(c)

give a written notice of the determination, or appraisal and valuation, to the person
concerned at least 15 business days before the date of the meeting to be convened in
terms of section 151.
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(6)

Within five business days after receiving a notice of a determination contemplated in
subsection (5), a person may apply to a court to-

(a)

review the practitioner’s determination that the person is, or is not, an independent
creditor; or

(b)

review, re-appraise and re-value that person’s voting interest, as determined in terms
of subsection (5)(b).

146.

Participation by holders of company’s securities

During a company’s business rescue proceedings, each holder of any issued security of
the company is entitled to-

(a)

notice of each court proceeding, decision, meeting or other relevant event concerning
the business rescue proceedings;

(b)

participate in any court proceedings arising during the business rescue proceedings;

(c)

formally participate in a company’s business rescue proceedings to the extent
provided for in this Chapter;

(d)

vote to approve or reject a proposed business rescue plan in the manner contemplated
in section 152, if the plan would alter the rights associated with the class of securities
held by that person; and

(e)

if the business rescue plan is rejected, to-

(i)

propose the development of an alternative plan, in the manner contemplated in
section 153; or
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(ii)

present an offer to acquire the interests of any or all of the creditors or other
holders of the company’s securities in the manner contemplated in section
153.

147.

First meeting of creditors

(1)

Within 10 business days after being appointed, the practitioner must convene, and
preside over, a first meeting of creditors, at which-

(a)

the practitioner-

(i)

must inform the creditors whether the practitioner believes that there is a
reasonable prospect of rescuing the company; and

(ii)

may receive proof of claims by creditors; and

(b)

the creditors may determine whether or not a committee of creditors should be
appointed and, if so, may appoint the members of the committee.

(2)

The practitioner must give notice of the first meeting of creditors to every creditor of
the company whose name and address is known to, or can reasonably be obtained by,
the practitioner, setting out the-

(a)

date, time and place of the meeting; and

(b)

agenda for the meeting.
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(3)

At any meeting of creditors, other than the meeting contemplated in section 151, a
decision supported by the holders of a simple majority of the independent creditors’
voting interests voted on a matter, is the decision of the meeting on that matter.

148.

First meeting of employees’ representatives

(1)

Within 10 business days after being appointed, the practitioner must convene, and
preside over, a first meeting of employees’ representatives, at which-

(a)

the practitioner must inform the employees’ representatives whether the practitioner
believes that there is a reasonable prospect of rescuing the company; and

(b)

the employees’ representatives may determine whether or not an employees’
committee should be appointed and, if so, may appoint the members of the committee.

(2)

The practitioner must give notice of the meeting to every registered trade union
representing employees of the company and, if there are any employees who are not
represented by such a registered trade union, to those employees, or their
representatives, setting out the-

(a)

date, time and place of the meeting; and

(b)

agenda for the meeting.

149.

Functions, duties and membership of committees of affected persons

(1)

A committee of employees, or of creditors, appointed in terms of section 147 or 148,
respectively-
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(a)

may consult with the practitioner about any matter relating to the business rescue
proceedings, but may not direct or instruct the practitioner;

(b)

may, on behalf of the general body of creditors or employees, respectively, receive
and consider reports relating to the business rescue proceedings; and

(c)

must act independently of the practitioner to ensure fair and unbiased representation
of creditors’ or employees’ interests.

(2)

A person may be a member of a committee of creditors or employees, respectively,
only if the person is-

(a)

an independent creditor, or an employee, of the company;

(b)

an agent, proxy or attorney of an independent creditor or employee, or other person
acting under a general power of attorney; or

(c)

authorised in writing by an independent creditor or employee to be a member.

Part D

Development and approval of business rescue plan

150.

Proposal of business rescue plan

(1)

The practitioner, after consulting the creditors, other affected persons, and the
management of the company, must prepare a business rescue plan for consideration
and possible adoption at a meeting held in terms of section 151.
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(2)

The business rescue plan must contain all the information reasonably required to
facilitate affected persons in deciding whether or not to accept or reject the plan, and
must be divided into three Parts, as follows:

(a)

Part A-Background, which must include at least-

(b)

(i)

a complete list of all the material assets of the company, as well as an
indication as to which assets were held as security by creditors when the
business rescue proceedings began;

(ii)

a complete list of the creditors of the company when the business rescue
proceedings began, as well as an indication as to which creditors would
qualify as secured, statutory preferent and concurrent in terms of the laws of
insolvency, and an indication of which of the creditors have proved their
claims;

(iii)

the probable dividend that would be received by creditors, in their specific
classes, if the company were to be placed in liquidation;

(iv)

a complete list of the holders of the company’s issued securities;

(v)

a copy of the written agreement concerning the practitioner’s remuneration;
and

(vi)

a statement whether the business rescue plan includes a proposal made
informally by a creditor of the company.

Part B-Proposals, which must include at least-

(i)

the nature and duration of any moratorium for which the business rescue plan
makes provision;
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(c)

(ii)

the extent to which the company is to be released from the payment of its
debts, and the extent to which any debt is proposed to be converted to equity
in the company, or another company;

(iii)

the ongoing role of the company, and the treatment of any existing
agreements;

(iv)

the property of the company that is to be available to pay creditors’ claims in
terms of the business rescue plan;

(v)

the order of preference in which the proceeds of property will be applied to
pay creditors if the business rescue plan is adopted;

(vi)

the benefits of adopting the business rescue plan as opposed to the benefits
that would be received by creditors if the company were to be placed in
liquidation; and

(vii)

the effect that the business rescue plan will have on the holders of each class
of the company’s issued securities.

Part C-Assumptions and conditions, which must include at least-

(i)

a statement of the conditions that must be satisfied, if any, for the business
rescue plan to-

(aa)

come into operation; and

(bb)

be fully implemented;
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(ii)

the effect, if any, that the business rescue plan contemplates on the number of
employees, and their terms and conditions of employment;

(iii)

the circumstances in which the business rescue plan will end; and

(iv)

a projected-

(aa)

balance sheet for the company; and

(bb)

statement of income and expenses for the ensuing three years,

prepared on the assumption that the proposed business plan is adopted.

(3)

The projected balance sheet and statement required by subsection (2)(c)(iv)-

(a)

must include a notice of any material assumptions on which the projections are based;
and

(b)

may include alternative projections based on varying assumptions and contingencies.

(4)

A proposed business rescue plan must conclude with a certificate by the practitioner
stating that any-

(a)

actual information provided appears to be accurate, complete, and up to date; and

(b)

projections provided are estimates made in good faith on the basis of factual
information and assumptions as set out in the statement.
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(5)

The business rescue plan must be published by the company within 25 business days
after the date on which the practitioner was appointed, or such longer time as may be
allowed by-

(a)

the court, on application by the company; or

(b)

the holders of a majority of the creditors’ voting interests.

151.

Meeting to determine future of company

(1)

Within 10 business days after publishing a business rescue plan in terms of section
150, the practitioner must convene and preside over a meeting of creditors and any
other holders of a voting interest, called for the purpose of considering the plan.
[Subs. (1) substituted by s. 95 of Act 3/2011]

(2)

At least five business days before the meeting contemplated in subsection (1), the
practitioner must deliver a notice of the meeting to all affected persons, setting out-

(a)

the date, time and place of the meeting;

(b)

the agenda of the meeting; and

(c)

a summary of the rights of affected persons to participate in and vote at the meeting.

(3)

The meeting contemplated in this section may be adjourned from time to time, as
necessary or expedient, until a decision regarding the company’s future has been
taken in accordance with sections 152 and 153.
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152.

Consideration of business rescue plan

(1)

At a meeting convened in terms of section 151, the practitioner must-

(a)

introduce the proposed business rescue plan for consideration by the creditors and, if
applicable, by the shareholders;
[Para. (a) substituted by s. 96 of Act 3/2011]

(b)

inform the meeting whether the practitioner continues to believe that there is a
reasonable prospect of the company being rescued;

(c)

provide an opportunity for the employees’ representatives to address the meeting;

(d)

invite discussion, and entertain and conduct a vote, on any motions to-

(i)

amend the proposed plan, in any manner moved and seconded by holders of
creditors’ voting interests, and satisfactory to the practitioner; or

(ii)

direct the practitioner to adjourn the meeting in order to revise the plan for
further consideration; and

(e)

call for a vote for preliminary approval of the proposed plan, as amended if
applicable, unless the meeting has first been adjourned in accordance with paragraph
(d)(ii).

(2)

In a vote called in terms of subsection (1)(e), the proposed business rescue plan will
be approved on a preliminary basis if-
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(a)

it was supported by the holders of more than 75 percent of the creditors’ voting
interests that were voted; and

(b)

the votes in support of the proposed plan included at least 50 percent of the
independent creditors’ voting interests, if any, that were voted.

(3)

If a proposed business rescue plan-

(a)

is not approved on a preliminary basis, as contemplated in subsection (2), the plan is
rejected, and may be considered further only in terms of section 153;

(b)

does not alter the rights of the holders of any class of the company’s securities,
approval of that plan on a preliminary basis in terms of subsection (2) constitutes also
the final adoption of that plan, subject to satisfaction of any conditions on which that
plan is contingent; or

(c)

does alter the rights of any class of holders of the company’s securities-

(i)

the practitioner must immediately hold a meeting of holders of the class, or
classes of securities who rights would be altered by the plan, and call for a
vote by them to approve the adoption of the proposed business rescue plan;
and

(ii)

if, in a vote contemplated in subparagraph (i), a majority of the voting rights
that were exercised-

(aa)

support adoption of the plan, it will have been finally adopted, subject
only to satisfaction of any conditions on which it is contingent; or

(bb)

oppose adoption of the plan, the plan is rejected, and may be
considered further only in terms of section 153.
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(4)

A business rescue plan that has been adopted is binding on the company, and on each
of the creditors of the company and every holder of the company’s securities, whether
or not such a person-

(a)

was present at the meeting;

(b)

voted in favour of adoption of the plan; or

(c)

in the case of creditors, had proven their claims against the company.

(5)

The company, under the direction of the practitioner, must take all necessary steps to-

(a)

attempt to satisfy any conditions on which the business rescue plan is contingent; and

(b)

implement the plan as adopted.

(6)

To the extent necessary to implement an adopted business rescue plan-

(a)

the practitioner may, in accordance with that plan, determine the consideration for,
and issue, any authorised securities of the company, despite section 38 or 40 to the
contrary; and

(b)

if the business rescue plan was approved by the shareholders of the company, as
contemplated in subsection (3)(c), the practitioner may amend the company’s
Memorandum of Incorporation to authorise, and determine the preferences, rights,
limitations and other terms of, any securities that are not otherwise authorised, but are
contemplated to be issued in terms of the business rescue plan, despite any provision
of section 16, 36 or 37 to the contrary.
[Para. (b) substituted by s. 96 of Act 3/2011]
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(7)

Except to the extent that an approved business rescue plan provides otherwise, a preemptive right of any shareholder of the company, as contemplated in section 39, does
not apply with respect to an issue of shares by the company in terms of the business
rescue plan.

(8)

When the business rescue plan has been substantially implemented, the practitioner
must file a notice of the substantial implementation of the business rescue plan.

153.

Failure to adopt business rescue plan

(1)
(a)

(b)

If a business rescue plan has been rejected as contemplated in section 152(3)(a) or
(c)(ii)(bb) the practitioner may-

(i)

seek a vote of approval from the holders of voting interests to prepare and
publish a revised plan; or

(ii)

advise the meeting that the company will apply to a court to set aside the result
of the vote by the holders of voting interests or shareholders, as the case may
be, on the grounds that it was inappropriate.

If the practitioner does not take any action contemplated in paragraph (a)-

(i)

any affected person present at the meeting may-

(aa)

call for a vote of approval from the holders of voting interests requiring
the practitioner to prepare and publish a revised plan; or
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(bb)

apply to the court to set aside the result of the vote by the holders of voting
interests or shareholders, as the case may be, on the grounds that it was
inappropriate; or

(ii)

any affected person, or combination of affected persons, may make a binding
offer to purchase the voting interests of one or more persons who opposed
adoption of the business rescue plan, at a value independently and expertly
determined, on the request of the practitioner, to be a fair and reasonable
estimate of the return to that person, or those persons, if the company were to
be liquidated.

(2)

If the practitioner, acting in terms of subsection (1)(a)(ii), or an affected person, acting
in terms of subsection (1)(b)(i)(bb), informs the meeting that an application will be
made to the court as contemplated in those provisions, the practitioner must adjourn
the meeting-

(a)

for five business days, unless the contemplated application is made to the court during
that time; or

(b)

until the court has disposed of the contemplated application.

(3)

If, on the request of the practitioner in terms of subsection (1)(a)(i), or a call by an
affected person in terms of subsection (1)(b)(i)(aa), the meeting directs the
practitioner to prepare and publish a revised business rescue plan-

(a)

the practitioner must-

(i)

conclude the meeting after that vote; and

(ii)

prepare and publish a new or revised business rescue plan within 10 business
days; and
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(b)

the provisions of this Part apply afresh to the publishing and consideration of that new
or revised plan.

(4)

If an affected person makes an offer contemplated in subsection (1)(b)(ii), the
practitioner must-

(a)

adjourn the meeting for no more than five business days, as necessary to afford the
practitioner an opportunity to make any necessary revisions to the business rescue
plan to appropriately reflect the results of the offer; and

(b)

set a date for resumption of the meeting, without further notice, at which the
provisions of section 152 and this section will apply afresh.

(5)

If no person takes any action contemplated in subsection (1), the practitioner must
promptly file a notice of the termination of the business rescue proceedings.

(6)

A holder of a voting interest, or a person acquiring that interest in terms of a binding
offer, may apply to a court to review, re-appraise and re-value a determination by an
independent expert in terms of subsection (1)(b)(ii).

(7)

On an application contemplated in subsection (l)(a)(ii), or (1)(b)(i)(bb), a court may
order that the vote on a business rescue plan be set aside if the court is satisfied that it
is reasonable and just to do so, having regard to -

(a)

the interests represented by the person or persons who voted against the proposed
business rescue plan;

(b)

the provision, if any, made in the proposed business rescue plan with respect to the
interests of that person or those persons; and

(c)

a fair and reasonable estimate of the return to that person, or those persons, if the
company were to be liquidated.
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[Subs. (7) inserted by s. 97 of Act 3/2011]

154.

Discharge of debts and claims

(1)

A business rescue plan may provide that, if it is implemented in accordance with its
terms and conditions, a creditor who has acceded to the discharge of the whole or part
of a debt owing to that creditor will lose the right to enforce the relevant debt or part
of it.

(2)

If a business rescue plan has been approved and implemented in accordance with this
Chapter, a creditor is not entitled to enforce any debt owed by the company
immediately before the beginning of the business rescue process, except to the extent
provided for in the business rescue plan.

Part E

Compromise with creditors

155.

Compromise between company and creditors

(1)

This section applies to a company, irrespective of whether or not it is financially
distressed as defined in section 128(1)(f), unless it is engaged in business rescue
proceedings in terms of this Chapter.

(2)

The board of a company, or the liquidator of such a company if it is being wound up,
may propose an arrangement or a compromise of its financial obligations to all of its
creditors, or to all of the members of any class of its creditors, by delivering a copy of
the proposal, and notice of meeting to consider the proposal, to-

(a)

every creditor of the company, or every member of the relevant class of creditors
whose name or address is known to, or can reasonably be obtained by, the company;
and
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(b)

the Commission.

(3)

A proposal contemplated in subsection (2) must contain all information reasonably
required to facilitate creditors in deciding whether or not to accept or reject the
proposal, and must be divided into three Parts, as follows:

(a)

Part A-Background, which must include at least-

(b)

(i)

a complete list of all the material assets of the company, as well as an
indication as to which assets are held as security by creditors as of the date of
the proposal;

(ii)

a complete list of the creditors of the company as of the date of the proposal,
as well as an indication as to which creditors would qualify as secured,
statutory preferent and concurrent in terms of the laws of insolvency, and an
indication of which of the creditors have proved their claims;

(iii)

the probable dividend that would be received by creditors, in their specific
classes, if the company were to be placed in liquidation;

(iv)

a complete list of the holders of the company issued securities, and the effect
that the proposal would have on them, if any; and

(v)

whether the proposal includes a proposal made informally by a creditor of the
company.

Part B-Proposals, which must include at least-

(i)

the nature and duration of any proposed debt moratorium;
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(c)

(ii)

the extent to which the company is to be released from the payment of its
debts, and the extent to which any debt is proposed to be converted to equity
in the company, or another company;

(iii)

the treatment of contracts and ongoing role of the company;

(iv)

the property of the company that is proposed to be available to pay creditors’
claims;

(v)

the order of preference in which the proceeds of property of the company will
be applied to pay creditors if the proposal is adopted; and

(vi)

the benefits of adopting the proposal as opposed to the benefits that would be
received by creditors if the company were to be placed in liquidation.

Part C-Assumptions and conditions, which must include at least-

(i)

a statement of the conditions that must be satisfied, if any, for the proposal to-

(aa)

come into operation; and

(bb)

be fully implemented;

(ii)

the effect, if any, that the plan contemplates on the number of employees, and
their terms and conditions of employment; and

(iii)

a projected-
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(aa)

balance sheet for the company; and

(bb)

statement of income and expenses for the ensuing three years,

prepared on the assumption that the proposal is accepted.

(4)

The projected balance sheet and statement required by subsection (3)(c)(iii)-

(a)

must include a notice of any significant assumptions on which the projections are
based; and

(b)

may include alternative projections based on varying assumptions and contingencies.

(5)

A proposal must conclude with a certificate by an authorised director or prescribed
officer of the company stating that any-

(a)

factual information provided appears to be accurate, complete, and up to the date; and

(b)

projections provided are estimates made in good faith on the basis of factual
information and assumptions as set out in the statement.

(6)

A proposal contemplated in this section will have been adopted by the creditors of the
company, or the members of a relevant class of creditors, if it is supported by a
majority in number, representing at least 75 percent in value of the creditors or class,
as the case may be, present and voting in person or by proxy, at a meeting called for
that purpose.

(7)

If a proposal is adopted as contemplated in subsection (6)- 53 -
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(a)

the company may apply to the court for an order approving the proposal; and

(b)

the court, on an application in terms of paragraph (a) may sanction the compromise as
set out in the adopted proposal, if it considers it just and equitable to do so, having
regard to-

(i)

the number of creditors of any affected class of creditors, who were present or
represented at the meeting, and who voted in favour of the proposal; and

(ii)

in the case of a compromise in respect of a company being wound up, the
report of the Master required in terms of the laws contemplated in item 9 of
Schedule 5.

(8)

A copy of an order of the court sanctioning a compromise-

(a)

must be filed by the company within five business days;

(b)

must be attached to each copy of the company’s Memorandum of Incorporation that is
kept at the company’s registered office, or elsewhere as contemplated in section 25;
and

(c)

is final and binding on all of the company’s creditors or all of members of the relevant
class of creditors, as the case may be, as of the date on which it is filed.

(9)

An arrangement or a compromise contemplated in this section does not affect the
liability of any person who is a surety of the company.
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he recent bankruptcy filings in Rio de Janeiro of
two companies controlled by former Brazilian
billionaire Eike Batista have renewed international interest in Brazil’s nine-year-old corporate
insolvency law, the Lei de Falências e Recuperação
de Empresas (Law No. 11.101) (the Brazilian
Bankruptcy Law or BBL). During 2013, shipbuilder and ship-leaser OSX Brasil SA and oil company
Óleo e Gás Participações SA (f/k/a OGX Petróleo
e Gás Participações SA), which is also OSX’s only
big customer, filed corporate restructuring cases. The
OGX case, listing debts of approximately $5.5 billion,
is Latin America’s largest bankruptcy filing to date.
After outlining a number of key features of the BBL,
this article discusses recent decisions impacting the
banking community and exporters in Brazil.

Background

The BBL came into force on June 9, 2005.
Whereas the restrictions in the prior statute, which
had been in force for six decades, essentially caused
the permanent liquidation of insolvent companies,
the BBL introduced two innovative legal proceedings — out-of-court reorganization (recuperação
extrajudicial) and judicial reorganization (recuperação judicial) — both of which authorize financially distressed, but economically viable, business
entities to obtain court approval for reorganization
plans negotiated directly with their creditors.

Judicial Reorganization

Similar in concept to chapter 11 of the U.S.
Bankruptcy Code, a Brazilian judicial reorganiza1 Mr. Jarvinen teaches courses to executives attending the global EMBA degree program
offered by FGV-EAESP in São Paulo, Brazil, which is focused on restructuring techniques
and using legal methods and leadership perspectives to create value for global business
enterprises. Mr. de Paiva was a member of the Joint Ministerial Committee in Brazil that
drafted the final wording of the BBL. Mr. de Paiva has also written numerous books and
articles on the BBL and is regarded as one of the foremost experts on the subject.

tion is a court-supervised insolvency proceeding.
In 2013, 874 judicial reorganization petitions were
filed in Brazil.
Among other protections, the BBL provides
debtors with a limited form of the automatic stay.
In particular, the BBL establishes that claims and
enforcement proceedings against debtors are stayed
for a nonextendable period of 180 days. However,
due to the existence of various procedural mechanisms that are available to debtors under the BBL,
the automatic stay has been effectively extended in
numerous judicial reorganizations.
During a judicial reorganization, and unless
removed for cause, the debtor’s directors and officers remain in control of the debtor’s business.
However, the court will appoint a judicial administrator (administrador judicial), who polices the
debtor and possesses responsibility for overseeing
a number of important matters in the case (e.g.,
determining the nature and amount of the claims
against the debtor). Moreover, under certain circumstances, a creditors’ committee (comitê de credores) might be formed to supervise the judicial
administrator and the debtor. However, in contrast
to a chapter 11 case, the members of the creditors’
committee (not the debtor’s estate) pay the fees of
its retained professionals.
A central and pervasive feature of the BBL is
the general meeting of creditors (GMC), which will
be convened to consider important matters, such as
(1) the approval, rejection or modification of the
debtor’s proposed plan; (2) the formation or member replacement of the creditors’ committee; and (3)
consideration of any other matter that may affect the
interests of creditors. The creditors who choose to
attend a GMC are divided into the following three
classes, according to the nature of their claims:
Class 1 (labor and occupational accidents), Class 2
(secured claims) and Class 3 (all other claims). If a
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claim has multiple components, the creditor could be listed
in more than one class.
In a judicial reorganization, the debtor’s reorganization
plan combines many of the features that appear separately
in a disclosure statement and plan filed in a chapter 11 case
(e.g., financial projections, terms of distributions to creditors, etc.). If creditors oppose homologation (i.e., approval)
of a proposed plan, the court will convene a GMC. The BBL
offers two possible routes for a debtor to obtain approval of
its proposed plan at the GMC: Either all three creditor classes accept the proposed plan (as determined by the statutory
voting rules applicable to each class), or the plan obtains
cumulatively (1) the favorable vote of creditors representing more than 50 percent of the amount of all claims that are
present or represented at the GMC (regardless of the class
involved), (2) the approval of at least two classes pursuant
to the BBL’s statutory voting rules and (3) the favorable
cumulative vote of more than one-third of the creditors in
the class rejecting the plan (again, computed pursuant to the
BBL’s statutory voting rules).
If the debtor fails to obtain creditor support for the plan,
the BBL requires the court to declare the debtor “bankrupt”
and convert the case to a bankruptcy liquidation (falência).
Also, the claims of various types of creditors are exempt from
a judicial reorganization, such as the advances of money on
export exchange prepayment contracts (adiantamento sobre
contrato de câmbio or ACC).
One additional groundbreaking feature worth highlighting: The BBL provides that entities purchasing, through
a reorganization plan, “a branch or a business unit” of the
debtor are protected from being subject to the risk of succession for certain types of potentially substantial claims against
the debtor (e.g., taxes, Social Security and labor). This has
helped create a market for the purchase and sale of distressed
assets in Brazil. If the court confirms the plan (which would
be binding on both consenting and dissenting creditors that
are subject to its terms), the reorganized debtor will remain
under court supervision for a two-year period.

Out-of-Court Reorganization

The option to pursue an out-of-court reorganization permits a financially distressed business entity to negotiate a
reorganization plan (called a pre-packaged plan) in private
with all of its creditors or one or more classes (or groups) of
creditors with a similar treatment of claims (e.g., unsecured
vendor claims). To date, very few out-of-court reorganization
petitions have been filed under the BBL.
Upon obtaining creditor support for a pre-packaged
plan, the business entity may file an out-of-court reorganization with the court, the goal of which is to seek the
pre-packaged plan’s homologation (i.e., approval). Similar
to a judicial reorganization plan, a court-approved prepackaged plan binds both the consenting and dissenting
creditors that are subject to its terms. Unlike a judicial
reorganization, however, no risk exists that the debtor’s
case will be converted to a bankruptcy liquidation (falência) wherein a debtor does not obtain homologation for its
pre-packaged plan.
Moreover, unlike a judicial reorganization, the court
neither appoints a judicial administrator nor a creditors’

committee in an out-of-court reorganization. The BBL also
provides that various types of claims are not subject to an
out-of-court reorganization (e.g., claims related to ACCs).

Bankruptcy Liquidation

As with the prior statute, the BBL provides companies
with the option to pursue a court-supervised bankruptcy
liquidation. A bankruptcy liquidation, which may be commenced by either the company (voluntary) or by its creditors
(involuntary), is analogous to a chapter 7 case under the U.S.
Bankruptcy Code. In 2013, a total of 1,758 bankruptcy liquidation petitions were filed in Brazil.
Once a court decrees a bankruptcy liquidation, all
actions by creditors to enforce their claims against the
debtor are automatically stayed, and the court will appoint
a trustee to replace the debtor’s directors and officers to
act as the debtor’s legal agent during the liquidation. In a
bankruptcy liquidation, certain types of claims (e.g., ACCrelated claims) possess the “right of restitution”; that is, the
right to receive distributions from the debtor’s estate ahead
of all other creditors (except for relatively small statutorily prescribed sums distributed to holders of labor-related
claims). The BBL does not contain any provisions governing cross-border insolvency cases.

The BBL and the Protection
of the Banking Community

The Brazilian economy is the seventh largest in the
world, and the country is an export powerhouse, with exports
in excess of $245 billion during 2013. In fact, Brazil is the
world’s top exporter of many commodities, such as sugar,
coffee, meat, fruit juice and ethanol. Compared with their
competitors, however, Brazilian exporters are generally at a
greater disadvantage due to, among other things, the ease of
obtaining business financing, and the materially lower cost
of such credit in Brazil compared to other parts of the world.
To help level the competitive playing field, Brazilian
exporters have access to a unique financing device known
as the “ACC,” which technically represents a partial or full
advance in domestic currency to a Brazilian exporter that is
equivalent to the value of the future export in foreign currency. Stated differently, the ACC, which allows a Brazilian
exporter to receive a payment well in advance of the date
of the shipment of its goods, is financed through a foreign
facility purchased from a financial institution in the forward
currency market. The Brazilian exporter will use the financing provided by the ACC to pay general operating expenses
related to producing the goods to be exported, including paying the claims of vendors that supply goods and services to
the exporter.
After the BBL was enacted, however, several debtor/
exporters challenged the lawfulness of the exemption for
ACC-related claims in judicial reorganizations. These debtor/exporters argued that such claims should be included in a
judicial reorganization because the specific statutory carveout in the BBL for ACC claims (Art. 49) conflicts with —
and should be subordinated to — the much broader language
in the BBL authorizing debtors undergoing judicial reorganizations to, among other things, take actions that enable them
to remain as going concerns (Art. 47, ¶ 4).
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The Superior Tribunal of Justice (Superior Tribunal de
Justiça or STJ) is Brazil’s highest-level appellate court and
is charged with harmonizing the enforcement of federal laws
throughout Brazil’s 26 states and federal districts (including appeals involving the BBL). On March 20, 2014, the
STJ rejected a motion to clarify its earlier 2013 decision in
the special appeal involving HSBC Bank Brasil S/A Banco
Múltiplo (the appellant) and Siderúrgica Ibérica S/A (the
respondent/debtor) in which the STJ held that the claims of
ACC creditors against the debtor (an exporter of iron ore for
which ACC-related claims accounted for well over 40 percent of all claims in the case) are not subject to the debtor’s
judicial reorganization.2
Although the STJ’s judgment did not analyze the ACCrelated dispute in-depth, prior decisions issued by lower state
courts of appeals in other cases had limited the carve-out for
ACC-related claims only to the stated prepayment amount
that was reflected in the ACC contract; therefore, such state
courts excluded from the carve-out statutory interest payments (which can be substantial in Brazil). Due to the nature
of Brazil’s legal system, the STJ’s decision represents only
persuasive, not binding, authority with respect to future
ACC-related disputes.
In another decision siding with ACC-creditors, the Court
of Appeals of São Paulo (which is located in the nation’s
financial hub) held in the bankruptcy liquidation of Banco
Santos that non-Brazilian financial institutions funding their
Brazilian counterparts as a part of an ACC transaction are
entitled to restitution from the estate of Banco Santos if the
latter went broke; this also held true for a Brazilian financial
institution that was a part of an ACC with an exporter that
later filed for bankruptcy liquidation.
Many corporate restructuring practitioners in Brazil
believe that the decisions of Brazilian courts reaffirming
the total carve-out from the BBL for the full amount of
ACC-related claims represent a correct statutory interpretation of the BBL, and they affirm the intent of the
lawmakers who crafted the BBL. As a result of such decisions, Brazilian restructuring professionals believe that
financial institutions involved in ACC transactions can
rest assured that their rights under Brazilian law against
a debtor will be respected in all three proceedings authorized by the BBL.
However, the downside of the legislative decision to
carve out ACC claims from the effect of the BBL is clear;
that is, it is generally very difficult or impossible for financially distressed exporters and their ACC-related creditors
to agree to a consensual restructuring of ACC-related debts,
particularly where claims involving ACC contracts represent
a relatively high proportion of the total amount of claims
against the exporter.
However, in some specific cases, ACC-related creditors
have opted to cooperate with the debtor/exporter by executing collective agreements to run concurrently with the
reorganization plan (i.e., agreeing to a longer payout of the
amounts due), or even by adhering to the terms of reorganization plans to which they would otherwise not be subject
(notably, this occurred in the case of Brazilian meat producer
Frigocharque Paulista Ltda.).

A Proposal to Amend the BBL

Due to the fact that the ACC and other types of potentially significant claims are not subject to judicial reorganizations, debtors in Brazil can fall prey to the whims of a single
creditor if it holds a substantial claim against the debtor and
is not subject to the judicial reorganization. This type of creditor has the power to ruin a company’s reorganization process
to the detriment of all other parties involved.
Arguably, carving out certain claims from the purview of
the BBL is much worse than the alternative scenario where
no exemption exists for any type of claim (which would
impel all of a debtor’s major creditors to become involved
in the debt-renegotiation process). Requiring all claims to be
subject to the BBL would enable all of a debtor’s creditors to
analyze the best recovery alternative for their claims within
certain payment limits that could be expressly prescribed by
law, or by the introduction of a right to veto (exercisable by
a majority of votes among creditors in a particular class) a
plan that is excessively unfavorable to such class.
Brazilian corporate restructuring professionals believe
that the BBL represents a substantial improvement over the
prior law because the BBL has introduced a culture of incentivizing financially distressed business entities to directly
negotiate debt restructurings with their creditors. However,
the authors of this article believe that the success of a business entity’s reorganization efforts is fundamentally conditioned on a debtor’s ability to restructure all of its debts so
that the business entity’s cash flow can adequately handle
its post-restructuring debt obligations. Therefore, the BBL
should be amended to cover all types of claims to aid the
governance and eventual success of the whole reorganization
process in Brazil. abi
Reprinted with permission from the ABI Journal, Vol. XXXIII,
No. 6, June 2014.
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2 Special Appeal No. 1.279.525 - PA, Reporting Justice Ricardo Villas Bôas Cuevas (March 7, 2013).
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LAW No. 11101/05

Regulates the judicial and out-of-court
reorganization and the bankruptcy of
businessmen and business companies.

THE PRESIDENT OF THE REPUBLIC.
I hereby make known that the National Congress has decreed and I sanction the
following law:

CHAPTER I - PRELIMINARY PROVISIONS

Article 1. - This Law governs the judicial reorganization, bankruptcy and out-of-court
reorganization of businessmen and business companies, hereinafter referred to
severally as debtor.
Article 2. - This Law does not apply to:
I - government-owned entities and mixed-capital companies;
II. - public or private financial institutions, credit unions, consortia, supplementary
pension companies, health care plan companies, insurance companies, special savings
companies and other organizations held equivalent by law to those listed above.
Article 3. - The courts of the venue of the principal establishment of the debtor or the
branch of a company headquartered outside Brazil have jurisdiction to ratify out-ofcourt reorganization plans, grant judicial reorganization or decree bankruptcy.
Article 4. - [VETOED]
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CHAPTER II - PROVISIONS COMMON TO JUDICIAL
REORGANIZATION AND BANKRUPTCY
Section I - General Provisions

Article 5. - The following are not
reorganization or bankruptcy:

enforceable against a debtor under judicial

I. - obligations free of charge;
II. - expenses incurred by the creditors in order to participate in judicial reorganization
or bankruptcy, except for court costs arising from litigation with the debtor.
Article 6. - A decree of bankruptcy or granting of judicial reorganization processing
tolls the course of the statute of limitation and of all actions and executions against
the debtor, including those of private creditors of the jointly liable partner.
Paragraph 1. - Actions claiming a nonfixed amount shall continue at the same court
where they are proceeding.
Paragraph 2. - It is permitted to petition to the trustee for proof, exclusion or
modification of claims ensuing from labor relations. Labor-related actions, however,
including the oppositions referred to in article 8 hereof, shall be processed before the
specialized courts until the respective claim been ascertained, which shall be enrolled
in the general list of creditors in the amount determined by court decision.
Paragraph 3. - The judge having jurisdiction over the actions referred to in paragraphs
1 and 2 of this article may order that a reserve be formed in the amount he estimates
to be owing under the judicial reorganization or bankruptcy, and once the right has
been recognized as unquestionable, the claim shall be included in the proper class.
Paragraph 4. - Under judicial reorganization, the suspension provided for in the main
section of this article shall in no event whatsoever exceed the non-extendable term of
one hundred and eighty (180) days as from granting of processing of the
reorganization, the creditors’ right to commence or continue their actions and
executions being reestablished after the term has elapsed, independently of a judicial
pronouncement.
Paragraph 5. - The provisions of paragraph 2 of this article apply to judicial
reorganization during the suspension period under paragraph 4 of this article. After
the suspension has ended, however, labor executions may be concluded normally
even if the claim is already enrolled in the general list of creditors.
Paragraph 6. - Independently of periodic verification at the court distribution offices,
the bankruptcy or judicial reorganization court shall be informed of any actions filed
against the debtor:
I. - by the competent judge, upon receipt of the complaint;
II. - by the debtor, immediately after service of process.

BUSINESS RESTRUCTURINGANDINSOLVENCYTEAM
-2-

587

Paragraph 7. - Tax-related executions are not suspended by the granting of judicial
reorganization, except for the concession of installment payment pursuant to the
National Tax Code and specific statutory law.
Paragraph 8. - Distribution of the petition in bankruptcy or for judicial reorganization
establishes prevention over any other petition for judicial reorganization or in
bankruptcy with respect to the same debtor.

Section II - Verification And Proof of Claims

Article 7. - Claims shall be verified by the trustee, based on the debtor’s accounting
books and commercial and tax documents, and on the documents submitted to him by
the creditors, assistance by professionals or specialized companies being permitted.
Paragraph 1. - Upon publication of the public notice provided for in article 52,
paragraph 1, or in article 99, sole paragraph, of this Law, creditors shall have fifteen
(15) days to submit their proofs or their differences regarding the listed claims to the
trustee.
Paragraph 2. - The trustee, based on the information and documents compiled
pursuant to the main section and paragraph 1 of this article, shall publish a notice
setting forth the list of creditors within forty-five (45) days as from the end of the
term under paragraph 1 of this article, and stating the place, time and common term
for the persons mentioned in article 8 hereof to have access to the documents on
which the preparation of said list was based.
Article 8. - Within ten (10) days after publication of the list referred to in article 7,
paragraph 2, hereof, the Committee, any creditor, the debtor or his partners, or the
Public Attorney’s Office may file an opposition against the list of creditors to the judge,
alleging the lack of any claim or challenging the lawfulness, amount or rating of a
listed claim.
Sole Paragraph. - The opposition, under a separate case record, shall be processed
pursuant to articles 13 to 15 hereof.
Article 9. - The proof of claim filed by the creditor pursuant to article 7, paragraph 1,
hereof shall contain:
I. - the creditor’s name and address and the address where he shall be informed of
any act of the proceeding;
II. - the amount of the claim, updated to the date of the decree of bankruptcy or
petition for judicial reorganization, its origin and rating;
III. - the documents evidencing the claims and mention of all other evidence to be
produced;
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IV. - indication of the guarantee provided by the debtor, if any, and the respective
instrument;
V. - specification of the object of the guarantee in the creditor’s possession.
Sole Paragraph. - The financial instruments and documents that legitimize the claims
shall be submitted in the original or by certified copies if attached to other
proceedings.
Article 10. - If the term established in article 7, paragraph 1, hereof is not observed,
the proofs of claim shall be considered late.
Paragraph 1. - Under judicial reorganization, the holders of late claims, with the
exception of the holders of labor-related claims, shall not be entitled to vote on
resolutions of the general meeting of creditors.
Paragraph2. - The provisions of paragraph 1 of this article apply to bankruptcy
proceedings unless the general list of creditors containing the late claims has already
been ratified on the date of the general meeting.
Paragraph 3. - Under bankruptcy, late claims shall forfeit the right to any
apportionment made and shall be subject to the payment of court costs, ancillary
charges included between the end of the term and the date of the petition for proof of
claim not being computed.
Paragraph 4. - In the event under paragraph 3 of this article, the creditor may file for
an amount to be set aside to satisfy his claim.
Paragraph 5. - Late proving of claims, if filed prior to ratification of the general list of
creditors, shall be received as an opposition and processed pursuant to articles 13 to
15 hereof.
Paragraph 6. - After ratification of the general list of creditors, those who have not
proven their claim may, with due regard, as applicable, for the ordinary procedure
established in the Code of Civil Procedure, petition the bankruptcy or the judicial
reorganization court for rectification of the general list in order to include the
respective claim.
Article 11. - Creditors whose claims are opposed shall be notified to answer the
opposition within five (5) days, attaching any documents they have and indicating
other evidence they consider necessary.
Article 12. - The term under article 11 hereof having elapsed, the judge shall notify
the debtor and the Committee, if any, to comment on the opposition, in the common
term of five (5) days.
Sole Paragraph. - At the end of the term referred to in the main section of this article,
the judge shall notify the trustee to issue an opinion within five (5) days, attaching to
his statement the report prepared by the professional or specialized company, if
applicable, and all information existing in the debtor’s tax books and other documents

BUSINESS RESTRUCTURINGANDINSOLVENCYTEAM
-4-

589

regarding the claim underlying the opposition, whether or not included in the list of
creditors.
Article 13. - The opposition shall be addressed to the judge by petition, supported by
any documents held by the opposing creditor, who shall indicate the evidence
considered necessary.
Sole Paragraph. - A separate case record shall be made for each opposition, with the
documents relating thereto, but the various oppositions concerning the same claim
shall have a single case record.
Article 14. - If no opposition is filed, the judge shall ratify, as the general list of
creditors, the list of creditors stated in the public notice referred to in article 7,
paragraph 2, hereof, the publication referred to in article 18 hereof being waived.
Article 15. - The terms provided for in articles 11 and 12 hereof having run, the
opposition case records shall be concluded and sent to the judge, who shall:
I. - order that unopposed proofs of claims be included in the general list of creditors,
in the amount stated in the list referred to in article 7, paragraph 2, hereof;
II. - judge the oppositions he considers sufficiently clarified by the allegations and
evidence filed by the parties, stating the amount and rating per claim;
III. - establish, in each of the remaining oppositions, the disputed aspects and decide
on pending procedural matters;
IV. - determine the evidence to be produced, scheduling an evidentiary and judgment
hearing, if necessary.
Article 16. - The judge shall require, for apportionment purposes, an amount to be set
aside to satisfy the opposed claim.
Sole Paragraph. - When partial, the opposition shall not prevent payment of the
undisputed part.
Article 17. - A plea may be filed against the court decision on the opposition.
Sole Paragraph. - The plea having been received, the reporting judge may grant stay
of the decision that recognizes the claim or may order enrollment or modification of
the amount or rating in the general list of creditors, for purposes of exercise of voting
rights at general meetings.
Article 18. - The trustee shall be responsible for consolidation of the general list of
creditors to be ratified by the judge, based on the list of creditors referred to in article
7, paragraph 2, hereof and on the decisions rendered on the oppositions.
Sole Paragraph. - The general list, signed by the judge and the trustee, shall mention
the amount and rating of each claim on the date of the petition for judicial
reorganization or decree of bankruptcy, shall be attached to the case record and shall
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be published in the official press within five (5) days as from the date of the judgment
on the oppositions.
Article 19 - The trustee, the Committee, any creditor or the Public Attorney’s Office
representative may, up to conclusion of the judicial reorganization or bankruptcy, with
due regard, as applicable, for the ordinary procedure provided for in the Code of Civil
Procedure, request the exclusion, another rating or the rectification of any claim in the
event of discovery of falsity, malice, simulation, fraud, essential error or, further,
documents unknown at the time of judgment of the claim or of inclusion in the general
list of creditors.
Paragraph 1. - The action provided for in this article shall be brought solely before the
judicial reorganization or bankruptcy court, or, in the events under article 6,
paragraphs 1 and 2, hereof, before the court that originally recognized the claim.
Paragraph 2. - The action referred to in this article having been filed, payment to the
holder of the claim affected thereby may only be made by posting bond in the amount
of the disputed claim.
Article 20. - Proofs of claim of the private creditor of a partner with unlimited liability
shall be processed in accordance with the provisions of this Section.

Section III - Trustee and Committee of Creditors

Article 21. - The trustee shall be a reputable professional, preferably a lawyer,
economist, business manager or accountant, or a specialized legal entity.
Sole Paragraph. - If the appointed trustee is a legal entity, the instrument provided for
in article 33 hereof shall state the name of the professional who is to be in charge of
conducting the bankruptcy or judicial reorganization procedure, and who shall not be
replaced without the judge’s authorization.
Article 22. - The following are the duties of the trustee, under supervision of the judge
and the Committee, in addition to others imposed on him hereunder:
I. - under judicial reorganization and bankruptcy:
(a)
to issue a letter to the creditors in the list provided for in article 51, main
section, III, article 99, main section, III, or article 105, main section, II, hereof,
stating the date of the petition for judicial reorganization or decree of bankruptcy and
the kind, amount and rating established for the claim;
(b)

to provide promptly all information requested by interested creditors;

(c)
to provide summaries of the debtor’s books, which shall be vested with official
credit in order to serve as grounds for the proofs of claim and oppositions;
(d)
to require any information whatsoever of creditors or of the debtor or his
officers;
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(e)

to draw up the list of creditors referred to in article 7, paragraph 2, hereof;

(f)

to consolidate the general list of creditors pursuant to article 18 hereof;

(g)
to request the judge to call a general meeting of creditors in the events
provided for herein or whenever he deems it should be heard for decision-making
purposes;
(h)
to retain professionals or specialized companies, by court authorization, to
assist him whenever necessary in the performance of his duties;
(i)

to make a statement in the events provided for herein;

II. - under judicial reorganization:
(a)

to monitor the debtor’s activities and judicial reorganization plan performance;

(b)
to file for bankruptcy in the event of nonperformance of any obligation
assumed under the reorganization plan;
(c)
to submit a monthly report on the debtor’s activities to the judge, for
attachment to the record;
(d)
to submit the report on the performance of the reorganization plan provided for
in article 63, main section, III, hereof;
III. - under bankruptcy:
(a)
to inform, through the official press, the place and time for creditors to have
daily access to the bankrupt party’s books and documents;
(b)

to examine the debtor’s bookkeeping;

(c)
to list the proceedings and assume the judicial representation of the bankrupt
estate;
(d)
to receive and open mail addressed to the debtor, delivering any matter to him
that is not of interest to the estate;
(e)
to submit, within forty (40) days as from signing of the instrument of
commitment, extendable for a like period, a report on the causes and circumstances
that led to the state of bankruptcy, in which he shall indicate the civil and criminal
liability of the parties involved, with due regard for the provisions of article 186
hereof;
(f)
to schedule the debtor’s assets and documents and prepare the schedule
notice, pursuant to articles 108 and 110 hereof;
(g)

to appraise the scheduled assets;
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(h)
to retain appraisal experts, preferably official, by court authorization, in order
to appraise the assets in the event he does not consider himself technically qualified to
do so;
(i)

to perform the acts required for realization of assets and payment to creditors;

(j)
to petition the judge for advance sale of assets that are perishable or liable to
deterioration, to considerable devaluation or to hazardous or costly conservation,
pursuant to article 113 hereof;
(l)
to perform all acts to preserve rights and actions, exert efforts to collect debts
and give the respective release;
(m)
to redeem attached, pledged or legally withheld assets in behalf of the estate
and by court authorization;
(n)
to represent the bankrupt estate in court, if necessary retaining an attorney,
whose fees shall first be established and approved by the Committee of Creditors;
(o)
to request all measures and procedures required for the performance of this
Law, protection of the estate or efficient administration;
(p)
to submit to the judge for attachment to the case record, by the tenth (10th)
day of the month following the due month, a statement of account of the trust, clearly
specifying income and expenditure;
(q)
to hand over to his replacement all estate assets and documents in his
possession, on pain of liability;
(r)
to render accounts at the end of the proceeding, when replaced, dismissed or
resigning from the position.
Paragraph 1. - The fees of the trustee’s assistants shall be fixed by the judge, who
shall consider the complexity of the work to be performed and the market values for
similar duties.
Paragraph 2. - In the event under the main section, I (d), of this article, in the case of
refusal the judge, at the trustee’s request, shall notify said persons to appear at the
court headquarters on pain of disobedience, when he shall then question them in the
presence of the trustee, taking their depositions in writing.
Paragraph 3. - Under bankruptcy, the trustee may not, without court authorization,
after hearing the Committee and the debtor in a common term of two (2) days,
compromise as to obligations and rights of the bankrupt estate or grant deductions on
debts, even if considered unlikely to be paid.
Paragraph 4. - If the report under III (e) of the main section of this article indicates
the criminal liability of any of the parties involved, the Public Attorney’s Office shall be
notified to take cognizance of its contents.
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Article 23. - The trustee who fails to submit his accounts or any of the reports
provided for herein in the established term shall be notified personally to do so within
five (5) days, on pain of disobedience.
Sole Paragraph. - The term under the main section of this article having elapsed, the
judge shall dismiss the trustee and appoint a replacement to prepare reports or
organize the accounts, stating explicitly his predecessor’s responsibilities.
Article 24. - The judge shall establish the amount and conditions of payment of the
trustee’s fees, with due regard for the debtor’s payment capacity, the degree of
complexity of the work and the market values for similar duties.
Paragraph 1. - In any event, the total amount paid to the trustee shall not exceed five
percent (5%) of the amount payable to the creditors submitted to judicial
reorganization or of the proceeds of the sale of assets in bankruptcy.
Paragraph 2. - Forty percent (40%) of the amount payable to the trustee shall be
reserved for payment after the provisions of articles 154 and 155 hereof have been
performed.
Paragraph 3. - The replaced trustee shall be remunerated in proportion to the work
performed, unless he resigns for no relevant cause or is dismissed for negligence,
fault, malice or nonperformance of the obligations established herein, in which events
he shall not be entitled to any remuneration.
Paragraph 4. - The trustee whose accounts are not approved shall likewise not be
entitled to remuneration.
Article 25. - The debtor or the bankrupt estate shall bear the expenses of the fees of
the trustee and of any persons engaged to assist him.
Article 26. - The Committee of Creditors shall be formed by resolution of any of the
classes of creditors at the general meeting and shall be composed as follows:
I. - one (1) representative appointed by the class of labor creditors, with two (2)
alternates;
II. - one (1) representative appointed by the class of creditors with in rem guarantees
or special privileges, with two (2) alternates;
III. - one (1) representative appointed by the class of creditors that are unsecured and
have special privileges, with two (2) alternates.
Paragraph 1. - Failure by any of the classes to appoint a representative shall not
prevent the formation of the Committee, which may function with less members than
provided for in the main section of this article.
Paragraph 2. - Upon request signed by creditors representing the majority of the
claims of a single class, independently of a general meeting, the judge shall order:

BUSINESS RESTRUCTURINGANDINSOLVENCYTEAM
-9-

594

I. - the appointment of the representative and alternates of the respective class not
yet represented on the Committee; or
II. - the replacement of the representative or alternates of the respective class.
Paragraph 3. - The Committee members shall appoint one of themselves to be the
chairman.
Article 27. - The Committee of Creditors shall have the following duties, apart from
others established herein:
I. - under judicial reorganization and bankruptcy:
(a)

to supervise the activities and examine the accounts of the trustee;

(b)

to monitor the smooth course of the proceedings and performance of the law;

(c)
to inform the judge if it detects any violation of the rights or injury to the
interests of the creditors;
(d)

to verify and issue an opinion on any complaints by interested parties;

(e)

to request the judge to call general meetings of creditors;

(f)

to pronounce in the events established herein;

II. - under judicial reorganization:
(a)
to supervise the management of the debtor’s activities, submitting a report on
his situation every thirty (30) days;
(b)

to supervise performance of the judicial reorganization plan;

(c)
to submit for authorization by the judge, when the debtor is excluded in the
events provided for herein, the disposal of fixed assets, the establishment of in rem
and other guarantees, as well as acts of indebtedness required for the continuation of
corporate activities during the period preceding approval of the judicial reorganization
plan.
Paragraph 1. - The Committee’s decisions, passed by majority vote, shall be recorded
in a book of minutes, initialed by the judge, which shall be made accessible to the
trustee, the creditors and the debtor.
Paragraph 2. - If a majority vote on a Committee resolution is not possible, the
deadlock shall be settled by the trustee or, in the event of his incompatibility, by the
judge.
Article 28. - If there is no Committee of Creditors, the trustee, or the judge in the
event of his incompatibility, shall carry out its duties.
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Article 29. - The Committee members’ fees shall not be defrayed by the debtor or the
bankrupt estate, but the expenses incurred to perform any act provided for herein, if
duly evidenced and authorized by the judge, shall be reimbursed in accordance with
available cash funds.
Article 30. - No one may be a member of the Committee or hold the position of trustee
who in the last five (5) years, while holding the position of trustee or Committee
member under a previous bankruptcy or judicial reorganization, was dismissed, failed
to render accounts within the legal time frames or whose accounts were not approved.
Paragraph 1. - Anyone having blood or affinity ties within the third (3rd) degree with
the debtor, his officers, controllers or legal representatives or who is their friend,
enemy or dependent shall likewise be barred from joining the Committee or holding
the position of trustee.
Paragraph 2. - The debtor, any creditor or the Public Attorney’s Office may request the
judge to replace the trustee or Committee members appointed in breach of the
provisions of this Law.
Paragraph 3. - The judge shall decide within twenty-four (24) hours regarding the
request under paragraph 2 of this article.
Article 31. - The judge, on his own initiative or at the substantiated request of any
interested party, may order the dismissal of the trustee or of any of the members of
the Committee of Creditors when he ascertains a breach of the provisions of this Law,
nonperformance of duties, omission, negligence or performance of any act that may
jeopardize the business of the debtor or of third parties.
Paragraph 1. - Upon the act of dismissal, the judge shall appoint a new trustee or call
the alternates to recompose the Committee.
Paragraph 2. - Under bankruptcy, the replaced trustee shall render accounts within
ten (10) days, pursuant to article 154, paragraphs 1 to 6, hereof.
Article 32. - The trustee and the Committee members shall be liable for losses caused
to the bankrupt estate, the debtor or the creditors by malice or negligence, those
disagreeing to a Committee resolution to state their disagreement in minutes in order
to hold themselves harmless against liability.
Article 33. - The trustee and the members of the Committee of Creditors shall be
notified in person immediately upon their appointment to sign, within forty-eight (48)
hours at the court headquarters, the instrument of commitment to perform the office
well and truly and to assume all responsibilities inherent thereto.
Article 34. - If the instrument of commitment is not signed within the term established
in article 33 hereof, the judge shall appoint another trustee.
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Section IV - General Meeting of Creditors

Article 35. - The duties of the general meeting of creditors shall be to resolve on:
I. - under judicial reorganization:
(a)
approval, rejection or modification of the judicial reorganization plan submitted
by the debtor;
(b)
formation of the Committee of Creditors, selection of its members and their
replacement;
(c)

[VETOED]

(d)
petitions for withdrawal of the debtor, pursuant to article 52, paragraph 4,
hereof;
(e)

appointment of the administrator upon exclusion of the debtor;

(f)

any other matter that may affect the creditors’ interests;

II. - under bankruptcy:
(a)

[VETOED]

(b)
formation of the Committee of Creditors, selection of its members and their
replacement;
(c)

adoption of other forms of asset realization, pursuant to article 145 hereof;

(d)

any other matter that may affect the creditors’ interests.

Article 36. - The general meeting of creditors shall be called by the judge at least
fifteen (15) days beforehand, by notice published in the official press and in widely
circulated newspapers in the localities of the headquarters and branches, and which
shall state:
I. - the place, date and time of the meeting at first (1st) and second (2nd) calls, the
second (2nd) not to be held less than five (5) days after the first (1st);
II. - the agenda;
III. - the place where the creditors may, if applicable, obtain a copy of the judicial
reorganization plan to be submitted for resolution by the general meeting.
Paragraph 1. - A copy of the general meeting call notice shall be posted in an easily
visible form at the debtor’s headquarters and branches.
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Paragraph 2. - Apart from the cases expressly provided for herein, creditors
representing at least twenty-five percent (25%) of the total amount of the claims of a
specific class may request the judge to call a general meeting.
Paragraph 3. - Call and general meeting expenses are borne by the debtor or the
bankrupt estate, unless the meeting is called at the request of the Committee of
Creditors or in the event under paragraph 2 of this article.
Article 37. - The general meeting shall be chaired by the trustee, who shall appoint
one (1) secretary from among the creditors present.
Paragraph 1. - In resolutions on the dismissal of the trustee or in others with which he
is incompatible, the general meeting shall be chaired by the creditor present holding
the largest claim.
Paragraph 2. - The general meeting shall be convened at first (1st) call with the
attendance of creditors holding over half of the claims of each class, computed at their
value, and at second (2nd) call, with any number.
Paragraph 3. - In order to attend a general meeting, creditors shall each sign the
attendance list, which shall be closed when the meeting is convened.
Paragraph 4. - A creditor may be represented at general meetings by proxy or by a
legal representative, provided he delivers to the trustee, at least twenty-four (24)
hours before the date stated in the call notice, a legally competent document
evidencing the powers or stating the page of the case record where the document is to
be found.
Paragraph 5. - Labor unions may represent members holding labor-related claims or
occupational accident claims who do not attend the general meeting either in person
or by proxy.
Paragraph 6. - In order to exercise the right established in paragraph 5 of this article,
the union shall:
I. - provide the trustee at least ten (10) days before the general meeting with a list of
the members it intends to represent, and workers included in the list of more than one
union shall inform, at least twenty-four (24) hours before the general meeting, which
union represents them, on pain of not being represented at the general meeting by
any of them; and
II. - [VETOED]
Paragraph 7. - Minutes shall be drawn up of the general meeting, setting forth the
names of those present and the signatures of the chairman, the debtor and two (2)
members of each of the voting classes, and shall be delivered to the judge with the
attendance list within forty-eight (48) hours.
Article 38. - Creditors’ votes shall be proportional to the value of their claims, with due
regard, in resolutions on the judicial reorganization plan, for the provisions of article
45, paragraph 2, hereof.
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Sole Paragraph. - Under judicial reorganization, for exclusive purposes of voting at
general meetings, foreign currency claims shall be converted into domestic currency at
the exchange rate prevailing on the day before the general meeting.
Article 39. - The persons included in the general list of creditors or in the absence
thereof in the list of creditors submitted by the trustee pursuant to article 7,
paragraph 2, hereof, or, further, in the absence of the latter in the list submitted by
the debtor himself pursuant to articles 51, main section, III and IV, 99, main section,
III, or main section, 105, II, of this Law, shall be entitled to vote at general meetings,
including in any event those with proven claims on the date of the general meeting or
those whose claim is admitted or altered by court decision, including those who have
obtained a reserve of amounts, with due regard for the provisions of article 10,
paragraphs 1 and 2, hereof.
Paragraph 1. - The holders of claims excepted under article 49, paragraphs 3 and 4,
hereof shall not be entitled to vote and shall not be considered for purposes of
verifying the quorum for convening and resolution.
Paragraph 2. - General meeting resolutions shall not be invalidated by virtue of a
subsequent court decision on the existence, quantification or rating of claims.
Paragraph 3. - In the event of subsequent invalidation of a general meeting resolution,
the rights of bona fide third parties shall be held harmless, the creditors who approved
the resolution to be liable for proven losses caused by malice or negligence.
Article 40. - No preliminary approval shall be granted, of either a provisional or
advance nature as to the effects of the relief, in order to suspend or postpone a
general meeting of creditors due to a pending dispute on the existence, quantification
or rating of claims.
Article 41. - The general meeting shall be composed of the following classes of
creditors:
I. - holders of labor-related claims or occupational accident claims;
II. - holders of claims with in rem guarantees;
III. - holders of unsecured claims, with special privilege, with general privilege, or
subordinated.
Paragraph 1. - Holders of labor-related claims vote with the class provided for in the
main section, I, of this article with their total claim, independently of the amount.
Paragraph 2. - Holders of claims with in rem guarantees vote with the class provided
for in the main section, II, of this article to the limit of the value of the encumbered
asset, and with the class provided for in the main section, III, of this article for the
balance of the amount of their claim.
Article 42. - A proposal shall be considered approved when it obtains the assenting
votes of creditors representing over half the total amount of the claims represented at
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the general meeting, except in resolutions on the judicial reorganization plan pursuant
to article 35, main section, I (a), hereof, on the composition of the Committee of
Creditors or on an alternative form of realizing the assets pursuant to article 145
hereof.
Article 43 - The debtor’s partners, as well as associated, controlling and controlled
companies or those having a partner or shareholder with an interest of more than ten
percent (10%) of the debtor’s capital stock or in which the debtor or any of his
partners have an interest of more than ten percent (10%) of the capital stock, may
attend the general meeting of creditors, without voting rights, however, and they shall
not be considered for purposes of verifying the quorum for convening and resolution.
Sole Paragraph. - The provisions of this article also apply to the spouse or relative by
blood or affinity or collateral kin within the second (2nd) degree, ascendant or
descendant, of the debtor, trustee, controlling partner, members of the advisory
councils, audit committees or similar bodies of the debtor company, and to any
company in which any such persons hold said positions.
Article 44. - When choosing the representatives of each class on the Committee of
Creditors, only the respective members may vote.
Article 45. - In resolutions on the judicial reorganization plan, all classes of creditors
referred to in article 41 hereof shall approve the proposal.
Paragraph 1. - In each of the classes referred to in article 41, II and III, hereof, the
proposal shall be approved by creditors representing over half of the total amount of
the claims represented at the general meeting and, cumulatively, by simple majority
of creditors present.
Paragraph 2. - In the class under article 41, I, hereof, the proposal shall be approved
by simple majority of the creditors present, independently of the amount of the claim.
Paragraph 3. - Creditors shall not be entitled to vote and shall not be considered for
purposes of verification of the resolution quorum if the judicial reorganization plan
does not alter the amount or the original conditions of payment of their claim.
Article 46. - Approval of an alternative form of asset realization under bankruptcy,
pursuant to article 145 hereof, shall require the favorable vote of creditors
representing two-thirds (2/3) of the claims present at the general meeting.

CHAPTER III. - JUDICIAL REORGANIZATION

Section I. - General Provisions

Article 47. - The object of judicial reorganization is to make it possible for the debtor
to overcome his economic and financial crisis in order to be able to maintain the
production source, employment of workers and interests of the creditors, thus
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contributing to preserve the company and its social function and to foster economic
activity.
Article 48. - Judicial reorganization may be petitioned for by any debtor who, at the
time of the petition, has been doing business regularly for over two (2) years and
meets the following requirements, cumulatively:
I. - he shall not be bankrupt, and if he has been, the resulting liabilities have been
declared extinguished by final and conclusive decision;
II. - he shall not have obtained a concession of judicial reorganization within the last
five (5) years;
III. - he shall not have obtained, within the last eight (8) years, a concession of
judicial reorganization based on the special plan provided for in Section V of this
Chapter;
IV. - he shall not have been convicted or does not have, as an officer or controlling
partner, a person convicted of any of the crimes provided for herein.
Sole Paragraph. - Judicial reorganization may also be petitioned for by the surviving
spouse, the debtor’s heirs, the executor or the remaining partner.
Article 49. - All claims existing on the date of the petition are subject to judicial
reorganization, even if not yet due.
Paragraph 1. - Creditors of a debtor under judicial reorganization preserve their rights
and privileges against the co-obligors, sureties and other obligors by recourse action.
Paragraph 2. - Obligations preceding the judicial reorganization shall comply with the
terms contracted originally or defined by law, including with respect to charges, unless
otherwise established in the judicial reorganization plan.
Paragraph 3. - In the case of a creditor holding the position of fiduciary owner of real
or personal property, financial lessor, owner or committed seller of real estate whose
respective agreements include an irrevocability or irreversibility clause, including
under real estate developments, or an owner under a sale agreement with title
retention, his claim shall not be subject to the effects of the judicial reorganization,
and the ownership rights over the item and the agreement terms shall prevail, with
due regard for the respective law; during the suspension term under article 6,
paragraph 4, hereof, however, it shall not be permitted to sell or remove from the
debtor’s establishment any capital goods essential to his business.
Paragraph 4. - The amount referred to in article 86, II, hereof shall not be subject to
the effects of the judicial reorganization.
Paragraph 5. - In the case of a claim guaranteed by pledge over credit instruments,
credit rights, financial investments or securities, guarantees liquidated or fallen due
during the judicial reorganization may be replaced or renewed, and until they are
renewed or replaced any amount received in payment of the guarantees shall be kept
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in a blocked account during the period of suspension referred to in article 6, paragraph
4, hereof.
Article 50. - The following are means of judicial reorganization, with due regard for the
law applicable to each case, inter alia:
I. - granting of special terms and conditions for the payment of obligations fallen or
falling due;
II. - spin-off, merger, consolidation or transformation of a company, opening of a
wholly-owned subsidiary, or quota or share assignment, with due regard for the
partners’ rights, pursuant to applicable law;
III. - change in corporate control;
IV. - full or partial replacement of the debtor’s officers or change in his management
bodies;
V. - granting creditors the right to separate election of officers and to veto powers on
matters specified in the plan;
VI. - capital increase;
VII. - succession or lease of an establishment, including to a company formed by the
employees themselves;
VIII. - reduction in salaries, offsetting of working hours and workday reduction, by
collective agreement or convention;
IX. - payment in kind or novation of outstanding debts, with or without constitution of
own or a third party guarantee;
X. - formation of a company of creditors;
XI. - partial sale of the assets;
XII. - equalization of financial charges relating to debts of any kind, the initial term
being the date of distribution of the petition for judicial reorganization, applying also to
rural credit contracts, without prejudice to the provisions of specific law;
XIII. - right of enjoyment of the company;
XIV. - shared management;
XV. - securities issuance;
XVI. - formation of a specific purpose company to adjudicate, in payment of the
claims, the debtor’s assets.
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Paragraph 1. - Upon the disposal of an asset under in rem guarantee, suppression or
replacement of the guarantee shall only be permitted with the express approval of the
creditor holding the respective guarantee.
Paragraph 2. - In foreign currency claims, the exchange variation shall be maintained
as a parameter for indexing the corresponding obligation, and it may only be excluded
if the creditor holding the respective claim expressly approves a different provision in
the judicial reorganization plan.

Section II. - Petition for and Processing of Judicial Reorganization

Article 51. - The petition for judicial reorganization shall be supported by:
I. - a statement of the material causes of the debtor’s equity condition and the
reasons for the economic and financial crisis;
II. - accounting statements for the last three (3) financial years and those drawn up
especially to support the petition, prepared in strict compliance with applicable
corporation law and consisting necessarily of:
(a)

the balance sheet;

(b)

accrued income statement;

(c)

income statement as from the last financial year;

(d)

management report on cash flow and projection thereof;

III. - full nominal list of creditors, including those under an affirmative covenant or
covenant to give, stating the address, kind, rating and updated amount of the claim,
and specifying its origin, the system for the respective maturity dates and the
accounting records on each pending transaction;
IV. - full list of employees, stating the respective functions, salaries, indemnities and
other amounts to which they are entitled, with the corresponding accrual months, and
specifying amounts pending payment;
V. - certificate of regular standing of the debtor at the Company Public Registry,
updated articles of incorporation and minutes of appointment of current officers;
VI. - list of private assets of the debtor’s controlling partners and officers;
VII. - updated statements of debtor’s bank accounts and of any financial investments
of any kind, including those in investment funds or on stock exchanges, issued by the
respective financial institutions;
VIII. - certificates of the protest offices in the judicial district of the debtor’s domicile
or headquarters and branches;
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IX. - list, signed by the debtor, of all legal actions to which he is a party, including
labor-related suits, with an estimate of the respective amounts claimed.
Paragraph 1. - The accounting documents and other ancillary reports, in the form and
supported as provided for by law, shall be kept at the disposal of the court, the trustee
and, by court authorization, any interested party.
Paragraph 2. - With respect to the requirement under the main section, II, of this
article, microenterprises and small companies may submit simplified books and
accounting records as established by specific law.
Paragraph 3. - The judge may order that the documents referred to in paragraphs 1
and 2 of this article, or a copy thereof, be deposited at the court office.
Article 52. - The documentation required under article 51 hereof being in order, the
judge shall grant processing of the judicial reorganization and, by the same act, shall:
I. - appoint the trustee, with due regard for the provisions of article 21 hereof;
II. - waive the requirement for clearance certificates for the debtor to engage in
business, except for contracting with the Public Authorities or for the receipt of tax or
claim benefits or incentives, with due regard for the provisions of article 69 hereof;
III. - order the suspension of all actions or executions against the debtor pursuant to
article 6 hereof, the respective case records to remain at the court where they are
proceeding, except for the actions under article 6, paragraphs 1, 2 and 7, hereof and
those relating to claims excepted under article 49, paragraphs 3 and 4, hereof;
IV. - order the debtor to submit monthly statements of account throughout the judicial
reorganization term, on pain of dismissal of his officers;
V. - order notice to be served on the Public Attorney’s Office and communication by
letter to the Federal Public Treasuries and those of all States and Municipalities where
the debtor has an establishment.
Paragraph 1. - The judge shall order that a public notice be issued for publication in
the official press, containing:
I. - a summary of the debtor’s petition and the decision granting processing of the
judicial reorganization;
II. - a nominal list of creditors, specifying the updated amount and rating of each
claim;
III. - a warning regarding the deadlines for proving claims, pursuant to article 7,
paragraph 1, hereof, and for creditors to file objections to the judicial reorganization
plan submitted by the debtor pursuant to article 55 hereof.
Paragraph 2. - Processing of the judicial reorganization being granted, the creditors
may at any time request that a general meeting be called to form the Committee of
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Creditors or to replace its members, with due regard for the provisions of article 36,
paragraph 2, hereof.
Paragraph 3. - In the event under the main section, III, of this article, the debtor shall
inform the competent courts of the suspension.
Paragraph 4. - The debtor cannot withdraw the petition for judicial reorganization after
processing thereof has been granted, unless he obtains approval of the withdrawal at
the general meeting of creditors.

SECTION III - JUDICIAL REORGANIZATION PLAN

Article 53. - The reorganization plan shall be submitted by the debtor to the court in
the non-extendable term of sixty (60) days after publication of the decision granting
processing of the judicial reorganization, on pain of conversion into bankruptcy, and it
shall contain:
I. - a detailed description of the means of reorganization to be used, pursuant to
article 50 hereof, and a summary thereof;
II. - statement of its economic feasibility; and
III. - economic-financial and appraisal report on the debtor’s assets, signed by a
legally qualified professional or specialized company.
Sole Paragraph. - The judge shall order a notice to be published advising the creditors
regarding receipt of the reorganization plan and establishing the term for stating
objections, with due regard for article 55 hereof.
Article 54. - The judicial reorganization plan shall not provide for a term of more than
one (1) year for payment of labor-related claims or occupational accident claims fallen
due by the date of the judicial reorganization petition.
Sole Paragraph. - The plan shall not, further, provide for a term of more than thirty
(30) days for the payment, to a limit of five (5) minimum wages per worker, of strictly
salary-related claims fallen due during the three (3) months prior to the judicial
reorganization petition.

Section IV. - Procedure for Judicial Reorganization

Article 55. - Any creditor may state his objection to the judicial reorganization plan to
the judge within thirty (30) days as from publication of the list of creditors provided
for in article 7, paragraph 2, hereof.
Sole Paragraph. - If on the date of publication of the list referred to in the main
section of this article the notice under article 53, sole paragraph, hereof has not been
published, the term for objection shall start on the notice publication date.
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Article 56 - If any creditor objects to the judicial reorganization plan, the judge shall
call a general meeting of creditors to resolve on the reorganization plan.
Paragraph 1. - The date scheduled for the general meeting shall not be later than one
hundred and fifty (150) days after judicial reorganization processing is granted.
Paragraph 2. - The general meeting that approves the judicial reorganization plan may
appoint the members of the Committee of Creditors, pursuant to article 26 hereof, if it
has not yet been formed.
Paragraph 3. - The judicial reorganization plan may be altered by the general meeting,
provided the debtor agrees expressly and in such a way that does not entail a
decrease in the rights exclusively of the absent creditors.
Paragraph 4. - The general meeting of creditors having rejected the reorganization
plan, the judge shall decree the debtor bankrupt.
Article 57. - After the plan approved by the general meeting of creditors has been
attached to the record or the term under article 55 hereof has elapsed without
objection by creditors, the debtor shall submit tax indebtedness clearance certificates
pursuant to articles 151, 205 and 206 of Law 5172 of October 25, 1966 (National Tax
Code).
Article 58. - The requirements of this Law having been met, the judge shall grant the
judicial reorganization of the debtor whose plan has not been objected to by any
creditor pursuant to article 55 hereof or has been approved by the general meeting of
creditors pursuant to article 45 hereof.
Paragraph 1. - The judge may grant judicial reorganization based on a plan that has
not been approved pursuant to article 45 hereof, provided it has obtained,
cumulatively, at the same general meeting:
I. - the favorable vote of creditors representing over half the amount of all claims
represented at the general meeting, independently of classes;
II. - the approval of two (2) of the classes of creditors pursuant to article 45 hereof, or
if there are only two (2) classes with voting creditors, the approval of at least one (1)
of them;
III. - in the class that rejected it, the favorable vote of over one-third (1/3) of the
creditors, computed pursuant to article 45, paragraphs 1 and 2, hereof.
Paragraph 2. - Judicial reorganization may only be granted pursuant to paragraph 1 of
this article if the plan does not entail different treatment among the creditors of the
class that rejected it.
Article 59. - The judicial reorganization plan entails novation of pre-petition claims,
and binds the debtor and all the creditors subject to him, without prejudice to the
guarantees, with due regard for the provisions of article 50, paragraph 1, hereof.
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Paragraph 1. - The court decision that grants judicial reorganization shall constitute a
judicial enforcement instrument, pursuant to article 584, main section, III, of Law
5869 of January 11, 1973 (Code of Civil Procedure).
Paragraph 2. - A plea may be filed against decisions granting judicial reorganization by
any creditor and by the Public Attorney’s Office.
Article 60. - If the approved judicial reorganization plan involves the judicial disposal
of branches or separate production units of the debtor, the judge shall order that this
be performed, with due regard for the provisions of article 142 hereof.
Sole Paragraph. - The object of the disposal shall be free of any encumbrance and the
winning bidder shall not succeed to the debtor’s obligations, including tax-related
obligations, with due regard for the provisions of article 141, paragraph 1, hereof.
Article 61. - The decision under article 58 hereof having been rendered, the debtor
shall continue under judicial reorganization until all obligations established in the plan
and falling due up to two (2) years after concession of the judicial reorganization have
been performed.
Paragraph 1. - During the period established in the main section of this article, the
nonperformance of any obligation established in the plan shall entail conversion of the
reorganization into bankruptcy, pursuant to article 73 hereof.
Paragraph 2. - Bankruptcy having been decreed, the creditors shall have their rights
and guarantees reconstituted on the terms contracted originally, any amounts paid
being deducted and acts performed validly within the sphere of the judicial
reorganization being held harmless.
Article 62. - After the period established in article 61 hereof, in the event of
nonperformance of any obligation established in the judicial reorganization plan any
creditor may petition for specific performance or bankruptcy based on article 94
hereof.
Article 63. - Obligations fallen due in the term established in article 61, main section,
hereof having been performed, the judge shall by decision decree termination of the
judicial reorganization and order:
I. - payment of the balance of the trustee’s fees, said obligations only to be considered
discharged against account rendering, within thirty (30) days, and approval of the
report provided for in the main section, III, of this article;
II. - ascertainment of the balance of the court costs to be paid;
III. - submission of a detailed report by the trustee, in a maximum period of fifteen
(15) days, regarding performance of the reorganization plan by the debtor;
IV. - dissolution of the Committee of Creditors and exoneration of the trustee;
V. - communication to the Company Public Registry for the applicable steps.
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Article 64. - During the judicial reorganization procedure, the debtor or his officers
shall continue to conduct the corporate activities, under the supervision of the
Committee, if any, and the trustee, unless any of them:
I. - has been sentenced finally and conclusively for a crime committed under previous
judicial reorganization or bankruptcy or for a crime against property, public welfare or
economic policy provided for by applicable law;
II. - shows strong signs of having committed a crime provided for herein;
III. - has acted with malice, simulation or fraud against the interests of its creditors;
IV. - has engaged in any of the following acts:
(a)
incurring personal expenditures that are manifestly excessive in relation to his
equity condition;
(b)
incurring expenses whose nature and extent cannot be justified in view of the
capital or type of business, movement of transactions and other similar circumstances;
(c)
unjustifiably decapitalizing the company or carrying out transactions that
impair its regular functioning;
(d)
simulating or omitting claims on submitting the list referred to in article 51,
main section, III, hereof, without any relevant reason under the law or being
supported by a court decision;
V. - has refused to provide information requested by the trustee or the other
Committee members;
VI. - has his dismissal provided for in the judicial reorganization plan.
Sole Paragraph. - In any of the events under the main section of this article, the judge
shall dismiss the trustee, who shall be replaced pursuant to the articles of
incorporation of the debtor or to the judicial reorganization plan.
Article 65. - Upon removal of the debtor in the events under article 64 hereof, the
judge shall call a general meeting of creditors to resolve as to the administrator who is
to assume the management of the debtor’s business, all rules regarding duties,
impediments and remuneration of the trustee to apply to him, as applicable.
Paragraph 1. - The trustee shall perform the duties of administrator until the general
meeting has resolved on the choice of the latter.
Paragraph 2. - In the event the administrator appointed by the general meeting of
creditors refuses or is unable to accept the duty of managing the debtor’s business,
the judge shall call a new general meeting within seventy-two (72) hours as from the
refusal or statement of impediment in the case record, the provisions of paragraph 1
of this article to apply.
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Article 66. - Once the petition for judicial reorganization has been distributed, the
debtor cannot dispose of or encumber any items or rights of his permanent assets,
unless they are of evident utility recognized by the judge after hearing the Committee,
with the exception of those previously listed in the judicial reorganization plan.
Article 67. - The claims resulting from obligations contracted by the debtor during
judicial reorganization, including those relating to expenses with goods or service
suppliers and loan agreements, shall be considered post-petition claims in the event of
decree of bankruptcy, with due regard, as applicable, for the order established in
article 83 hereof.
Sole Paragraph. - Unsecured claims subject to judicial reorganization held by goods or
service suppliers who continue to provide them normally after the petition for judicial
reorganization shall have general privilege of receipt in the event of decree of
bankruptcy, to the limit of the amount of the goods or services supplied during the
reorganization period.
Article 68. - The Public Treasuries and the National Social Security Institute (INSS)
may grant, pursuant to specific law, installment payment of their claims, in the sphere
of judicial reorganization, in accordance with the guidelines established in Law 5172 of
October 25, 1966 (National Tax Code).
Article 69. - In all acts, contracts and documents signed by a debtor subject to the
judicial reorganization procedure, the words "under Judicial Reorganization" shall be
added after the company’s name.
Sole Paragraph. - The judge shall order the Company Public Registry to enter the
judicial reorganization in the corresponding register.

Section V. - Judicial Reorganization
Plan for Microenterprises and Small Companies

Article 70. - The persons referred to in article 1 hereof and who are included under the
concepts of microenterprise or small company, pursuant to applicable law, are subject
to the rules of this Chapter.
Paragraph 1. - Microenterprises and small companies, as defined by law, may submit a
special judicial reorganization plan provided they state their intention to do so in the
complaint referred to in article 51 hereof.
Paragraph 2. - Creditors not embraced by the special plan shall not have their claims
proven in the judicial reorganization.
Article 71. - The special judicial reorganization plan shall be submitted within the term
established in article 53 hereof and shall be limited to the following conditions:
I. – it shall extend solely to unsecured claims, except for those resulting from onlending of official funds and those provided for in article 49, paragraphs 3 and 4,
hereof;
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II. – it shall provide for installment payment in up to thirty-six (36) monthly, equal
and successive amounts, with monetary restatement and interest of twelve percent
(12%) per annum;
III. – it shall provide for payment of the first (1st) installment in a maximum term of
one hundred and eighty (180) days as from distribution of the judicial reorganization
petition;
IV. – it shall establish the need for authorization by the judge, after hearing the
trustee and the Committee of Creditors, for the debtor to increase expenses or hire
employees.
Sole Paragraph. - The petition for judicial reorganization based on a special plan does
not entail stay of the statute of limitation or actions and executions for claims not
covered by the plan.
Article 72. - If the debtor referred to in article 70 hereof opts for a judicial
reorganization petition based on the special plan provided for in this Section, the
general meeting of creditors shall not be called to resolve on the plan, and the judge
shall grant the judicial reorganization if all other requirements hereunder have been
met.
Sole Paragraph. - The judge shall also dismiss the judicial reorganization petition and
decree the bankruptcy of the debtor in the event of objections, pursuant to article 55
hereof, of creditors holding over half of the claims described in article 71, main
section, I, hereof.

CHAPTER IV. - CONVERSION OF JUDICIAL
REORGANIZATION INTO BANKRUPTCY

Article 73. - The judge shall decree bankruptcy during the judicial reorganization
procedure:
I. – by resolution of the general meeting of creditors, pursuant to article 42 hereof;
II. – due to failure by the debtor to submit the reorganization plan in the time frame
under article 53 hereof;
III. – when the reorganization plan has been denied, pursuant to article 56, paragraph
4, hereof;
IV. – due to nonperformance of any obligation assumed under the reorganization plan,
pursuant to article 61, paragraph 1, hereof.
Sole Paragraph. - The provisions of this article do not prevent a decree of bankruptcy
due to default on an obligation not subject to judicial reorganization, pursuant to
article 94, main section, I or II, hereof, or to any act provided for in article 94, main
section, III, hereof.
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Article 74. - In the conversion of reorganization into bankruptcy, acts of management,
indebtedness, encumbrance or disposal performed during the judicial reorganization
are considered valid, provided they comply with the provisions of this Law.

CHAPTER V. - BANKRUPTCY
Section I. - General Provisions

Article 75. - Bankruptcy, on removing the debtor from his activities, seeks to preserve
and optimize the productive use of the company’s goods, assets and productive
resources, including intangible assets.
Sole Paragraph. - Bankruptcy proceedings
procedural time and cost saving.

shall

comply

with

the

principles

of

Article 76. - The bankruptcy court is indivisible and competent to hear all actions
involving the bankrupt party’s assets, interests and business, with the exception of
labor and tax suits and those not regulated hereunder in which the bankrupt figures as
plaintiff or co-plaintiff.
Sole Paragraph. - All actions, including those excepted under the main section of this
article, shall proceed under the trustee, who shall be notified to represent the
bankrupt estate, on pain of annulment of the proceedings.
Article 77. - The decree of bankruptcy determines the early maturity of the
indebtedness of the debtor and partners with unlimited and joint liability, with ratable
deduction of interest, and converts all foreign currency claims into domestic currency,
at the exchange rate prevailing on the date of the court decision, for all effects and
purposes of this Law.
Article 78. - Petitions in bankruptcy are subject to mandatory distribution, in order of
submission.
Sole Paragraph. - Actions required to be brought to the bankruptcy court are subject
to distribution bound to a specific court.
Article 79. - Bankruptcy proceedings and their ancillary proceedings prevail over all
others in the order of the proceedings, at any instance.
Article 80. - Claims outstanding from the judicial reorganization shall be considered
proven when definitively included in the general list of creditors, ongoing proving of
claims to continue.
Article 81. - The decision to decree the bankruptcy of a company whose partners have
unlimited liability also entails the bankruptcy of the latter, who become subject to the
same legal effects produced in relation to the bankrupt company, and they shall
consequently be served with process to file their answer if they so wish.
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Paragraph 1. - The main section of this article applies to the partner who has
withdrawn voluntarily or been removed from the company within the last two (2)
years, as regards debts existing on the date of filing of the amendment to the articles
of association if they have not been settled by the date of the decree of bankruptcy.
Paragraph 2. - Bankrupt companies shall be represented in the bankruptcy by their
officers or liquidators, who shall have the same rights and, under the same penalties,
shall be subject to the obligations of the bankrupt.
Article 82. - The personal liability of partners having limited liability, controllers and
officers of the bankrupt company, as established in the respective laws, shall be
ascertained in the actual bankruptcy court, independently of realization of the assets
and of evidence of their insufficiency to cover the liabilities, with due regard for the
ordinary procedure established in the Code of Civil Procedure.
Paragraph 1. - The liability action under the main section of this article shall be timebarred in two (2) years as from res judicata of the court decision to terminate the
bankruptcy.
Paragraph 2. - The judge may, on his own initiative or at the request of the interested
parties, order that the defendants’ private assets be frozen, in an amount in keeping
with the damage caused, until the liability action has been judged.
Section II. - Rating of Claims

Article 83. - Claims in bankruptcy shall be rated in the following order:
I. – labor-related claims, limited to one hundred and fifty (150) minimum wages per
creditor, and occupational accident claims;
II. – claims with in rem guarantees to the limit of the value of the encumbered asset;
III. – tax claims, independently of their nature and length of constitution, except for
tax fines;
IV. – special privileged claims, as follows:
(a)

those under article 964 of Law 10,406 of January 10, 2002;

(b)
those so defined in other civil and commercial laws, except as otherwise
established herein;
(c)
those whose holders are vested by law with lien on the item given in
guarantee;
V. – general privileged claims, as follows:
(a)

those under article 965 of Law 10,406 of January 10, 2002;

(b)

those under the sole paragraph of article 67 hereof;
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(c)
those so defined in other civil and commercial laws, except as otherwise
established herein;
VI. – unsecured claims, as follows:
(a)

those not provided for in the other items of this article;

(b)
the balances of claims not covered by the proceeds of disposal of the assets
bound to their payment;
(c)
the balances of labor-related claims that exceed the limit established in the
main section, I, of this article;
VII. – contractual penalties and fines for breach of criminal or administrative law,
including tax-related fines;
VIII. – subordinate claims, as follows:
(a)

those so provided for by law or contract;

(b)

the claims of partners and officers without an employment bond.

Paragraph 1. - For purposes of the main section, II, of this article, the value of the
asset under in rem guarantee shall be the amount actually received for its sale or, in
the case of a block sale, the appraisal value of the asset considered individually.
Paragraph 2. - Amounts resulting from a partner’s right to receive his portion of the
capital stock upon liquidation of the company cannot be enforced against the estate.
Paragraph 3. - The penal clauses of unilateral contracts shall not be performed if the
obligations established therein fall due by virtue of bankruptcy.
Paragraph 4. - Labor-related claims assigned to third parties shall be considered
unsecured.
Article 84. - Claims relating to the following shall be considered post-petition claims
and shall be paid with precedence over those mentioned in article 83 hereof, in the
order set forth below:
I. – fees payable to the trustee and his assistants, and labor-related claims or
occupational accident claims referring to services rendered after the decree of
bankruptcy;
II. – sums provided to the bankrupt estate by the creditors;
III. – expenses with schedules, management, asset realization and distribution of the
proceeds, as well as court costs of the bankruptcy proceedings;
IV. – court costs with respect to actions and executions in which the bankrupt estate is
defeated;
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V. – obligations resulting from valid juristic acts performed during the judicial
reorganization, pursuant to article 67 hereof, or after the decree of bankruptcy, and
taxes relating to generating facts occurring after the decree of bankruptcy, with due
regard for the order established in article 83 hereof.

Section III - Petition for Restitution

Article 85. - The owner of an asset scheduled in the bankruptcy proceeding or that is
in the debtor’s possession on the date of decree of bankruptcy may petition for its
restitution.
Sole Paragraph. - The return of an item sold on credit and delivered to the debtor
during the fifteen (15) days prior to the petition for his bankruptcy may also be
requested, if not yet disposed of.
Article 86. - Restitution in cash shall be made:
I. – if the item no longer exists at the time of the petition for restitution, in which
event the petitioner shall receive the appraised amount of the asset or, if it has been
sold, the respective price, in both cases in the updated amount;
II. – of the amount delivered to the debtor, in domestic currency, resulting from an
advance on an export exchange contract, pursuant to article 75, paragraphs 3 and 4,
of Law 4728 of July 14, 1965, provided the full term of the transaction, including any
extensions, does not exceed the term established in the specific rules of the proper
authority;
III. – of the amounts delivered to the debtor by the bona fide contracting party in the
event the contract is revoked or ineffective, pursuant to article 136 hereof.
Sole Paragraph. - Restitution pursuant to this article shall only be made after the
payment under article 151 hereof has been made.
Article 87. - The petition for restitution shall be substantiated and shall describe the
item claimed.
Paragraph 1. - The judge shall order a separate case record for the petition with its
supporting documents and order notice to be given to the bankrupt, the Committee,
the creditors and the trustee to make a statement, in the successive term of five (5)
days, any statement contrary to restitution being valid as a challenge.
Paragraph 2. - The petition having been challenged and any evidence requested
having been granted, the judge shall schedule an evidentiary and judgment hearing, if
necessary.
Paragraph 3. - If there is no evidence to produce, the case records shall be concluded
for judgment.
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Article 88. - The court decision that recognizes the petitioner’s right shall order that
the item be delivered within forty-eight (48) hours.
Sole Paragraph. - If there is no opposition, the bankrupt estate shall not be sentenced
to pay attorney’s fees.
Article 89. - A judgment that denies restitution, when applicable, shall include the
petitioner in the general list of creditors, in the rating applicable to said petitioner, as
provided for herein.
Article 90. - The judgment on the petition for restitution may be appealed, without
stay of proceedings.
Sole Paragraph. - The plaintiff of the petition for restitution who intends to receive the
asset or the amount claimed prior to res judicata shall post bond.
Article 91. - Petitions for restitution suspend access to the item until res judicata.
Sole Paragraph. - When several petitioners have to be satisfied in cash and the
balance is not sufficient to make full payment, the amount shall be distributed ratably
among them.
Article 92. - Petitioners whose petitions are successful shall indemnify the bankrupt
estate or whoever bore the expenses of safeguarding the claimed item.
Article 93. - When a petition for restitution is not applicable, the creditors’ right to file
third-party opposition is safeguarded, with due regard for civil procedural law.
Section IV. - Procedure for Decree of Bankruptcy

Article 94. - Bankruptcy shall be decreed of the debtor who:
I. – without a relevant reason under the law does not pay on the due date a liquid
obligation materialized under a protested execution instrument or instruments, the
sum of which exceeds the equivalent of forty (40) minimum wages on the date of the
petition in bankruptcy;
II. – executed for any liquid amount, does not pay, does not deposit and does not
appoint sufficient assets for attachment within the legal term;
III. – performs any of the following acts, unless they are part of a judicial
reorganization plan:
(a)
liquidating his assets precipitately or resorting to ruinous or fraudulent means
to make payments;
(b)
carrying out or by unequivocal acts attempting to carry out, with the object of
delaying payments or defrauding creditors, a simulated transaction or the disposal of
part or all of his assets to a third party, whether or not a creditor;
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(c)
transferring an establishment to a third party, whether or not a creditor,
without the consent of all the creditors and without keeping sufficient assets to settle
his liabilities;
(d)
simulating the transfer of his principal establishment with the object of
circumventing the law or inspection or to harm a creditor;
(e)
giving or increasing a guarantee to a creditor for a debt contracted previously
without keeping sufficient assets free and clear to settle his liabilities;
(f)
absenting himself without leaving a qualified representative with sufficient
funds to pay creditors, abandoning an establishment or attempting to hide from his
place of domicile, the locality of his headquarters or of his principal establishment;
(g)
failing to perform, within the established term, an obligation assumed under
the judicial reorganization plan.
Paragraph 1. - Creditors may join as co-parties in order to complete the minimum
limit for the petition in bankruptcy based on the main section, I, of this article.
Paragraph 2. - The petition in bankruptcy is not legitimized by claims that cannot be
claimed therein, even if liquid.
Paragraph 3. - In the event under the main section, I, of this article, the petition in
bankruptcy shall be supported by enforcement instruments pursuant to article 9, sole
paragraph, hereof, accompanied in any event by the respective protest instruments
for bankruptcy purposes in accordance with specific law.
Paragraph 4. - In the event under the main section, II, of this article, the petition in
bankruptcy shall be supported by a certificate issued by the court where the execution
is proceeding.
Paragraph 5. - In the event under the main section, III, of this article, the petition in
bankruptcy shall describe the facts that characterize it, any evidence available to be
attached and that to be produced to be specified.
Article 95. - The debtor may petition for his judicial reorganization during the term for
answer.
Article 96. - Bankruptcy filed for pursuant to article 94, main section, I, hereof, shall
not be decreed if the respondent evidences:
I. - falsity of an instrument;
II. – time-barring;
III. – nullity of an obligation or instrument;
IV. – payment of the debt;
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V. – any other fact that extinguishes or suspends an obligation or does not legitimize
the collection of an instrument;
VI. – defect in protest or in its instrument;
VII. – filing of a petition for judicial reorganization during the term for answer, with
due regard for the requirements of article 51 hereof;
VIII. – cessation of corporate activities for more than two (2) years prior to the
petition in bankruptcy, evidenced by a qualified document of the Company Public
Registry, which shall not prevail against evidence of exercise after the registered act.
Paragraph 1. - The bankruptcy of a joint-stock company shall not be decreed after
liquidation and apportionment of its assets or those of the estate one (1) year after
the debtor’s death.
Paragraph 2. - The defense provided for in the main section, I to VI, of this article
shall not prevent a decree of bankruptcy if at the end there are any outstanding
obligations not affected by the defense in an amount exceeding the limit established in
said provision.
Article 97. - The following may petition for a debtor’s bankruptcy:
I. – the debtor himself, pursuant to articles 105 to 107 hereof;
II. – the surviving spouse, any heir of the debtor or the executor;
III. – a partner or shareholder of the debtor pursuant to the law or the company’s
articles of incorporation;
IV. – any creditor.
Paragraph 1. - Corporate creditors shall submit a certificate of the Company Public
Registry evidencing the regular standing of their business.
Paragraph 2. - Creditors not domiciled in Brazil shall post bond with respect to court
costs and payment of the indemnity under article 101 hereof.
Article 98. - Served with notice, the debtor may file an answer within ten (10) days.
Sole Paragraph. - In petitions based on article 94, main section, I and II, hereof, the
debtor may, within the term for answer, post the amount corresponding to the total
claim, plus monetary restatement, interest and attorney’s fees, in which event
bankruptcy shall not be decreed, and if the petition in bankruptcy is considered valid
the judge shall order that the amount be released to the plaintiff.
Article 99. - The decision that decrees a debtor’s bankruptcy shall, among other
requirements:
I. – contain a summary of the petition, identification of the bankrupt and the names
his officers at the time;
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II. – fix the legal term of the bankruptcy, without being permitted to make it
retroactive for more than ninety (90) days as from the petition in bankruptcy, the
judicial reorganization petition or the first (1st) protest for lack of payment, excluding
for such purpose any cancelled protests;
III. – order the bankrupt to submit, within at most five (5) days, a nominal list of the
creditors, stating the address, amount, kind and rating of the respective claims, if
such list is not already in the case record, on pain of disobedience;
IV. – specify the term for proving claims, with due regard for the provisions of article
7, paragraph 1, hereof;
V. – order the suspension of all actions or executions against the bankrupt, except in
the events set forth in article 6, paragraphs 1 and 2, hereof;
VI. – prohibit the performance of any act of disposition or encumbrance of the
bankrupt party’s assets, submitting them preliminarily for court authorization and that
of the Committee, if any, with the exception of the assets whose sale is part of the
debtor’s regular business if its temporary continuation is authorized pursuant to the
main section, XI, of this article;
VII. – order the procedures required to safeguard the interests of the parties involved,
being permitted to order preventive detention of the bankrupt or his officers when
requested on the grounds of evidence of any crime defined herein;
VIII. – order the Company Public Registry to enter the bankruptcy in the debtor’s
registration in order to include the word "Bankrupt", the date of the decree of
bankruptcy and the disqualification provided for in article 102 hereof;
IX. – appoint the trustee, who shall perform his duties in accordance with article 22,
main section, III, hereof, without prejudice to the provisions of article 35, main
section, II (a), hereof;
X. – order that official letters be sent to government instrumentalities and agencies
and other bodies, informing them of the existence of assets and rights of the
bankrupt;
XI. – pronounce with respect to the provisional continuation of the bankrupt party’s
business without the trustee or to the sealing off of the establishments, with due
regard for the provisions of article 109 hereof;
XII. – order, if deemed advisable, that a general meeting of creditors be called to form
the Committee of Creditors, with authority, further, to maintain the Committee if
already functioning under the judicial reorganization when bankruptcy is decreed;
XIII. – order notice to the Public Attorney’s Office and communication by letter to the
Federal Public Treasuries and those of all States and Municipalities where the debtor
has an establishment to take cognizance of the bankruptcy.
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Sole Paragraph. - The judge shall order the publication of a notice containing the full
decision that decrees the bankruptcy and the list of creditors.
Article 100. - A plea may be filed against the decision that decrees bankruptcy, and
the decision that dismisses the petition may be appealed.
Article 101. - Anyone petitioning maliciously for another’s bankruptcy shall be
sentenced, under the decision that dismisses the petition, to indemnify the debtor,
loss and damage to be ascertained upon calculation of the award.
Paragraph 1. - If more than one (1) plaintiff files the petition in bankruptcy, those who
acted in accordance with the main section of this article shall be held jointly liable.
Paragraph 2. - By his own action, the injured third party may also claim indemnity
from the liable parties.

Section V. - Corporate Disqualification, Rights
And Duties of the Bankrupt

Article 102. - The bankrupt shall be disqualified to engage in any corporate activities
as from the decree of bankruptcy until the judgment that extinguishes his obligations,
with due regard for the provisions of article 181, paragraph 1, hereof.
Sole Paragraph. - At the end of the disqualification period, the bankrupt may request
the bankruptcy judge to provide for the respective entry in his registration.
Article 103. - As from the decree of bankruptcy or sequestration, the debtor forfeits
the right to manage his assets or to dispose of them.
Sole Paragraph. - The bankrupt may, however, monitor the management of the
bankruptcy, request the steps required to preserve his rights or the scheduled assets,
and intervene in proceedings to which the bankrupt estate is a party or in which it has
an interest, petitioning for whatever may be rightful and filing the applicable appeals.
Article 104. - The decree of bankruptcy imposes the following duties on the bankrupt:
I. – to sign in the case record, provided he has been notified of the decision, an
instrument of appearance, stating his name, nationality, marital status, full address of
domicile, further stating in said instrument:
(a)

the causes that determined his bankruptcy, when filed for by creditors;

(b)
in the case of a company, the names and addresses of all partners, controlling
shareholders, executive directors or officers, submitting the articles of association or
bylaws and evidence of respective registration, as well as amendments thereto;
(c)

name of the accountant in charge of keeping the mandatory books;
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(d)
any powers of attorney he has granted, stating the object and the name and
address of the attorney in fact;
(e)

his real and personal property that is not at the establishment;

(f)
whether he participates in other companies, showing the respective articles of
association or bylaws;
(g)
his bank accounts, investments, financial instruments under collection and
ongoing proceedings in which he is a plaintiff or defendant;
II. – to deposit his mandatory books at the court office upon signing the instrument of
appearance, for delivery to the trustee, after being closed by instruments signed by
the judge;
III. – not to leave the venue where the bankruptcy is proceeding without cause and
express communication to the judge and without leaving an attorney in fact, under
penalties of the law;
IV. – to appear in all bankruptcy acts, representation by an attorney in fact being
permitted when his presence is not essential;
V. – to deliver promptly all assets, books, papers and documents to the trustee,
informing him, for schedule, of any assets in the possession of third parties;
VI. – to provide all information required by the judge, trustee, creditor or Public
Attorney’s Office regarding circumstances and facts of interest to the bankruptcy;
VII. – to assist the trustee diligently and promptly;
VIII. – to examine the proofs of claim filed;
IX. – to assist in the preparation and verification of the balance sheet and examination
of the books;
X. – to pronounce whenever required by the judge;
XI. – to submit the list of his creditors in the time frame established by the judge;
XII. – to examine and give an opinion on the trustee’s accounts.
Sole Paragraph. - Upon failing to perform any of the duties imposed on him hereunder
after notified by the judge to do so, the bankrupt shall be liable for the crime of
disobedience.

Section VI. - Bankruptcy Filed for by the Actual Debtor

Article 105. - A debtor undergoing an economic and financial crisis who considers that
he does not meet the requirements to petition for judicial reorganization shall petition
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to the court for bankruptcy, stating the reasons for the impossibility of continuing his
business activities, accompanied by the following documents:
I. – accounting statements for the last three (3) financial years and those drawn up
especially to support the petition, prepared in strict accordance with applicable
corporation law and consisting necessarily of:
(a)

the balance sheet;

(b)

accrued income statement;

(c)

income statement as from the last financial year;

(d)

cash flow report;

II. – a nominal list of creditors, stating their address and the amount, kind and rating
of the respective claims;
III. – a list of properties and rights constituting the assets, with the respective
estimate of the amount and documents evidencing ownership;
IV. – evidence of his status as businessman, articles of association or bylaws in effect,
or if there are none a list of all partners, their addresses and their personal assets;
V. – the mandatory books and accounting documents required by law;
VI. – list of officers during the last five (5) years, with their respective addresses,
offices and corporate holdings.
Article 106. - If the petition is not regularly supported, the judge shall require its
amendment.
Article 107. - The court decision that decrees the debtor’s bankruptcy shall comply
with article 99 hereof.
Sole Paragraph. - Bankruptcy having been decreed, the provisions regarding the
bankruptcy filed for by the persons referred to in article 97, main section, II to IV,
hereof apply in their entirety.

Section VII – Schedule and Custody of Assets

Article 108. - Once the instrument of commitment has been signed, the trustee shall
forthwith provide for the schedule of assets and documents and the appraisal of
assets, separately or in block, at the place where they are situated, the judge to order
the steps required for such purpose.
Paragraph 1. - The scheduled assets shall remain in the safekeeping of the trustee or
whomever he may appoint and on the former’s responsibility, the bankrupt or any of
his representatives being permitted to be appointed depositary of the assets.
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Paragraph 2. - The bankrupt may accompany the schedule and appraisal procedures.
Paragraph 3. - The proceeds of the goods attached or seized in any other way shall be
included in the bankrupt estate, the judge to petition to the proper authorities, at the
trustee’s request, ordering their delivery.
Paragraph 4. - No assets that are absolutely unattachable shall be scheduled.
Paragraph 5. - Even in the event of a block appraisal, any asset under in rem
guarantee shall also be appraised separately, for purposes of article 83, paragraph 1,
hereof.
Article 109. - The establishment shall be sealed off whenever there is a risk to
performance of the schedule stage or to preservation of the assets of the bankrupt
estate or of the creditors’ interests.
Article - 110. - The certificate of schedule, consisting of the inventory and respective
appraisal report on the assets, shall be signed by the trustee, by the bankrupt or his
representatives and by other persons assisting in or witnessing the act.
Paragraph 1. - If it is not possible to appraise the assets at the time of the schedule,
the trustee shall request the judge to grant a term for submission of the appraisal
report, which shall not exceed thirty (30) days as from submission of the certificate of
schedule.
Paragraph 2. - The inventory shall refer to:
I. – the debtor’s mandatory and ancillary or optional books, mentioning their existing
condition, number and name of each, pages with entries, dates of first and latest
entry, and whether the mandatory books are vested with the legal formalities;
II. – cash, papers, credit instruments, documents and other assets of the bankrupt
estate;
III. – assets of the bankrupt estate in the possession of third parties for safekeeping,
deposit, pledge or withholding;
IV. – assets stated as owned or claimed by third parties, such circumstance to be
mentioned.
Paragraph 3. - When possible, the assets referred to in paragraph 2 of this article shall
be stated individually.
Paragraph 4. - As regards real property, the trustee, within fifteen (15) days after
schedule thereof, shall display the registration certificates obtained after the decree of
bankruptcy, with all statements set forth therein.
Article 111. - The judge may authorize creditors, individually or jointly, by reason of
the costs and in the interests of the bankrupt estate, to purchase or adjudicate the
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scheduled assets immediately, for the amount appraised, with due regard for the rule
of rating and preference among them, after hearing the Committee.
Article 112. - The scheduled assets may be removed if it is necessary to improve their
safekeeping and conservation, in which event they shall be kept on deposit under the
trustee’s responsibility, against commitment.
Article 113. - Assets that are perishable or liable to deterioration or considerable
devaluation or to hazardous or costly conservation may be sold in advance, after
schedule and appraisal, by court authorization, the Committee and the bankrupt
having been heard within forty-eight (48) hours.
Article 114. - The trustee may rent or enter into another agreement referring to the
assets of the bankrupt estate with a view to producing income for the bankrupt estate,
by authorization of the Committee.
Paragraph 1. - The agreement under the main section of this article does not generate
the right of first refusal to purchase and cannot entail full or partial disposal of the
assets.
Paragraph 2. - The asset underlying the agreement may be sold at any time,
independently of the contracted term, the agreement entered into being terminated
without the right to a fine, unless the purchaser consents.

Section VIII. - Effects of Decree of Bankruptcy
on the Debtor’s Obligations

Article 115. - Decree of bankruptcy subjects all creditors, who may exercise their
rights only over the assets of the bankrupt and of the partner with unlimited liability in
the form established herein.
Article 116. - Decree of bankruptcy suspends:
I. – exercise of lien over assets subject to schedule, which shall be delivered to the
trustee;
II. – exercise of the right of withdrawal or receipt of the amount of their quotas or
shares by the partners in the bankrupt company.
Article 117. - Bilateral contracts are not terminated by bankruptcy and may be
performed by the trustee, by Committee authorization, if performance reduces or
prevents an increase in the liabilities of the bankrupt estate or is necessary to
maintain and preserve its assets.
Paragraph 1. - The contracting party may question the trustee, within ninety (90) days
as from signing of the instrument of his appointment, to declare, within ten (10) days,
whether or not the contract is to be performed.
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Paragraph 2. - A negative answer or silence by the trustee grants the contracting
party the right to indemnity, the amount of which, ascertained in ordinary
proceedings, shall constitute an unsecured claim.
Article 118. - The trustee, by Committee authorization, may provide for performance
of a unilateral contract if such fact reduces or prevents an increase in the liabilities of
the bankrupt estate or is necessary to maintain and preserve its assets, making
payment of the consideration to which it is bound.
Article 119. - The following rules shall prevail in the contractual relations set forth
below:
I. – the seller cannot block delivery of the items shipped to the debtor and still in
transit if prior to the petition in bankruptcy the purchaser had resold them, without
fraud, as shown on the invoices and bills of lading delivered or remitted by the seller;
II. – if the debtor sold composite items and the trustee decides not to continue
performance of the contract, the purchaser may put the items already received at the
disposal of the bankrupt estate, claiming loss and damage;
III. – if the debtor fails to deliver a movable item or to provide a service he sold or
contracted on installment, and the trustee decides not to perform the contract, the
claim relating to the amount paid shall be proven in the proper class;
IV. – the trustee, after the Committee has been heard, shall restore the movable item
purchased by the debtor with title retention by the seller if he decides not to continue
performance of the contract, demanding reimbursement, pursuant to the contract, of
the amounts paid;
V. – in the event of items sold on the forward market and quoted on the stock
exchange or market, and the contract is not performed by actual delivery of said items
and payment of the price, the difference between the quotation on the date of the
contract and at the time of exchange or market settlement shall prevail;
VI. – in the case of a real estate purchase and sale commitment, the respective law
shall apply;
VII. – the lessor’s bankruptcy does not terminate the lease agreement, and in the
event of the lessee’s bankruptcy the trustee may terminate the agreement at any
time;
VIII. – in the event of an agreement to clear and settle obligations in the sphere of the
national financial system, pursuant to applicable law, the nonbankrupt party may
consider the agreement terminated in advance, in which event it shall be settled as
established in regulations, it being permitted to offset any claim determined in favor of
the bankrupt against claims held by the contracting party;
IX. – segregated properties, constituted to meet a specific purpose, shall comply with
the provisions of the respective law, the assets, rights and obligations thereof
continuing to be separate from those of the bankrupt until the advent of the respective
term or until its purpose has been accomplished, when the trustee shall schedule the
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balance in favor of the bankrupt estate or enroll the claim remaining against it in the
proper class.
Article 120. - The power of attorney granted by the debtor prior to bankruptcy for the
performance of business shall cease to be effective upon the decree of bankruptcy, the
attorney in fact to render account of his tenure.
Paragraph 1. - The power of attorney granted for judicial representation of the debtor
continues to be effective until it is expressly revoked by the trustee.
Paragraph 2. - The power of attorney or commission received by the bankrupt prior to
bankruptcy ceases as regards himself, except for those providing for matters outside
the scope of the corporate activities.
Article 121. - Current accounts with the debtor are considered closed upon the decree
of bankruptcy, the respective balance to be ascertained.
Article 122. - Debts of the debtor falling due by the date of the decree of bankruptcy
are offset, with preference over all other creditors, whether or not arising from the
bankruptcy decision, with due regard for the requirements of civil law.
Sole Paragraph. - The following are not offset:
I. – claims transferred after the decree of bankruptcy, except in the event of
succession by consolidation, merger, spin-off or death; or
II. – claims, even if fallen due previously, transferred when the debtor’s condition of
economic and financial crisis was already known or whose transfer was effected
fraudulently or maliciously.
Article 123. - If the bankrupt participates in a company as a limited partner or partner,
only the assets he owns in the company and are ascertained as provided for in the
articles of association or bylaws shall be included in the bankrupt estate.
Paragraph 1. - If the articles of association or bylaws do not provide in this respect,
the ascertainment shall be made judicially unless the company has to be liquidated by
requirement of law, articles of association or bylaws, in which case the assets of the
bankrupt, only after the entire liabilities of the company have been paid, shall be
brought into the bankrupt estate.
Paragraph 2. - In the event the bankrupt is a member of an indivisible condominium,
the asset shall be sold and the amount due to the other members deducted from the
proceeds, said other members being permitted to purchase the part quota of the
bankrupt in accordance with the best proposal obtained.
Article 124. - Interest provided for by law or by contract and falling due after the
decree of bankruptcy cannot be enforced against the bankrupt estate if the assets
ascertained are not sufficient to pay the subordinate creditors.
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Sole Paragraph. - This provision does not apply to interest on debentures and claims
with in rem guarantee, but the proceeds of the assets constituting the guarantee shall
be liable solely for them.
Article 125. - In the bankruptcy of an estate, probate proceedings shall be suspended,
the trustee to perform pending acts regarding the rights and obligations of the
bankrupt estate.
Article 126. - In equity relations not expressly regulated herein, the judge shall decide
the case with a view to unity, the universality of the claims and equal treatment of
creditors, with due regard for the provisions of article 75 hereof.
Article 127. - Creditors of joint co-obligors whose bankruptcies are decreed are
entitled to claim, in each bankruptcy, their total claim, until received in full, when they
shall then inform the court.
Paragraph 1. - The main section of this article does not apply to the bankrupt whose
obligations have been extinguished by court decision, pursuant to article 159 hereof.
Paragraph 2. - If the creditor is paid in full by one or several co-obligor bankrupt
estates, those that paid shall have the right of recourse against the others, ratably to
the part they paid and to the part for which they were each liable.
Paragraph 3. - If the sum of the amounts paid to the creditor in all the co-obliged
bankrupt estates exceeds the total claim, the amount shall be returned to the
bankrupt estates in the proportion established in paragraph 2 of this article.
Paragraph 4. - If the co-obligors were each other’s guarantors, the excess under
paragraph 3 of this article shall belong, in the order of the obligations, to the bankrupt
estates of the co-obligors who were entitled to be guaranteed.
Article 128. - Solvent co-obligors and the guarantors of the debtor or partners with
unlimited liability may prove the claim corresponding to the amounts paid or payable,
if the creditor does not prove his claim in the legal term.

Section IX. - Ineffectiveness and Revocation of
Acts Performed Prior to Bankruptcy

Article 129. - The following are ineffective with regard to the bankrupt estate, whether
or not the contracting party was aware of the debtor’s condition of economic and
financial crisis and whether or not the debtor intended to defraud creditors:
I. – payment by the debtor within the legal term of debts not yet fallen due, by any
means of extinguishment of the credit right, including by discount of the actual
instrument;
II. – payment made within the legal term of debts fallen due and enforceable, in any
way not provided for under the contract;
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III. – constitution of an in rem guarantee, including lien, within the legal term, in the
case of a debt contracted previously; if the assets given in mortgage are the object of
other subsequent ones, the bankrupt estate shall receive the part that should apply to
the creditor of the revoked mortgage;
IV. – acts performed free of charge during the two (2) years preceding the decree of
bankruptcy;
V. – waiver of inheritance or legacy during the two (2) years preceding the decree of
bankruptcy;
VI. – sale or transfer of an establishment without the express consent of or payment
to all creditors existing at the time, sufficient assets not having remained to the debtor
to settle his liabilities, unless, within thirty (30) days, there is no opposition by
creditors after being duly notified, either judicially or by a deeds and documents
registry officer;
VII. – registration of in rem rights and of property transfer inter vivos, for a
consideration or free of charge, or an annotation of real property made after the
decree of bankruptcy, unless there is a previous annotation.
Sole Paragraph. - Ineffectiveness may be declared by the judge on his own initiative,
alleged in defense or claimed under a specific action or incidentally during the
proceedings.
Article 130. - Acts performed with the intent to injure creditors may be revoked,
fraudulent collusion between the debtor and the third party contracting with him and
the actual loss suffered by the bankrupt estate to be evidenced.
Article 131. - None of the acts referred to in article 129, I to III and VI, hereof that
were provided for and performed as established in the judicial reorganization plan
shall be declared ineffective or revoked.
Article 132. - The revocation suit under article 130 hereof shall be filed by the trustee,
by any creditor or by the Public Attorney’s Office within three (3) years as from the
decree of bankruptcy.
Article 133. - The revocation suit may be brought against:
I. – all those figuring in the act or who by effect thereof are paid, guaranteed or
benefited;
II. – the acquiring third parties if they are aware when the right is created of the
debtor’s intention to injure creditors;
III. – the heirs or legatees of the persons listed in the main section, I and II, of this
article.
Article 134. - The revocation suit shall proceed before the bankruptcy court and follow
the ordinary procedure established in Law 5869 of January 11, 1973 (Code of Civil
Procedure).
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Article 135. - The decision that considers the revocation suit valid shall order that the
assets be returned to the bankrupt estate in kind, with all accessories, or the market
value, plus loss and damage.
Sole Paragraph. - The decision may be appealed.
Article 136. - Ineffectiveness being recognized or the revocation suit considered valid,
the parties shall revert to the previous situation, and the bona fide contracting party
shall be entitled to restitution of the assets or amounts delivered to the debtor.
Paragraph 1. - In the event of securitization of claims of the debtor, ineffectiveness
shall not be declared or the act of assignment revoked to the detriment of the rights of
the holders of securities issued by the insurance broker.
Paragraph 2. - The bona fide third party is guaranteed the right at any time to file an
action for loss and damage against the debtor or his guarantors.
Article 137. - The judge may, at the request of the revocation suit plaintiff, order as a
preventive measure, pursuant to civil procedural law, sequestration of the items
removed from the debtor’s assets and in the possession of third parties.
Article 138. - The act may be declared ineffective or revoked, even when performed
on the basis of a court decision, with due regard for the provisions of article 131
hereof.
Sole Paragraph. - The act being revoked or declared ineffective, the decision on which
it was based shall be cancelled.

Section X. - Realization of Assets

Article 139. - Immediately upon scheduling of the assets, with attachment of the
respective case record to the bankruptcy proceedings, asset realization shall
commence.
Article 140. - The disposal of assets shall be carried out in one of the following forms,
in the order of preference set forth below:
I. – disposal of the company, with the sale of its establishments in block;
II. – disposal of the company, with the sale of its branches or manufacturing plants
separately;
III. – disposal in block of the assets constituting each of the debtor’s establishments;
IV. – disposal of the assets considered individually.
Paragraph 1. - If it is advisable to realize the assets or if opportune, more than one
form of disposal may be adopted.
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Paragraph 2. - Asset realization shall start independently of formation of the general
list of creditors.
Paragraph 3. - The object of disposal of the company shall be the set of certain assets
required for the profitable operation of the manufacturing plant, which may include
the transfer of specific contracts.
Paragraph 4. - In transfers of assets disposed of pursuant to this article and which
require public registration, the respective court order shall serve as sufficient deed of
title for said registration.
Article 141. - In the joint or separate disposal of assets, including the company or its
branches, carried out in any of the modalities provided for in this article:
I. – all creditors, in the order of preference established in article 83 hereof, subrogate
to the proceeds of the asset realization;
II. – the object of the disposal shall be free of any encumbrance and the winning
bidder shall not succeed in the debtor’s obligations, including tax- and labor-related
obligations and occupational accident obligations.
Paragraph 1. - The main section, II, of this article does not apply when the winning
bidder is:
I. – a partner in the bankrupt company or company controlled by the bankrupt;
II. – a direct or collateral relative within the fourth (4th) degree, by blood or affinity, of
the bankrupt or of a partner in the bankrupt company; or
III. – identified as an agent of the bankrupt for the purpose of defrauding succession.
Paragraph 2. - Employees of the debtor contracted by the winning bidder shall be
engaged under new employment contracts and the winning bidder shall not be liable
for obligations arising from the previous contracts.
Article 142. - The judge, after hearing the trustee and following the advice of the
Committee, if any, shall order the disposal of the assets in one of the following
modalities:
I. – auction, by oral bidding;
II. – sealed bids;
III. – public proclamation.
Paragraph 1. - Disposal under any of the modalities provided for this article shall be
preceded by the publication of a notice in a widely circulated newspaper, fifteen (15)
days in advance in the case of personal property, and thirty (30) days in advance in
the case of disposal of the company or of real property, announcement being
permitted by other means that assist to make the sale widely known.
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Paragraph 2. - The disposal shall be made for the highest amount offered, even if less
than the amount of the appraisal.
Paragraph 3. - In the auction by oral bidding, the rules of Law 5869 of January 11,
1973 (Code of Civil Procedure) shall apply, as relevant.
Paragraph 4. - Disposal by closed bids shall be made by delivery, in court office and
against receipt, of sealed envelopes, to be opened by the judge on the day and at the
time and place stated in the public notice, the clerk to draw up the respective term, to
be signed by those present, and attaching the bids to the bankruptcy case record.
Paragraph 5. - Sale by public proclamation is a combined form of the others,
consisting of two (2) stages:
I. – receipt of bids, pursuant to paragraph 3 of this article;
II. – auction by oral bidding, only those who submit proposals of not less than ninety
percent (90%) of the highest bid offered, pursuant to paragraph 2 of this article, to
participate.
Paragraph 6. - Sale by public proclamation shall obey the following rules:
I. – the proposals having been received and opened pursuant to paragraph 5 of this
article, the judge shall order notice to the bidders whose proposals meet the
requirements of II thereof, to attend the auction;
II. – the opening amount of the auction shall be that of the proposal received from the
highest bidder present, said amount being considered a bid, to which he becomes bound;
III. – if the bidder with the highest proposal does not attend the auction and an initial
bid is not given in at least the amount he offered, he shall be bound to provide the
difference ascertained, the respective court certificate constituting an enforcement
instrument for collection of the amounts by the trustee.
Paragraph 7. - In any modality of disposal, the Public Attorney’s Office shall be notified
personally, on pain of annulment.
Article 143. - In any of the modalities of disposal referred to in article 142 hereof,
oppositions may be filed by any creditor, the debtor or the Public Attorney’s Office
within forty-eight (48) hours after the auction, in which event the case record shall be
concluded and sent to the judge, who shall decide within five (5) days on the
oppositions and, if he dismisses them, shall order the assets delivered to the winning
bidder, with due regard for the conditions established in the public notice.
Article 144. - When there are justified reasons, the judge may authorize, by
substantiated request of the trustee or the Committee, other judicial disposal
modalities than those provided for in article 142 hereof.
Article 145. - The judge shall ratify any other modality of asset realization, provided it
is approved by the general meeting of creditors, including the formation of a company
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of creditors or employees of the actual debtor, with the participation, if necessary, of
the current partners or third parties.
Paragraph 1. - The provisions of article 141 hereof apply to the company referred to in
this article.
Paragraph 2. - In the event of the organization of a company formed by employees of
the actual debtor, they may use labor-related claims to acquire or lease the company.
Paragraph 3. - If the alternative proposal for asset realization is not approved by the
general meeting, the judge shall decide as to the form to be adopted, taking into
account the statement of the trustee and the Committee.
Article 146. - In any modality of asset realization adopted, the bankrupt estate is not
required to submit clearance certificates.
Article 147. - Amounts received in any way shall be deposited immediately to an
interest-bearing account at a financial institution, with due regard for the
requirements of the law or the rules of a judicial body.
Article 148. - The trustee shall include in the report under article 22, III (p), any
amounts received in the due month, specifying the form of distribution of the funds
among the creditors, with due regard for the provisions of article 149 hereof.
Section XI. - Payment to Creditors

Article 149. - Restitution having been made, the post-petition claims paid, pursuant to
article 84 hereof, and the general list of creditors consolidated, the amounts received
by realization of the assets shall be allocated to pay creditors, in accordance with the
rating under article 83 hereof, with due regard for the other provisions of this Law and
the court decisions that require a reserve of amounts.
Paragraph 1. - When there is a reserve of amounts, the sums relating thereto shall be
kept on deposit until final judgment of the claim, and in the event the latter is not
finally recognized, in whole or in part, the funds deposited shall be distributed
supplementarily among the remaining creditors.
Paragraph 2. - Creditors who do not withdraw the funds allocated to them by
distribution in the term established by the judge shall be notified to do so within sixty
(60) days, after which the funds shall be distributed supplementarily among the
remaining creditors.
Article 150. Expenses whose advance payment is essential for management of the
bankruptcy, including in the event of provisional continuation of business provided for
in article 99, main section, XI, hereof, shall be paid by the trustee with available cash
funds.
Article 151. Labor-related claims of a strictly salary nature falling due during the three
(3) months prior to the decree of bankruptcy, to a limit of five (5) minimum wages per
worker, shall be paid as soon as cash is available.

BUSINESS RESTRUCTURINGANDINSOLVENCYTEAM
- 46 -

631

Article 152. Creditors shall restitute double the amounts received, plus interest at legal
rate, if malice or bad faith is evidenced in the constitution of the claim or guarantee.
Article 153. All creditors having been paid, the balance, if any, shall be delivered to
the bankrupt.

Section XII. - Conclusion of Bankruptcy and Extinguishment
of the Bankrupt Party’s Obligations

Article 154. - The entire assets having been realized and the proceeds distributed
among the creditors, the trustee shall submit his accounts to the judge within thirty
(30) days.
Paragraph 1. - The accounts, accompanied by the evidentiary documents, shall be
rendered under a separate case record, which at the end shall be attached to the
bankruptcy record.
Paragraph 2. - The judge shall order publication of a notice that the accounts have
been delivered and are at the disposal of interested parties, who may challenge them
within ten (10) days.
Paragraph 3. - The notice term having elapsed and the procedures required to
investigate the facts having been performed, the judge shall notify the Public
Attorney’s Office to pronounce within five (5) days, at the end of which the trustee
shall be heard if there is any opposition or adverse opinion by the Public Attorney’s
Office.
Paragraph 4. - The steps under paragraphs 2 and 3 of this article having been taken,
the judge shall judge the accounts by decision.
Paragraph 5. - The court decision that denies the trustee’s accounts shall establish his
liabilities, may order the freezing or sequestration of assets, and shall serve as an
enforcement instrument for indemnification of the bankrupt estate.
Paragraph 6. - The decision may be appealed.
Article 155. - The trustee’s accounts having been judged, he shall submit the final
report on the bankruptcy within ten (10) days, stating the amount of the assets and of
the proceeds of their realization, the amount of the liabilities and the amount of the
payments made to creditors, and specify with grounds the liabilities the bankrupt will
continue to have.
Article 156. - The final report having been submitted, the judge shall terminate the
bankruptcy by decision.
Sole Paragraph. - The decision of termination shall be published by public notice and
may be appealed.
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Article 157. - The statute of limitation regarding the bankrupt party’s obligations starts
to run again as from the date of the final and conclusive decision of termination of the
bankruptcy.
Article 158. - The following extinguish the bankrupt party’s obligations:
I. – payment of all claims;
II. – payment, after all assets are realized, of over fifty percent (50%) of the
unsecured claims, the bankrupt being permitted to deposit the amount required to
complete such percentage if the full liquidation of the assets was not sufficient;
III. – lapse of the five (5)-year term, as from termination of the bankruptcy, if the
bankrupt has not been convicted of any crime provided for herein;
IV. – lapse of the ten (10)-year term, as from termination of the bankruptcy, if the
bankrupt has been convicted of any crime provided for herein.
Article 159. - Any of the events under article 158 hereof having been typified, the
bankrupt may petition to the bankruptcy court for his obligations to be declared
extinguished by decision.
Paragraph 1. - The petition shall be placed in a separate case record with the
respective documents and published by notice in the official press and in a widely
circulated newspaper.
Paragraph 2. - Any creditor may oppose the bankrupt party’s petition within thirty
(30) days after publication of the notice.
Paragraph 3. - At the end of the term, the judge shall render a decision within five (5)
days and if the petition precedes termination of the bankruptcy he shall declare the
obligations extinguished in the decision of termination.
Paragraph 4. - The decision that declares the obligations extinguished shall be
communicated to all persons and entities informed of the decree of bankruptcy.
Paragraph 5. - The decision may be appealed.
Paragraph 6. - After res judicata, the case record shall be attached to the bankruptcy
records.
Article 160. - The obligations having become time-barred or extinguished pursuant to
this Law, the partner with unlimited liability may also petition for a declaration by
court decision of the extinguishment of his obligations in the bankruptcy.

CHAPTER VI. - OUT-OF-COURT REORGANIZATION

Article 161. - The debtor who meets the requirements of article 48 hereof may
propose and negotiate with creditors an out-of-court reorganization plan.
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Paragraph 1. - The provisions of this chapter do not apply to the holders of tax- or
labor-related claims or to occupational accident claims or to those under articles 49,
paragraph 3, and 86, main section, II, hereof.
Paragraph 2. - The plan shall not contemplate accelerated payment of debts or
unfavorable treatment of the creditors not subject to the plan.
Paragraph 3. - The debtor shall not file for ratification of an out-of-court plan if a
petition for judicial reorganization is pending or if he has obtained judicial
reorganization or ratification of another out-of-court reorganization plan within the last
two (2) years.
Paragraph 4. - The petition for ratification of the out-of-court reorganization plan shall
not entail the suspension of rights, actions or executions, or the impossibility of the
petition for decree of bankruptcy by creditors not subject to the out-of-court
reorganization plan.
Paragraph 5. - After distribution of the petition for ratification, creditors cannot
withdraw from being bound to the plan without the express consent of the other
signatories.
Paragraph 6. - The decision to ratify the out-of-court reorganization plan shall
constitute a judicial enforcement instrument, pursuant to article 584, main section,
III, of Law 5869 of January 11, 1973 (Code of Civil Procedure).
Article 162. - The debtor may file for court ratification of the out-of-court
reorganization plan, attaching his reasons and a document stating his terms and
conditions, signed by the creditors adhering thereto.
Article 163. - The debtor may further file for ratification of an out-of-court
reorganization plan that binds all creditors encompassed therein, provided it is signed
by creditors representing over three-fifths (3/5) of all claims of each kind
encompassed therein.
Paragraph 1. - The plan may encompass all of one or more kinds of claims provided
for in article 83, main section, II, IV, V, VI and VIII, hereof, or a group of creditors of
the same kind and subject to similar conditions of payment, and once ratified binds all
creditors of the kinds encompassed therein, exclusively with respect to claims
constituted up to the date of the petition for ratification.
Paragraph 2. - For purposes of ascertainment of the percentage provided for in the
main section of this article, claims not included in the out-of-court reorganization plan
shall not be considered and their amount and original conditions of payment shall not
be altered.
Paragraph 3. - For exclusive purposes of ascertainment of the percentage provided for
in the main section of this article:
I. – foreign currency claims shall be converted into domestic currency at the exchange
rate prevailing on the day before plan is signed; and
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II. – claims held by the persons listed in article 43 hereof shall not be computed.
Paragraph 4. - Upon disposal of an asset under in rem guarantee, suppression or
replacement of the guarantee shall only be permitted with the express approval of the
creditor holding the respective guarantee.
Paragraph 5. - In foreign currency claims, the exchange variation may only be
excluded if the creditor holding the respective claim expressly approves a different
provision in the out-of-court reorganization plan.
Paragraph 6. - For ratification of the plan under this article, in addition to the
documents provided for in article 162, main section, hereof, the debtor shall attach:
I. – a statement of the debtor’s equity position;
II. – accounting statements for the last financial year and those drawn up especially to
support the petition, pursuant to article 51, main section, II, hereof; and
III. – documents evidencing the powers of the subscribers to renew or compromise, a
full nominal list of creditors, stating their addresses, the kind, rating and updated
amount of the claim, and specifying its origin, the system of the respective maturity
dates and the accounting records of each pending transaction.
Article 164. - The petition for ratification of the out-of-court reorganization plan under
articles 162 and 163 hereof having been received, the judge shall order the
publication of a notice in the official press and in a newspaper circulated nationwide or
in the localities of the debtor’s headquarters and branches, calling all creditors of the
debtor to file their oppositions to the out-of-court reorganization plan, with due regard
for paragraph 3 of this article.
Paragraph 1. - In the public notice term, the debtor shall evidence the remittance of a
letter to all creditors subject to the plan, domiciled or headquartered in Brazil,
informing of the distribution of the petition, the conditions of the plan and the term for
opposition.
Paragraph 2. - Creditors shall have thirty (30) days as from publication of the notice to
challenge the plan, attaching the proof of their claims.
Paragraph 3. - To oppose ratification of the plan in their statement, creditors may only
allege:
I. – failure to complete the minimum percentage established in article 163, main
section, hereof;
II. – the performance of any of the acts under article 94, III, or article 130 hereof, or
noncompliance with any requirement hereunder;
III. – noncompliance with any other requirement of law.
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Paragraph 4. - Opposition being filed, a term of five (5) days shall start for the debtor
to answer.
Paragraph 5. - The term under paragraph 4 of this article having run, the case record
shall be concluded immediately and sent to the judge for examination of any
oppositions and decision within five (5) days on the out-of-court reorganization plan,
ratifying it by decision if he considers it does not involve the performance of acts
under article 130 hereof and that there are no other irregularities to make its
dismissal advisable.
Paragraph 6. - In the event of evidence of simulation of claims or a defect in
representation of the creditors who signed the plan, ratification thereof shall be
denied.
Paragraph 7. - The decision may be appealed without stay of proceedings.
Paragraph 8. If the plan is not ratified, the debtor may, after the formalities have been
performed, file a new petition for ratification of an out-of-court reorganization plan.
Article 165. - The out-of-court reorganization plan is effective after its judicial
ratification.
Paragraph 1. – A plan is lawful, however, if it establishes effects prior to ratification,
provided they are solely in relation to the change in the amount or conditions of
payment of the signatory creditors.
Paragraph 2. - In the event under paragraph 1 of this article, if the judge later denies
the plan, the signatory creditors regain the right to enforce their claims on the original
terms, less amounts actually paid.
Article 166. - If the ratified out-of-court reorganization plan involves judicial disposal
of separate branches or manufacturing plants of the debtor, the judge shall order that
this be performed, with due regard, as applicable, for the provisions of article 142
hereof.
Article 167. - The provisions of this Chapter do not entail the impossibility of carrying
out other modalities of private settlement between the debtor and his creditors.

CHAPTER VII. - PENAL PROVISIONS
Section I. - Specific Crimes Fraud Against Creditors

Article 168. - The commitment, before or after the decision that decrees bankruptcy,
grants judicial reorganization or ratifies out-of-court reorganization, of a fraudulent act
that results or may result in a loss to the creditors with a view to obtaining or ensuring
an undue advantage to oneself or others.
Penalty – confinement, from three (3) to six (6) years, and fine.
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Increase in penalty
Paragraph 1. - The penalty is increased by one-sixth (1/6) to one-third (1/3) if the
party:
I. – prepares accounting books or a balance sheet with inaccurate data;
II. – omits entries in the accounting books or balance sheet that should be included
therein or alters authentic bookkeeping or balance sheets;
III. – destroys, erases or adulterates accounting or business data stored in a computer
or information system;
IV. – simulates the capital stock structure;
V. – destroys, conceals or mutilates, in whole or in part, the mandatory accounting
entry documents.
Concomitant accounting
Paragraph 2. - The penalty is increased by one-third (1/3) to one-half if the debtor
kept or transferred funds or amounts concomitantly to the accounting required by law.
Concert of persons
Paragraph 3. - The same penalties apply to accountants, accounting officers, auditors
and other professionals who in any way contribute to the criminal acts described in
this article, to the extent of their culpability.
Reduction or substitution of penalty
Paragraph 4. - In the case of the bankruptcy of a microenterprise or small company,
when no habitual fraudulent acts by the bankrupt are ascertained the judge may
reduce the penalty of confinement by one-third (1/3) to two-thirds (2/3) or substitute
it by the penalties restricting rights, forfeiture of assets and other amounts or
rendering of services to the community or to government bodies.
Violation of trade secret
Article 169. - Violation, exploitation or disclosure without cause of a trade secret or
confidential data regarding transactions or services, contributing to lead the debtor to
a condition of economic or financial unfeasibility:
Penalty – confinement, from 2 (two) to four (4) years, and fine.
Disclosure of false information
Article 170. - Disclosure or propagation by any means of false information regarding a
debtor under judicial reorganization with a view to leading him to bankruptcy or to
obtain an advantage:
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Penalty – confinement, from 2 (two) to 4 (four) years, and fine.
Misleading
Article 171. - Withholding or omission of information or rendering of false information
in bankruptcy, judicial reorganization or out-of-court reorganization proceedings with a
view to misleading the judge, the Public Attorney’s Office, creditors, the general
meeting of creditors, the Committee or the trustee:
Penalty – confinement, from 2 (two) to 4 (four) years, and fine.
Favoring creditors
Article 172. - Performance, before or after the decision that decrees bankruptcy,
grants judicial reorganization or ratifies an out-of-court reorganization plan, of an act
of disposition or encumbrance of assets or that generates an obligation, designed to
favor one or more creditors to the detriment of the others:
Penalty – confinement, from 2 (two) to 5 (five) years, and fine.
Sole Paragraph. - The same penalties apply to the creditor who in collusion may
benefit from an act under the main section of this article.
Misappropriation, concealment or appropriation of property
Article 173. - Appropriation, misappropriation or concealment of property owned by a
debtor under judicial reorganization or by a bankrupt estate, including by acquisition
by a designee:
Penalty – confinement, from 2 (two) to 4 (four) years, and fine.
Illegal acquisition, receipt or use of assets
Article 174. - Illicit acquisition, receipt or use of an asset known to belong to the
bankrupt estate or exerting influence for a bona fide third party to acquire, receive or
use one:
Penalty – confinement, from 2 (two) to 4 (four) years, and fine.
Illegal proving of claim
Article 175. - Submission in bankruptcy, judicial reorganization or out-of-court
reorganization of a false list of claims, proof of claims or complaint, or attachment
thereto of a false or simulated financial instrument:
Penalty – confinement, from 2 (two) to 4 (four) years, and fine.
Illegal performance of activity
Article 176. - Performance of an activity for which the person was disqualified or
incapacitated by court decision, pursuant to this Law:
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Penalty – confinement, from 1 (one) to 4 (four) years, and fine.
Violation of impediment
Article 177. - Acquisition by the judge, Public Attorney’s Office representative, trustee,
court administrator, expert, appraiser, court clerk, court official or auctioneer,
personally or through a designee, of assets of the bankrupt estate of a debtor under
judicial reorganization, or, with respect to these, engaging in any speculation of profit
when having acted in the respective proceedings:
Penalty – confinement, from 2 (two) to 4 (four) years, and fine.
Omission of mandatory accounting documents
Article 178. - Failure to prepare, keep record on or certify, before or after the decision
that decrees bankruptcy, grants judicial reorganization or ratifies an out-of-court
reorganization plan, the mandatory accounting record documents:
Penalty – imprisonment, from one (1) to 2 (two) years, and fine, if the fact does not
typify a more serious crime.
Section II. - Common Provisions

Article 179. - In
the
bankruptcy,
judicial
reorganization
and
out-of-court
reorganization of companies, their partners, executive directors, managers, officers
and directors, de facto or de jure, as well as the trustee, are held equivalent to the
debtor or bankrupt for all penal purposes arising from this Law, to the extent of their
culpability.
Article 180. - The decision that decrees bankruptcy, grants judicial reorganization or
grants out-of-court reorganization pursuant to article 163 hereof is an objective
condition for punishability of the criminal offenses described herein.
Article 181. - The following are effects of the conviction of a crime provided for herein:
I. – disqualification to engage in business activities;
II. – impediment to holding a position or function on a board of directors, executive
board or management of the companies subject to this Law;
III. – impossibility of managing a company, with or without (negotiorum gestio) a
mandate.
Paragraph 1. - The effects referred to in this article are not automatic and shall be
stated and substantiated in the decision, and they shall endure for five (5) years after
extinguishment of the punishability but may, however, cease previously by penal
rehabilitation.
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Paragraph 2. - The penal sentence to condemn being final and conclusive, the
Company Public Registry shall be notified to take the necessary steps to prevent a
new registration in the name of the disqualified parties.
Article 182. - The statute of limitation to the crimes hereunder shall be governed by
the provisions of Decree-law 2848 of December 7, 1940 (Penal Code), starting to run
on the date of the decree of bankruptcy, concession of judicial reorganization or
ratification of the out-of-court reorganization plan.
Sole Paragraph. - Decree of bankruptcy of the debtor tolls the limitation that started
to run upon concession of judicial reorganization or ratification of the out-of-court
reorganization plan.

Section III. - Criminal Procedure

Article 183. - The criminal judge of the venue where bankruptcy was decreed, judicial
reorganization granted or an out-of-court reorganization plan ratified shall hear the
criminal action for the crimes provided for herein.
Article 184. - The crimes provided for herein are subject to public criminal action not
requiring representation of the victim or the filing of criminal charges by the victim.
Sole Paragraph. - The term referred to in article 187, paragraph 1, having elapsed
without any accusation by the representative of the Public Attorney’s Office, any
proven creditor or the trustee may file a private criminal action subsidiarily to the
public action, with due regard for the six (6)-month term of loss of procedural right.
Article 185. - The accusation or complaint having been received, the sequence
established in articles 531 to 540 of Decree-law 3689 of October 3, 1941 (Code of
Criminal Procedure) shall be followed.
Article 186. - In the report under article 22, main section, II (e), hereof, the trustee
shall submit a detailed report to the bankruptcy judge, considering the causes of the
bankruptcy, the debtor’s procedure, before and after the decision, and other detailed
information regarding the conduct of the debtor and of other persons, if any, liable for
acts that may typify a crime related to the judicial reorganization or the bankruptcy,
or any other offense related thereto.
Sole Paragraph. - The detailed statement shall be supported by a report by the
accountant in charge of examining the debtors’ bookkeeping.
Article 187. - Having been notified of the decision that decrees bankruptcy or grants
judicial reorganization, the Public Attorney’s Office, ascertaining the occurrence of any
crime provided for herein, shall immediately file the proper criminal action or, if it
deems it necessary, shall petition for the opening of a police investigation.
Paragraph 1. - The term for accusation is regulated by article 46 of Law 3689 of
October 3, 1941 (Code of Criminal Procedure), unless the Public Attorney’s Office, the
defendant being released or on bail, decides to await submission of the detailed
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statement under article 186 hereof, being then required to file the accusation within
fifteen (15) days.
Paragraph 2. - If any circumstantial evidence of any of the crimes provided for herein
appears at any procedural stage, the bankruptcy or judicial reorganization or out-ofcourt reorganization judge shall inform the Public Attorney’s Office.
Article 188. - The provisions of the Code of Criminal Procedure apply subsidiarily
insofar as they do not conflict with this Law.
CHAPTER VIII. - Final and Temporary Provisions

Article 189. - Law 5869 of January 11, 1973 (Code of Civil Procedure) applies, as
relevant, to the procedures provided for herein.
Article 190. - Whenever this Law refers to a debtor or a bankrupt, it shall be
understood that the provision also applies to the partners with unlimited liability.
Article 191. - With due regard for the specific provisions of this Law, the publications
required shall be made preferably in the official press and, if advisable as regards the
debtor or bankrupt estate, in a newspaper or magazine circulated regionally or
nationally, as well as any other periodicals circulating nationwide.
Sole Paragraph. - The publications required hereunder shall contain the words "judicial
reorganization of", "out-of-court reorganization of" or "bankruptcy of".
Article 192. - This Law does not apply to bankruptcy or concordata proceedings filed
before the commencement of its term of effectiveness, which shall be concluded in
accordance with the provisions of Decree-law 7661 of June 21, 1945.
Paragraph 1. - It is hereby prohibited to grant a suspensive concordata in ongoing
bankruptcy proceedings, it being permitted to provide for disposal of the assets of the
bankrupt estate as soon as their schedule has been completed, independently of the
formation of the general list of creditors and conclusion of the judicial investigation.
Paragraph 2. - The existence of a petition for concordata prior to the term of
effectiveness of this Law does not prevent a petition for judicial reorganization by the
debtor who has not defaulted on any obligation under the concordata, it being
prohibited, however, to petition based on the special judicial reorganization plan for
microenterprises and small companies referred to in Chapter III, Section V, hereof.
Paragraph 3. - In the event under paragraph 2 of this article, if processing of the
judicial reorganization is granted the concordata proceeding shall be extinguished and
the claims submitted to concordata shall be enrolled in the judicial reorganization in
their original amount, less the installments paid by the concordata debtor.
Paragraph 4. - This Law applies to bankruptcies decreed during its term of
effectiveness and resulting from the conversion of previous concordatas or petitions in
bankruptcy, to which, until the decree, Decree-law 7661 of June 21, 1945, applies,
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with due regard, in the decision that decrees the bankruptcy, for the provisions of
article 99 hereof.
Paragraph 5. - The judge may authorize the rental or leasing of movable or immovable
properties to avoid deterioration thereof, and the proceeds shall accrue to the
bankruptcy estate." (as amended by Law No. 11127 of June 28, 2005)
Article 193. - The provisions of this Law do not affect obligations assumed in the
sphere of financial clearance and settlement houses or service companies, which shall
be closed and settled by the house or service company, pursuant to their regulations.
Article 94. - The proceeds of realizing the guarantees provided by the participant in
the financial clearance and settlement houses or service companies subject to the
systems hereunder, as well as the financial instruments, securities and any other of
their assets under clearance or settlement, shall be allocated to settlement of the
obligations assumed in the sphere of the houses or service companies.
Article 95. - Decree of bankruptcy of utility concessionaires entails cancellation of the
concession, in accordance with the law.
Article 196. - Company Public Registries shall keep a public, free of charge data bank
available on the worldwide computer network, containing a list of all bankrupt debtors
or those under judicial reorganization.
Sole Paragraph. - Company
nationwide.

Public

Registries

shall

integrate

their

data

banks

Article 197. - Until the respective specific laws are approved, this Law shall apply
subsidiarily, as relevant, to the systems provided for in Decree-law 73 of November
21, 1966, Law 6024 of March 13, 1974, Decree-law 2321 of February 25, 1987, and
Law 9514 of November 20, 1997.
Article 198. - Debtors prohibited to file for concordata under specific law in effect on
the date of publication of this Law are hereby prohibited to file for judicial or out-ofcourt reorganization hereunder.
Article 199. The provisions of article 198 of this Law shall not apply to the companies
referred to in article 187 of Law No. 7565 of December 19, 1986.
Paragraph 1. Under the judicial reorganization and bankruptcy of the companies
referred to in the main section of this article, in no event whatsoever shall the exercise
of rights arising from agreements for rental, financial lease or any other mode of lease
of aircraft or parts thereof be suspended. [amended by Law No. 11196 of November
22, 2005]
Paragraph 2. The claims arising from the agreements mentioned in paragraph 1 of
this article shall not be subject to the effects of the judicial or out-of-court
reorganization, and the ownership rights over the thing and the contractual conditions
shall prevail and the proviso set out in the final part of paragraph 3 of article 49 of this
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Law shall not apply thereto. [as amended by Law No. 11196 of November 22,
2005]
Paragraph 3. In the event of bankruptcy of the companies dealt with in the main
section of this article, the ownership rights over the thing under agreements for rental,
financial lease or any other mode of lease of aircraft or parts thereof shall prevail."
[amended by Law No. 11196 of November 22, 2005]

Article 200. - With the exception of the provisions of article 192 hereof, Decree-law
7661 of June 21, 1945, and articles 503 to 512 of Decree-law 3689 of October 3, 1941
(Code of Criminal Procedure) are hereby repealed.
Article 201. - This Law takes effect one hundred and twenty (120) days after its
publication.
Brasília, February 9, 2005; 184th year of Independence and 117th year of the Republic.
LUIZ INÁCIO LULA DA SILVA
Márcio Thomaz Bastos
Antonio Palocci Filho
Ricardo José Ribeiro Berzoini
Luiz Fernando Furlan
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SUPPLEMENTARY LAW
Amends and supplements Law No. 5172 of
October 25, 1966 – National Tax Code, and
provides for the construction of article 168,
I thereof.
The NATIONAL CONGRESS has decreed as follows:
Article 1. Law No. 5172 of October 25, 1966 – National Tax Code shall henceforth take
effect with the following amendments:
“Article 133. [...]
Paragraph 1. - The provisions of the main section of this article shall not apply in the
case of judicial sale:
I. - in bankruptcy proceedings;
II. - of a separate business unit or branch, in judicial reorganization proceedings.
Paragraph 2. - The provisions of paragraph 1 of this article shall not apply when the
buyer is:
I. - a partner of the company declared bankrupt or under judicial reorganization, or
otherwise controlled by the debtor declared bankrupt or under judicial reorganization;
II. - ascendants, descendants or next-of-kins up to the fourth (4th) degree, whether
related by consanguinity or affinity, of the debtor declared bankrupt or under judicial
reorganization, or of any of its partners; or
III. - identified as an agent of the debtor declared bankrupt or under judicial
reorganization, with a view to defrauding succession to tax liabilities.
Paragraph 3. - In bankruptcy proceedings, the proceeds from judicial sale of the
company, branch or separate business unit shall be kept available to the bankruptcy
judge on a deposit account for a period of one (1) year from the date of judicial sale,
and may only serve for payment of post-petition claims or credits with seniority over
tax claims.”
“Article 155A. [...]
Paragraph 3. - The conditions for installment payment of tax liabilities by the debtor
under judicial reorganization shall be governed by specific law.
Paragraph 4. - The non-existence of specific law to which paragraph 3 of this article
refers shall cause the general installment payment rules set out by the Brazilian
government instances to apply to the debtor under judicial reorganization, provided,

BUSINESS RESTRUCTURINGANDINSOLVENCYTEAM
- 59 -

644

however, that the time span for installment payments shall not be lower than what is
granted under specific federal law.”
“Art. 174. [...]
Sole Paragraph. [...]
I. - by decision of the judge who orders the service of process in tax enforcement
proceedings;”
“Article 185. The disposal of or creation of a lien on assets or income, or the
commencement thereof, by a taxpayer in default on its federal tax obligations entered
in the overdue tax liability roster shall be deemed fraudulent.
Sole Paragraph - The provisions of this article shall not apply if the debtor has set
aside assets or income enough to cover the overdue tax liability in full.”
“Article 186. - Tax liabilities have priority over any other claims of whatever nature or
date of creation, except those claims relating to labor laws or occupational accidents.
Sole Paragraph. - In bankruptcy proceedings:
I. - tax claims do not have priority over post-petition claims or sums refundable under
the bankruptcy law, nor over claims secured by collateral, up to the extent of the
value of the collateral;
II. - limits and conditions for seniority of labor-related claims may be set by law; and
III. - the tax fine shall have priority only over subordinated credits.”
“Article 187. - Judicial enforcement of a tax liability is not subject to collective
enforcement by creditors or proof of claim in bankruptcy, judicial reorganization,
concordata proceedings, inventory or listing of assets.”
“Article 188. - Tax liabilities related to triggering events during the course of
bankruptcy proceedings shall qualify as post-petition claims.”
“Article 191. - Discharge of obligations of the bankrupt party shall be conditioned to
evidence of payment of all taxes.”
Article 2. - The following articles 185A and 191A shall thenceforth be added to Law No.
5172 of October 25, 1966 – National Tax Code:
“Article 185A. - If the tax debtor, after duly summoned, fails to timely pay or offer
assets for a tax lien thereon, and no assets qualifying for a tax lien are found, the
judge shall render the debtor’s assets and rights unavailable, disclosing such decision
– preferably by electronic means – to the bodies and entities that arrange for asset
transfer or conveyance registrations, especially to the public register of real properties
and to the banking and securities market monitoring authorities, so as to have this
court order enforced within their respective spheres of authority.
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Paragraph 1. - The unavailability dealt with in the main section of this article shall be
limited to the overall tax liability value, whereupon the judge shall order a prompt
reversal of said freeze on assets or sums beyond the aforementioned limit.
Paragraph 2. - The bodies and entities notified as per the main section of this article
shall promptly forward to the judge a detailed list of assets and rights rendered
unavailable thereby.”
“Article 191A. - Granting of judicial reorganization shall be conditional on evidence of
payment of all taxes, with due regard for articles 151, 205 and 206 of this Law.”
Article 3. - For purposes of interpreting article 168, I of Law No. 5172 of October 25,
1966 – National Tax Code, the discharge of a tax liability occurs, in case of taxation
subject to subsequent recognition by the tax authorities (lançamento por
homologação), upon early payment thereof as dealt with in article 150, paragraph 1 of
said Law.
Article 4. - This Law shall come into force one hundred and twenty (120) days from its
publication, with due regard – as to article 3 hereof – for the provisions of article 106,
I of Law No. 5172 of October 25, 1966 – National Tax Code.
Brasília, 9 de Fevereiro de 2005; 184ª Independência e 117ª República.
LUIZ INÁCIO LULA DA SILVA
Márcio Thomaz Bastos
Antonio Palocci Filho
Ricardo José Ribeiro Berzoini
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SETTLEMENT TALKS IN CHAPTER 11 AFTER "WAMU":
A PLAN MEDIATOR'S PERSPECTIVE
HON. JAMES M. PECK*
My judicial career has evolved in unforeseen ways. The Lehman Brothers case1
certainly has been a major factor in that evolution, but another less obvious
influence is my extracurricular work as a mediator who has been recruited to deal
with intractable bankruptcy disputes arising in cases assigned to other judges.
Shortly after confirmation of Lehman's plan, I was appointed as mediator to
facilitate plan negotiations in some of the largest and most difficult cases in New
York and Delaware. It has been a wonderfully rewarding experience for me, and I
now have a deeply personal understanding of what goes on behind the scenes in
really big cases, and of the motivations of key participants in the plan process.
Each case has its own character and unique challenges, but the common goal is
a commercially reasonable outcome that takes into account the risks, costs, burdens
and delays of unresolved conflict. Getting to that outcome takes a winning
combination of issue spotting and evaluation, persistence, creativity, persuasion,
diplomacy, empathy, and psychology. Some magic helps, too. These mediation
activities have given me new insights regarding the art of the deal. The experience
is a major change from my day job where I get to judge the quality of the sausage,
but mercifully am spared first hand exposure to the messy grinding, mixing and
seasoning. I have a renewed appreciation for how very hard it is to solve intricate
restructuring problems in super-sized cases with multiple players and moving parts.
Late last year, my colleague Judge Glenn asked me if I would be willing to
serve as plan mediator in the complex and contentious chapter 11 cases of
Residential Capital—"ResCap" for short.2 The jointly administered cases were then
seven months old: assets had been sold in a favorable sale process, Judge Gonzalez
was conducting an examination of potential colorable causes of action, there was
the potential for years of crushing litigation, activity and the parties had determined
that they needed adult supervision with plan negotiations that had not even started
in earnest at that point.3 It was an unusually early request for a mediator.
When I readily agreed to accept the appointment, I had no idea what I was
getting myself into. This project turned out to be a second career and an assignment
in a class by itself involving the most difficult three dimensional plan negotiations
that I had ever encountered. For the past ten months, I have functioned as
consultant, sounding board, deal therapist and cheerleader for consensus. I have
*

United States Bankruptcy Judge, Southern District of New York.
In re Lehman Bros. Holdings Inc., Nos. 08-13555 (JMP) (Bankr. S.D.N.Y.).
2
In re Residential Capital, LLC, No. 12-12020 (MG) (Bankr. S.D.N.Y.).
3
See In re Residential Capital, LLC, 480 B.R. 529, 550 (Bankr. S.D.N.Y. 2012) (directing parties to meet
and confer regarding document production and allocation of costs).
1
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also come to learn something about the risk-averse nature of hedge funds, and that
will be my main topic: are funds overreacting to remote risks and thereby
needlessly complicating and prolonging the process of achieving settlements in
mega bankruptcy cases? My answer is that in acting rationally to manage and
minimize perceived risks of potential claims based on hypothetical theories of
insider trading liability, funds are getting in the way of progress, impeding plan
negotiations and adding inefficiencies to an already expensive and labor intensive
process.
A column in the New York Times by Maureen Dowd describes the problem in
an entirely different context. 4 She writes about the stars of the television show
"Homeland" who go on a field trip to visit Langley and meet actual C.I.A.
operatives in the flesh.5 Claire Danes describes the encounter: "There was one long
table of C.I.A. folk and then us, directly facing each other . . . . They couldn't tell us
anything about themselves, really. And we couldn't tell them anything about our
show, really. So what kind of conversation could we have?" 6 Sounds like some
meetings we have all attended.
The point, of course, is that private and confidential information needs to be
accessible so that it can be shared and evaluated in a risk-free setting in order for
there to be constructive dialogue. Plan negotiations in cases that involve publicly
traded distressed debt securities require the safe handling of material non-public
information. The alternative is superficial talk about "unclassified" information that
fails to tell the entire story or periods of awkward and unproductive silence. Many
distressed hedge funds today, like the actors in "Homeland," gather data for
modeling from public sources but make conscious choices that limit their ability to
engage in the private conversations needed to foster a more fully informed, reliable
and nuanced understanding of the asset valuations and business prospects of debtor
enterprise groups.
Encouraging compromise can be especially hard in those instances where hedge
funds have made significant distressed investments within the capital structure of a
debtor enterprise and have strongly articulated recovery goals and expectations.
Those goals can easily become uncompromising positions. I have found that funds
research their way into certain desired ranges of recovery based on a risk adjusted
assessment of disputed legal theories and valuations that may be implicit in trading
that occurs in the distressed marketplace. Some aspirational ranges of recovery also
seem to be based more on wishful thinking than hard data. Predictive uncertainty
and imperfect information are almost always givens in multi-billion dollar
bankruptcy cases, and such doubts, despite vocal disagreements as to likely future
outcomes, help to motivate the good faith bargaining that must occur in order to
achieve settlements.

4

Maureen Dowd, My So-Called C.I.A. Life, N.Y. TIMES, Sept. 14, 2013, at SR11.
Id.
6
Id.
5
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To state an obvious point, bargaining and bankruptcy are linked and go
together. Consensual chapter 11 plans are a natural by-product of good faith
bargaining by parties that often have competing views as to the rights of creditors
and appropriate plan treatment. In order to resolve their differences, these parties
must talk with one another, share sensitive information—some of it material and
confidential—and bargain to the point that parties are relatively indifferent to the
possible benefits of ongoing conflict.
Thus, from a policy perspective it is plainly desirable that all pathways to free
discourse and consensus building should be unobstructed. Unfortunately, I have
seen that these pathways are being clogged as parties have chosen to be guided by a
perverse application of the law of unintended consequences. Many distressed hedge
funds are opting not to engage in negotiations that might expose them to any
incremental threat of potential liability based on insider trading claims, however
remote such claims may be, without first taking precautions with respect to the
proper handling of material non-public information. No one disputes that this is
rational behavior. Unfortunately, it is also behavior that tends to slow things down,
increase administrative costs and unduly complicate the rules of engagement.
The trend is to call in the lawyers to fight the phantom dragons guarding the
gates to the conference room. This process of posturing necessarily delays and
complicates the sharing of non-public data, opinions and creative ideas about how
to resolve cases. The concern here, based on my recent experiences, is that
investment funds, acting prudently and naturally wanting to limit or reduce the
perceived incremental risks associated with obtaining material non-public
information in plan negotiations, may decide not to engage in such discussions at
all, may choose to do so only through retained professional firms acting as
intermediaries, or may adopt a layered approach to managing risk that includes
information barriers, short term voluntary restrictions on trading set forth in heavily
negotiated non-disclosure agreements that call for the public disclosure of
information at the conclusion of the trading restrictions and even comfort orders
issued by the bankruptcy court. What funds are most reluctant to do is to restrict
their ability to trade for extended periods of time or to assume any open-ended risks
of potential claims based on their own conduct or the inferences to be drawn from
that conduct.
Referencing my mediation experiences in ResCap as background, 7 I am
concerned about the negotiating conundrum caused by risk management procedures
that are opposed to achieving core bankruptcy objectives. These procedures are
well intentioned, but serve to restrain parties from freely talking to one another.
The problem is most pronounced for hedge funds that have invested in publicly
traded distressed debt securities and that want to retain the right to trade in the
secondary market for these securities while also assuming an active role in plan
negotiations.
7
See Order in Aid of Mediation and Settlement at 1, In re Residential Capital, LLC, No. 4379, 12-12020
(Bankr. S.D.N.Y. 2013) (appointing the Honorable James M. Peck as mediator).

652

68

ABI LAW REVIEW

[Vol. 22: 65

That recognizable investment philosophy brings together two potentially
combustible components—trading and the risk that someone may later allege the
misappropriation of or failure to disclose material non-public information. None of
this would be an issue if funds either chose not to become involved in negotiations
or were willing to be restricted from trading for the extended periods of time needed
to negotiate the terms of a plan in a complex case. That sort of liquidity penalty,
however, is neither a practical nor an acceptable alternative for distressed funds that
are in the business of executing transactions. Such funds, acting for the benefit of
their investors, inevitably will want access to non-public information for limited
periods and to retain the flexibility to engage in market transactions to profit on the
upside, trim or exit positions and, of course, not suffer the consequences of adverse
claims or regulatory challenges.
Fund managers and compliance officers for funds with these investment goals
are hesitant to become restricted and to discuss settlement, and this protective
behavior is making it more difficult to bring essential parties into the room for
settlement talks. Funds are noticeably sensitive—perhaps overly so—to the risks
inherent in receiving material non-public information acquired in the course of plan
negotiations and later trading in the debtor's securities even after a "blowout" or
public disclosure of all information considered to be material. That sensitivity may
lead a conservative fund adviser to conclude that it is better to stay on the sidelines
than to engage. For a mediator, this is a frustrating development that hampers the
ability to promote the discussions that may lead to settlements.
This heightened concern within the hedge fund community is traceable to
procedural determinations made two years ago by the Wilmington bankruptcy court
in the Washington Mutual case.8 The case has a nickname, and everyone calls it
"WaMu." Even though the determinations in WaMu were later vacated and have
been removed from the Court's published decision, they have made an indelible
impression that weighs heavily in the minds of managing directors, compliance
officers and outside counsel.9 The reasoning of the case lingers and has produced an
elevated threat level when funds think about engaging in unprotected plan
negotiations with or without a mediator.
WaMu has implications within the hedge fund world that extend beyond the
actual holding of the decision. Funds are suffering from what I call the "WaMu
effect"—a firm belief that what happened in WaMu is now more likely to happen
again on the theory that any adverse claims that can be made will be made. The
WaMu effect is the fear of being called an insider and of being accused of misusing
material non-public information. Because of the reputational repercussions of
8
In re Wash. Mut., Inc., 461 B.R. 200 (Bankr. D. Del. 2011), vacated in part, No. 08-12229, 2012 WL
1563880 (Bankr. D. Del. February 24, 2012).
9
See Tiffany Kary, Hedge Funds Seek to Trade in Comfort as Bankruptcy Insiders, BLOOMBERG NEWS,
Oct. 18, 2013, http://www.bloomberg.com/news/2013-10-18/hedge-funds-seek-to-trade-in-comfort-asbankruptcy-inside.html ("Hedge funds that invest in bankrupt companies are demanding protection from
insider-trading lawsuits before agreeing to take part in restructuring talks -- a reaction by the industry's top
performers to an obscure court decision involving the 2008 collapse of Washington Mutual Inc.").
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insider trading rumors—consider SAC Capital,10 for example—this phobia is a real
concern, and I am sympathetic to those who suffer from it. I will briefly describe
the WaMu case and the WaMu effect in hopes of identifying a remedy for this
condition that, if unchecked, can undermine and side track plan negotiations.
One aspect of the disorder is the refusal of some market participants to obtain
MNPI11 and negotiate unless acceptable steps are taken to protect against claims of
insider status. As I will explain, that is what happened in ResCap.12 The WaMu
effect has spawned a cottage industry dedicated to a variety of workarounds,
precautions, defenses and prophylactic measures. Without these measures designed
to manage hypothetical risks, funds are unwilling to become restricted, to gain
access to needed MNPI and to engage in the very conversations that are the
predicate acts to compromise in chapter 11. My own view is that this reluctance to
engage, while understandable from a risk management perspective, is an
overreaction to a case that is limited to its particular facts.
Washington Mutual is less about a ground breaking legal precedent and more
about the recognition of potential exposure that has always been hiding in plain
sight at the intersection of bankruptcy law and the securities laws. In WaMu, the
risks were crystalized in a very high profile case to the consternation of the affected
funds. My impression is that the various claims in question were alleged, as they
often are, to gain leverage and for negotiating advantage. In this instance, the
economically motivated party was an equity committee seeking standing to sue.13
The bankruptcy court found standing but did not address the merits or find that
the funds were liable on account of their use of MNPI. 14 Instead, the court was
testing the adequacy of threatened claims against funds that had participated in plan
discussions. The essence of the claims was that the funds should be penalized for
having received confidential information during the course of plan negotiations and
thereafter having taken advantage of that information in market transactions. 15
According to the equity committee, the funds had liability as alleged insiders even

10
See Peter Lattman & Ben Protess, SAC Capital Is Indicted, and Called a Magnet for Cheating, N.Y.
TIMES, July 25, 2013, http://dealbook.nytimes.com/2013/07/25/sac-capital-is-indicted/?_r=0 (providing
background on SAC's insider trading charges).
11
Staff of the Office of Compliance Inspections and Examinations, UNITED STATES SECURITIES AND
EXCHANGE COMMISSION, Staff Summary Report on Examinations of Information Barriers: Broker-Dealer
Practices Under Section 15(g) of the Securities Exchange Act of 1934, at 4–5 (Sept. 27, 2012),
https://www.sec.gov/about/offices/ocie/informationbarriers.pdf (defining "MNPI" as material nonpublic
information, which is regulated by SEC under Exchange Act of 1934 section 15(g)).
12
Transcript of Record at 36–37, In re Residential Capital, LLC (Bankr. S.D.N.Y. 2013) (No. 12-12020)
(moving for mediation not to be considered insider trading).
13
See In re Wash. Mut., 461 B.R. at 263 ("The Court finds that the Equity Committee has stated a
colorable claim that the Settlement Noteholders became temporary insiders of the Debtors when the Debtors
gave them confidential information and allowed them to participate in negotiations with JPMC[.]").
14
Id. at 267.
15
Id. at 256.
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though all of the information thought to be material had been publicly disclosed at
the conclusion of the negotiations.16
The bankruptcy court found that proposed claims against the note holders were
at least colorable under a number of legal theories, including a classic theory of
trading with material non-public information and another based on the alleged
misappropriation of confidential information. 17 The Court believed that the note
holders qualified as temporary insiders or non-statutory insiders and granted the
equity committee standing to sue the note holders.18 The committee was given the
authority to seek equitable disallowance of claims, a rarely invoked remedy. 19 I
recognize, however, that no matter how strong the defenses and how hard it may be
to prove such claims, the right to assert claims of this sort, regardless of merit,
means that they have both nuisance value and settlement value.
The decision also mentioned that creditors who want to participate in settlement
discussions in which they receive MNPI need to either restrict their trading or
establish an ethical wall. 20 In that respect, the decision broke no new ground.
Abstaining from trading is the simplest form of protection from claims predicated
on improper trading, but the severe penalty (not being able to trade without
incurring some risk including regulatory scrutiny) may be unacceptable, especially
in volatile markets. The second alternative, an ethical wall, is an option that may
work in large organizations but may be burdensome, impractical or simply too
costly to implement in smaller investment firms.
As it turns out, no actual claims were ever litigated against the funds that were
the target of the equity committee's motion, but the potential exposure identified in
WaMu was enough to send out shock waves and strong warnings to market
participants and to raise serious concerns within the hedge fund community.
Although the WaMu decision has since been amended to remove all references to
these potential causes of action, the implicit threat embedded in the legal analysis is
persistent, and appears to have been internalized in the risk management practices
of many funds and their advisors.
Even though the decision does not measurably change the risk profile, it has
added urgency to the subject of plan negotiations followed by purchases and sales
of securities. WaMu has caused certain sophisticated market participants to
conclude that it is not safe to even engage in settlement negotiations, with or
without a mediator, if doing so would increase exposure, however remote that risk
might be, to adverse claims or potentially be grounds to restrain the ability to trade
16

Id. ("The Equity Committee argues that equitable disallowance of the Settlement Noteholders' claims is
warranted in this case because they traded on insider information obtained while they participated in
settlement negotiations with the Debtor and JPMC.").
17
Id. at 258 ("The Supreme Court has recognized two theories of insider trading under section 10(b): the
'classical theory' and the 'misappropriation theory.'").
18
Id. at 264.
19
Id. at 257.
20
Id. at 266 (stating "creditors who want to participate in settlement discussions in which they receive
material nonpublic information about the debtor must either restrict their trading or establish an ethical wall
between traders and participants in the bankruptcy case.").
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securities of the debtor. WaMu, thus, seems to have spawned a new normal in plan
negotiations in which investment funds are reluctant—even unwilling—to take part
in negotiations without first obtaining some protection from the risks represented by
these colorable claims.
That is the current mindset of distressed funds, and that is what I confronted in
ResCap. Early in the mediation, I learned that institutional holders of Junior
Secured Notes would not participate directly in discussions relating to plan
treatment unless acceptable procedures were adopted to deal with these insider
trading issues. For the first six months of the mediation, all of my communications
were with professionals retained by the ad hoc committee of note holders. That was
helpful, but not entirely satisfactory.
Counsel lacked the ability to bind their clients or even negotiate as surrogates
for their clients, but could discuss plan issues in the most general terms. Their
clients were aware of public information and were unrestricted; they would not
agree to become restricted and participate directly in negotiations unless the court
entered an order modeled after one that had been entered under similar
circumstances by a Texas bankruptcy court in the Vitro case. 21 That order was
entered on January 26, 2012 to deal with the chilling impact of WaMu. 22 I
understand that the order was intended to reduce the perceived risks of taking part
in settlement negotiations. That order has since taken on secondary meaning, and
the term "Vitro Order" has become a buzz word for a comfort order entered in
advance of and as a condition to plan negotiations providing that participants will
be protected from specified future claims of the sort raised in WaMu. Such an order
seems to have become an industry standard presumed antidote for the WaMu effect.
As the ResCap mediator and as a sitting bankruptcy judge, I must admit that I
was generally unsympathetic to the request that our bankruptcy court enter a "Vitro
Order" and provide such prospective aid and comfort as a condition to the start of
negotiations, especially in adopting a proposed form of an order that I found to be
impenetrably dense and hard to comprehend and interpret. We were at an impasse
over this procedural precondition for many months but eventually the parties, with
encouragement and even some drafting tips from me, reached an accord regarding a
motion for entry of an acceptable form of order in aid of mediation. That order was
entered on July 29, 2013.
I believe that this ResCap Order is the new gold standard for comfort orders of
this type. In approving an uncontested motion for entry of this order, Judge Glenn
made bench rulings relying on the broad language of section 105(a) and Bankruptcy
Rule 7016(c)(2)(L) allowing for the adoption of special procedures for managing
difficult or complex issues.23 His comments provide useful context for the order
itself. As Judge Glenn stated in his ruling, "[t]he proposed order is intended to

21

See id. at 37 (stating that proposed order was to be modeled after the Vitro Order).
See id. at 45.
23
Id. at 44–45.
22
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clarify the status of mediation participants with respect to the debtors and other
parties in interest as a consequence of participating in the mediation."24
Specifically, the proposed order determines that no mediation parties shall
become an insider or temporary insider of the debtor parties, shall not be deemed to
owe any duty to any of the debtor parties and do not undertake any duty to any
party in interest.25 Additionally, the proposed order specifies that parties who take
part in the mediation are not deemed to misappropriate any information.26 Judge
Glenn also clarifies that the junior secured note holders are not insiders of the
debtors under any traditional standard, nor do they owe any fiduciary obligations to
others because they are simply creditors seeking to engage in arm's-length
negotiations to further their own economic self-interest.27
The holding states the proposed order "serves to foster the policies in favor of
mediation and encouraging creditor participation in chapter 11 cases by allowing
principals from the junior secured noteholders to participate in mediation and
settlement negotiations, without the risk that such participation would subject such
junior secured noteholders to liability." 28 Judge Glenn's bench ruling is notable
precedent, not only as it relates to ResCap, but as it may be applied to encourage
negotiations in other complex bankruptcy cases. Importantly, given the eagerness
of market participants for a remedy, it declares that the bankruptcy court has the
authority to protect parties in advance of prospective negotiations: the act of
negotiating will not be a source of incremental liability for parties who engage in
settlement negotiations with or without a mediator.29
The ruling in ResCap can be adapted and applied to other settings. Parties may
want to think about whether it would be desirable to seek entry of an order of this
sort as a "first day" order in chapter 11 cases where active plan negotiations with
funds are contemplated at the outset. Alternatively, a motion for entry of an order
comparable to the one used in ResCap may be filed whenever it becomes ripe to do
so. The ResCap form of order is not foolproof, but it does represent a giant step
forward in encouraging parties to negotiate. My own experience confirms that the
junior secured note holders were willing to meet immediately after entry of this
order. This shows that the at least one group of funds was satisfied with the order
and indicates that others may be similarly comforted.

24

Id. at 45.
Id.
26
Id.
27
Id. at 46.
28
Id.
29
Id. at 46–47 ("Without entry of the proposed order, the junior secured noteholders' principal will be
unable to participate in the mediation under the construct demanded by the debtors and creditors'
committee.").
25
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CONCLUSION
The basic takeaways here are: First, the bankruptcy court has the authority to
aid mediation and settlement discussions in appropriately complex cases where
obtaining and later disclosing MNPI can present concerns to the parties. Second,
the relief afforded by the order is not a universal antidote and does not protect
against SEC or other regulatory enforcement actions, nor does it offer the comfort
of forward looking exculpation for inadequate disclosure, market manipulation and
misconduct. In short, it does not pardon wrongful actions. Finally, orders such as
the ResCap order are helpful in granting a prophylactic judicial characterization of
legal status that may preempt theoretical exposure to claims associated with plan
negotiations. In that respect, ResCap orders may encourage the kind of conduct that
mediators like to see: constructive settlement talks that can lead to the consensual
resolution of complex bankruptcy problems.

Copyright 2014 American Bankruptcy Institute. For reprints, contact www.copyright.com.
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THE ROLE OF DISTRESSED DEBT MARKETS, HEDGE FUNDS AND
RECENT TRENDS IN BANKRUPTCY ON THE OUTCOMES OF
CHAPTER 11 REORGANIZATIONS
EDWARD I. ALTMAN*
ABSTRACT
This paper explores the scope and importance of the distressed debt market and
its market participants and summarizes several relevant scholarly publications
relating to how both of these markets and participants have performed and
contributed to the Chapter 11 bankruptcy-reorganization process. We also present
new and important data on recent trends in the outcomes of Chapter 11 bankruptcy
reorganization filings, over the period 1981-2013, that will, we expect, contribute to
the current investigation by the "bankruptcy industry" on the possible revision of
the U.S. Bankruptcy Code. Such issues as to the relative success, or not, of the
Chapter 11 process, the time in bankruptcy for various outcomes of the process, the
impact of prepackaged restructurings on the outcomes and the recovery rate to
various creditor classes will be examined.
INTRODUCTION
In this paper we discuss and evaluate the scope and importance of the
development and growth of the Distressed and Defaulted Debt market and its
market participants, particularly in the United States. We also summarize a number
of scholarly research publications that I, and others, have contributed to better the
understanding of how these markets have performed and the important role they
have played in our financial economic system. Finally, we present some relevant
trends in bankruptcy-reorganization filings and outcomes that will hopefully shed
some light on several controversial issues presently being discussed by the
American Bankruptcy Institute ("ABI") and the bankruptcy profession. The
background for my research and continued study of these markets was originally
motivated by having been commissioned by The Foothill Group to prepare a series
of "White Papers" on Distressed Debt Markets in 1990 and 1992.1 These studies
provided the original analysis to the development of the Altman Defaulted Bond
*
Max L. Heine Professor of Finance, NYU Stern School of Business, ealtman@stern.nyu.edu. This paper
was prepared for the ABI Law Review Symposium on "Hedge Funds in Bankruptcy" at the St. John's
University School of Law on October 4, 2013. The author would like to thank Brenda Kuehne, Apoorva
Mehra, Chirag Choksey and Lourdes Tanglao of the NYU Salomon Center for their exceptional assistance in
preparing this manuscript, and Kerry Mastrorianni of New York Generation Research for her data assistance.
1
Edward I. Altman, Investing in Distressed Securities: The Anatomy of Defaulted Debt and Equities, 1–13
Foothill Group, Inc., Los Angeles (1990) (serving as the basis for Edward I. Altman, DISTRESSED
SECURITIES (Probus. Press ed., 1991)); Edward I. Altman, The Market for Distressed Securities and Bank
Loans, 1–13 Altman-Foothill Report II, Foothill, Los Angeles (1992).
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and Bank Loan Indexes, now called the Altman-Kuehne NYU Salomon Center
Defaulted Bond and Defaulted Bank Loan Index, a well-known and respected
benchmark of these securities' performance.2 Tables showing the size of these
indexes over time are shown in Figures 1-2. We estimate that there are, today, more
than 200 financial institutions investing between $400-450 billion in the distressed
debt market in the U.S. and a substantial number and amount operating in Europe
and in other markets. Interestingly, the corporate bond market usually becomes
more liquid and with increased trading volume as a firm becomes distressed and
even more so at the time that it defaults.3
It is interesting to note that we expanded our analysis to distressed bank loans in
1995 as these private transaction assets became more liquid and trading increased.
Loans have become subject to intense scrutiny by investors, providing the incentive
to apply more sophisticated valuation analytics to these heretofore essentially "buy
and hold assets."4 Also, the rating agencies began rating large commercial loans in
the mid-1990s, coincident with the tremendous growth in the syndicated loan
market and later as these assets were securitized into collateralized loan obligations
(CLOs).5 As will be discussed, distressed debt investors have played an important
role in the depth and liquidity of the loan market, as well as the bond market,
especially since the late 1980s.
I. IMPORTANT INSTITUTIONAL INVESTORS
To address the question of the impact and role that institutional investors (e.g.,
Hedge Funds) have had on the bankruptcy process, one can cite the impressive
growth, scope and specific actions that these investors, and others, have played in
the evolution of the chapter 11 reorganization and post-reorganization process over
the last 20-plus years.6

2

See Altman-Foothill Report II, supra note 1.
See Nils Friewald, Rainer Jankowitsch & Marti G. Subrahmanyam, Illiquidity or Credit Deterioration: A
Study of Liquidity in the U.S. Corporate Bond Market During Financial Crises, 105 J. FIN. ECON. 17, 29
(2012) (discussing importance of liquidity in time of distress); Rainer Jankowitsch, Florian Nagler & Marti
Subrahmanyam, The Determinants of Recovery Rates in the U.S. Corporate Bond Market, 18 N.Y.U. Stern
Sch. of Bus. & Vienna Univ. of Econ. & Bus., Working Paper), available at
http://people.stern.nyu.edu/msubrahm/papers/Recovery.pdf (discussing increase in volume of trade on day of
default).
4
See The Economic Outlook: Hearing Before the Joint Economic Committee, 110TH Cong. 6 (2007)
(statement of Ben S. Bernanke, Chairman, Bd. of Governors of Fed. Res. Sys.) (discussing increased
scrutiny of mortgages credit quality by investors).
5
See Edward I. Altman & Heather Suggitt, Default Rates in the Syndicated Bank Loan Market: A
Mortality Analysis, 24 J. BANKING & FIN. 229, 234 (2000) (discussing sudden increase in rating of large
loans beginning in 1995).
6
See Wei Jiang, Kai Li & Wei Wang, Hedge Funds and Chapter 11, 67 J. FIN. 513, 556 (2012)
(discussing impact of hedge funds on chapter 11 restructuring).
3
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Figure 1. Size of the Altman-Kuehne Defaulted Bond Index, 1987–2012
Market
YearNumber of Number of Face Value Value
Market/
End
Issues
Firms
($ Billions) ($ Billions) Face Ratio
1987
53
18
5.7
4.2
0.74
1988
91
34
5.2
2.7
0.52
1989
111
35
8.7
3.4
0.39
1990
173
68
18.7
5.1
0.27
1991
207
80
19.6
6.1
0.31
1992
231
90
21.7
11.1
0.51
1993
151
77
11.8
5.8
0.49
1994
93
35
6.3
3.3
0.52
1995
50
27
5.0
2.3
0.46
1996
39
28
5.3
2.4
0.45
1997
37
26
5.9
2.7
0.46
1998
36
30
5.5
1.4
0.25
1999
83
60
16.3
4.1
0.25
2000
129
72
27.8
4.3
0.15
2001
202
86
56.2
11.8
0.21
2002
166
113
61.6
10.4
0.17
2003
128
63
36.9
17.7
0.48
2004
104
54
32.1
16.9
0.53
2005
98
35
29.9
17.5
0.59
2006
85
36
31.2
23.3
0.75
2007
48
17
13.8
6.3
0.46
2008
77
28
29.6
4.5
0.15
2009
91
34
45.5
15.1
0.33
2010
53
16
26.4
8.3
0.31
2011
57
19
18.0
6.1
0.34
2012
62
21
14.6
5.2
0.36
2013
45
20
12.1
4.3
0.36
Source: NYU Salomon Center.
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Figure 2. Size of the Altman-Kuehne Defaulted Bank Loan Index, 1995–2012
Market
YearNumber of Number of Face Value Value
Market/
End
Facilities
Firms
($ Billions) ($ Billions) Face Ratio
1995
17
14
2.9
2.0
0.69
1996
23
22
4.2
3.3
0.79
1997
18
15
3.4
2.4
0.71
1998
15
13
3.0
1.9
0.63
1999
45
23
12.9
6.8
0.53
2000
100
39
26.9
13.6
0.51
2001
141
56
44.7
23.8
0.53
2002
64
51
37.7
17.4
0.46
2003
76
43
39.0
23.9
0.61
2004
45
26
22.9
18.2
0.80
2005
41
21
18.7
16.2
0.86
2006
27
23
11.2
10.0
0.89
2007
31
13
13.0
10.4
0.79
2008
71
31
27.5
10.7
0.39
2009
67
27
57.6
34.1
0.59
2010
20
12
11.3
5.9
0.52
2011
28
15
9.1
4.7
0.52
2012
34
21
10.5
5.8
0.55
2013
22
13
6.9
4.6
0.67
Source: NYU Salomon Center
Figures 3 and 4 show our calculations of the annual amounts of bankruptcy
liabilities for chapter 11 filings with liabilities greater than $100 million from 19892013 (11/15). These filings total a staggering almost $3.0 trillion ($2.4 trillion
without Lehman), requiring substantial efforts on the part of debtors and creditors,
and their advisors, to be restructured so that firms can attempt to emerge from the
process as a going-concern.7 In my opinion, the combined efforts of the bankruptcy
law profession and restructuring specialists, including investment bankers and
turnaround-management consultants, along with the coincident growth of
institutional investors (buy-side) and broker-dealers (sell-side), have enabled this
enormous amount of defaulted debt to be restructured reasonably effectively. We
will return to the chapter 11 time-series of filings statistics at a later point for a more
in-depth discussion of their trends.
7
See generally Edward I. Altman, Avoiding Chapter 22: Why Post-Emergence Liquidity, Profitability and
Leverage Make All the Difference, NAVIGATING IN TODAY'S ENVIRONMENT: THE DIRECTORS' AND
OFFICERS' GUIDE TO RESTRUCTURING, 62–63 (John W. Butler, Jr., ed., 2010) (explaining firms that
emerged as going concerns had a significantly stronger financial profile than those that filed subsequent
bankruptcy petitions). See also Edward I. Altman, Revisiting the Recidivism-Chapter 22 Phenomenon in the
U.S. Bankruptcy System, BROOK. J. CORP. FIN. & LAW (forthcoming 2014).
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The original creditors of the debtors and subsequent investors in the distressed
debt, as well as bankruptcy judges, and the debtor and its advisors, must share the
burden of reaching an agreement on the plan of reorganization ("POR").8 All parties
involved can now, especially in the last 20-25 years, continuously and clearly
observe the market's assessment of the debtor's liabilities so as to determine whether
to sell or retain their interests, and can assess the implied values of the debtors'
assets from these market prices. Distressed asset securities' prices also provide
important benchmarks for negotiating the POR.9 This enhanced price discovery,
compared to pre-1990 experience, helps to provide a more liquid market for the
debt as the firm works its way through the restructuring.10 Price discovery and
enhanced transparency are not only important for the major stakeholders in the
bankruptcy process, they also make markets more efficient and provide important
benchmarks for the future value of those securities and the debtor, itself. Indeed,
Altman, Gande and Saunders found that bank loan prices provide an even earlier
warning that a firm is likely to default than corporate bonds, enabling creditors to
monetize their holdings before values decrease even further and to motivate
restructuring efforts and turnaround strategies earlier than would be the case if these
markets were less developed.11 Studies have also found that the prices of debt
securities at the time of default are efficient predictors of future levels of recoveries
and reorganization values.12

8
See 11 U.S.C. § 1129(a) (2012) (addressing necessary steps and actors in accepting the plan of
reorganization).
9
See Richard D. Thomas, Comment, Tipping the Scales in Chapter 11: How Distressed Debt Investors
Decrease Debtor Leverage and the Efficacy of Business Reorganization, 27 EMORY BANKR. DEV. J. 213,
218 (2010) (explaining distressed asset securities acting as leverage in the reorganization process).
10
See id. at 219 (attributing changes in limiting court involvement in bankruptcy disputes to increased
liquidity of claims post-1991 Congressional amendments).
11
See Edward I. Altman, Amar Gande & Anthony Saunders, Bank Debt Versus Bond Debt: Evidence
From Secondary Market Prices, 42 J. MONEY, CREDIT & BANKING 755, 756–57 (2010).
12
See, e.g., Edward I. Altman & Allan C. Eberhart, Do Seniority Provisions Protect Bondholders'
Investments?, 20 J. PORTFOLIO MGMT. 67, 75 (1994) ("We find that bonds with seniority provisions receive
significantly higher payoffs (lower losses) at emergence than subordinate bonds, providing indirect evidence
that the bonds are efficiently priced at issuance.").
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a

Figure 3. Total Filings and Liabilities of Companies Filing for Chapter 11
Bankruptcy, 1989-2013 (11/15)
Pre- Petition Liabilities, in $ billions (left axis)

Median Liabilities

Number of Filings (right axis)

$800

280

2012

$700

240

69 filings and
liabilities of $71.6
billion

$600

$ Billion

Median No. of Filings

200
2012
2012(11/15)
(5/31)

$500
160

$400
120
$300
$200
$100

$0

36 filings and
65
liabilities of $65.4
$46.7
billion
2013
2013(11/15)
(5/31)

80
40

28 filings and
57
liabilities of $35.5
$16.9
billion

0

a

Minimum $100 million in liabilities.
Source: NYU Salomon Center Bankruptcy Filings Database.

664

2014]

THE ROLE OF DISTRESSED MARKET DEBTS

81

Figure 4. Chapter 11 Filing Statisticsa
Pre-Petition

Number of

≥$1B/Total

Liabilities ($

Filings

Filings

Year

Number of Filings

millions)

≥ $1B

(%)

1989

22

33,539

10

45

1990

35

41,115

10

29

1991

51

81,158

11

22

1992

37

64,224

14

38

1993

37

17,701

4

11

1994

24

8,396

1

4

1995

32

27,153

7

22

1996

32

11,687

0

0

1997

36

18,866

5

14

1998

56

32,038

6

11

1999

109

70,957

19

17

2000

136

98,896

23

17

2001

169

228,604

38

22

2002

135

336,612

41

30

2003

102

115,172

26

25

2004

44

39,550

11

25

2005

35

142,625

11

31

2006

32

22,322

4

13

2007

38

72,646

8

21

2008

145

724,010

24

17

2009

234

603,992

50

21

2010

114

56,981

14

12

2011

84

109,119

7

8

2012

69

71,613

14

20

2013

64

38,157

Mean No. of Filings,

10

16

75

15

20%

48

11

19%

102

14

1989-2013
Median No. of Filings,
1989-2013
Median No. of Filings,
1998-2013
Mean Liabilities, 1989-2013

$122,685

Median Liabilities, 1989-2012

$67,591

a

Minimum $100 million in liabilities.
Source: NYU Salomon Center Bankruptcy Filings Database.
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In addition, the debtor-in-possession ("DIP") financing provided by banks,
original investors, and, in many cases, by institutional investors, as well as the
critical component of exit-financing (both debt and equity), are unique aspects of
the U.S. chapter 11 process, helping to ensure that the debtor can carry on its
business both during and after bankruptcy.13 In most cases, all of the players, even if
they are adversaries in the assessed valuation of the debtor, are interested in the
long-term viability of the bankrupt entity.14
Figure 5 shows my estimate of the size of the Defaulted and Distressed Debt
Market from 1990-2013 (some years are missing in the time series). "Defaulted
Debts" are publicly registered and traded liabilities, while "Distressed Debts" are
bonds selling at yields at least 1,000 basis points (bps) over comparable duration
U.S. Treasuries as well as our estimate of private (loans, mortgages, and trade)
distressed, not defaulted, debt. The data includes public and private debt, both their
face and market values. As far as I know, we (at the NYU Salomon Center) are the
only analysts providing these statistics. These amounts have totaled close to $1
trillion (face value) each year since 2000 and more than that figure since 2008.
Market values have totaled from about $500 billion to close to $1 trillion each year
for the last dozen years.

13
See Sandeep Dahiya, et al., Debtor-in-Possession Financing and Bankruptcy Resolution: Empirical
Evidence, 69 J. FIN. ECON. 259, 261 (2003) (explaining distinctive debtor-in-possession secured financing
options available to firms filing for chapter 11).
14
I am well aware that some of these major "players" are adversaries in the process and that too often, in
my opinion, the firm has to undergo a second or third distressed restructuring. This recidivism issue is
perhaps best left to discuss in another hearing, but for those interested, see Altman, Kant and
Rattanaruengyot, 2009, in their discussion of "Avoiding Chapter 22," and the proceedings of a forthcoming
Symposium on this issue at the Zaretsky Roundtable on "Avoiding Chapter 22-Predicting Success in Chapter
11" at the Brooklyn Law School, November 19, 2013. Updated statistics on chapter 22, 33 and even 44
filings are available from the author and were discussed at the Zaretsky Roundtable Symposium. Indeed,
since 1984, there are at least 272 recidivism cases involving multiple chapter 11 filings. See supra note 7.
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Figure 5. Size of the US Defaulted and Distressed Debt Market, 1990-2Q 2013
(Dollars in Billions)
$4,000

Face Value

Market Value

$3,500
$3,000
$2,500
$2,000
$1,500
$1,000
$500
$-

Source: Professor Edward I. Altman estimates and NYU Salomon Center.
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Together, with our estimate of the amount of distressed debt under
management, discussed above, these statistics form the demand and supply
dynamics so critical for any viable financial market. These dynamics have provided
the incentive for a special breed of investors, experienced in distressed investing, to
attract capital and, as mentioned earlier, provide a potential outlet for original
investors to monetize their troubled assets over a period that can stretch from a year
or more before the bankruptcy filing, and lasting throughout the duration of the
bankruptcy process.15 The length of this bankruptcy-restructuring process will be
discussed shortly. This liquidity is crucial to those other investors who do not have
the resources, expertise or desire to hold their claims until the resolution of the
reorganization.16 Also, having the ability to estimate residual values in the event of
default is crucial for non-investment grade firms to raise capital from the so-called
"junk bond and loan," or leveraged-finance market, a market that is estimated now
to be over $2 trillion.17
Distressed debt investing, and in some cases, additional investments into the
equity of distressed companies, generally can be categorized as (1) Passive, (2)
Active-Non-Control and (3) Active-Control. Passive investing generally involves
the trading of distressed securities without any direct influence on the bankruptcy
process.18 Active-Non-Control investing can involve activities whereby the
investor, usually with a significant amount of the claims, can attempt to influence
the outcome of the bankruptcy process by directly or indirectly acting as a member
of the Creditors Committee, or by any means that impacts the valuation of the
debtor and its securities, both before and after emerging from the bankruptcy
process.19 The Active-Control strategy involves having a direct impact on the
management of the debtor, usually by owning a significant amount of the postrestructured equity of the emerged entity.20 This sometimes results in the distressed
investor becoming the CEO or Chairman, or simply by owning a significant enough

15
See Michelle M. Harner, Trends in Distressed Debt Investing: An Empirical Study of Investors'
Objectives, 16 AM. BANKR. INST. L. REV. 69, 98 (2008) (describing investment possibilities for investors
that also benefit troubled companies).
16
See Michelle M. Harner, The Corporate Governance and Public Policy Implications of Activist
Distressed Debt Investing, 77 FORDHAM L. REV. 703, 716 (2008) (discussing investors who do not hold
distressed debt investment to age of maturity).
17
See Charles Mead & Sridhar Natarajan, Junk Debt Exceeds $2 Trillion in Central Bank Repression,
BLOOMBERG NEWS (Aug. 25, 2013, 9:26 AM), http://www.bloomberg.com/news/2013-08-26/leverageddebt-exceeds-2-trillion-in-repression-credit-markets.html (discussing Federal Reserve policies that
incentivize high-risk investments, thereby allowing troubled companies access to capital markets).
18
See Harner, supra note 16 at 716 (discussing long-term investors' strategies for gains without controlling
interest in companies).
19
See id. at 717 (explaining investors' influence over management decisions as debtholders or
shareholders).
20
See id. (describing investors who purchase controlling positions in companies' distressed debt).
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stake in the company to gain control of the emerged firm.21 The latter strategy, in
some cases, is known as "loan to own" by the distressed investor.22
II. ACADEMIC LITERATURE
At this point, we introduce briefly the academic literature on the role and
effectiveness of the Active-Control, distressed investors. These works further
support the role of distressed investors in the governance of the firm and the
reorganization process.
Hotchkiss and Mooradian investigated the role of "vulture investors" in the
governance and reorganization of a sample of 288 firms that defaulted on their
public debt over the period 1980-1993.23 They found evidence of vulture investing
in 172 firms (60% of the sample), whereby much of the time the investors held
more than one-third of the amount of the debt outstanding and/or pumped new
equity into the restructured firms, thereby giving them enormous influence over the
terms of the restructuring.24 The authors concluded that the improvement in postrestructuring operations performance relative to pre-default levels was greater when
the vulture investor became CEO or Chairman or gained control of the target firm
than compared to when these Active-Control investors were not involved.25 My
own observations and experience tend to support their findings.
Harner concludes that the precise impact of distressed debt investors in chapter
11 cases is difficult to determine.26 While their investments in distressed companies
are largely unregulated and usually not disclosed, the results are often positive, as
the studies cited above have shown.27 Some observers, e.g., Harvey Miller, argue
that distressed investors are always trying to control the process at the expense of
the debtor and even other creditors, and their objectives are usually short-term
oriented.28 Others, e.g., Hotchkiss and Mooradian, Goldschmid, and Kamensky,
conclude that these investors add value and may be the only source of financing for

21

See Edith S. Hotchkiss & Robert M. Mooradian, Vulture Investors and the Market for Control of
Distressed Firms, 43 J. FIN. ECON. 401, 403 (1997) (investigating role of vulture investors who gain power
in companies and become CEO or Chairman).
22
See Daniel Keating, RadLax Revisited: A Routine Case of Statutory Interpretation or a Sub Rosa
Preservation of Bankruptcy Law's Great Compromise?, 20 AM. BANKR. INST. L. REV. 465, 504 n.218
(2012) (defining "loan-to-own" lender as one who purchases secured debt with intent to eventually own
collateral).
23
See Hotchkiss & Mooradian, supra note 21 at 402.
24
See id.
25
See id. at 403. See also Edith S. Hotchkiss, "Testimony Before the ABI Chapter 11 Reform
Commission," 17th Annual LSTA Conference (Oct. 17, 2012).
26
See Harner, supra note 16, at 70.
27
See id. at 84–85 (describing successful result in majority of firms studied); Hotchkiss & Mooradian,
supra note 21, at 429 (describing improvements in post-restructuring performances).
28
See Harvey R. Miller, Chapter 11 Reorganization Cases and the Delaware Myth, 55 VAND. L. REV.
1987, 2016 (2002) (stating that "distressed debt traders may sacrifice the long-term viability of a debtor for
the ability to realize substantial and quick returns on their investments.").
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the debtor as it struggles to emerge as a going concern.29 All of the above studies
agree that the presence of distressed debt investors and their critical role in the
restructuring process of ailing companies will likely continue as this credit strategy
is now, as I have shown, a legitimate and viable hedge and private equity fund asset
class, which is quite popular, albeit with cyclical volatility, for many limited partner
investors.30
Empirically, Altman, Harner and Altman & Kuehne have documented trends
and performance of distressed debt investors.31 In so doing, these studies highlight
their objectives, strategies and results, adding to the transparency of this asset
class.32 It should be noted that this strategy is not a new phenomenon, as Altman's
earlier study clearly documents.33
A more recent study of the presence of hedge funds in the chapter 11 process
and their impact on bankruptcy outcomes was provided by Jiang, Li and Wang.34
Their study analyzed hedge funds ("HFs") involved in a comprehensive sample of
474 chapter 11 cases from 1996-2007 and concluded that in close to 90% of the
cases, there was clear evidence of publicly observable involvement by HFs,
confirming the general conclusion that HFs have become the most active investors
in the distressed debt market.35 The authors also updated earlier studies on
bankruptcy and provided additional insights on HFs as an emerging force in the
chapter 11 process.36
The debate over the influence of debtors and creditors in chapter 11 cases has
been lively and controversial in recent years. Some have been concerned with
excessive creditor control and its negative impact on the outcome of chapter 11
cases, e.g., Miller and Weisman, even before the Code was revised in 2005.37
Others, such as Baird and Rasmussen argue for the positive role played by
29

See Hotchkiss & Mooradian, supra note 21, at 427 ("Overall, the cross-sectional analysis adds to the
evidence that vultures add value through their activity in management of the restructured firm."); Paul
Goldschmid, More Phoenix Than Vulture: The Case for Distressed Investor Presence in the Bankruptcy
Reorganization Process, 2005 COLUM. BUS. L. REV. 191, 211 (describing how debtors firms increasingly
turn to distressed debt funds in their reorganizations); Daniel B. Kamensky, Furthering the Goals of Chapter
11: Considering the Positive Role of Hedge Funds in the Reorganization Process, 22 AM. BANKR. INST. L.
REV. 235, 237 (2014) (stating distressed debt investors "create efficiencies in the chapter 11 process and
improve the active, productive negotiations that are critical to maximum value").
30
See generally Hotchkiss & Mooradian, supra note 21; Goldschmid, supra note 29; Kamensky, supra
note 29.
31
See EDWARD I. ALTMAN, DISTRESSED SECURITIES, ANALYZING AND EVALUATING MARKET
POTENTIAL AND INVESTMENT RISK (Beard Books ed., Probus Publ'g 1999 (1991)); Harner, supra note 16 at
85; Edward I. Altman & Brenda J. Kuehne, The Investment Performance and Market Dynamics of Defaulted
Bonds and Bank Loans: 2013 Review and 2014 Outlook, New York University Ann. Rep. (March 3, 2014).
32
See generally ALTMAN, supra note 31; Harner, supra note 16; Altman & Kuehne, supra note 31.
33
See ALTMAN, supra note 31.
34
See Jiang, et al., supra note 6 at 513 (examining "roles of hedge funds in Chapter 11 and the effects of
their presence on the nature and outcome of the bankruptcy process.").
35
Id. at 513–14.
36
Id. at 514.
37
See Harvey R. Miller & Shai Y. Waisman, Is Chapter 11 Bankrupt?, 47 B.C. L. REV. 129, 170
(explaining that excessive creditor control is "undesirable" because it may foreclose debtors' restructuring
options).
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creditors,38 while Skeel pointed out that the dominance once showed by debtors in
bankruptcy reorganizations was changing toward creditors, again, even before the
distinctively creditor-favorable revisions after 2005.39
The most recent empirical work on the role of Funds (Hedge, Private-Equity,
and others) in the bankruptcy process was by Harner, Griffin and IveyCrickenberger in another article in this special edition of the ABI Law Review.40
This study analyzed the results of cases where "Funds" were actively involved (26%
of the 490 cases analyzed) versus those cases where Funds were not involved (74%
of the cases).41 Rather than summarize all of the findings of this important study, I
refer the reader to their companion-article in this issue.42 It should be noted,
however, that the authors acknowledge that due to the endogeneity issue of the
cases chosen by Funds to invest in, it is not possible to draw conclusions as to cause
and effect of Fund involvement.43 However, they do suggest that "the value of fund
participation in chapter 11 cases likely depends on whom you ask and where they
sit in the particular debtor's capital structure."44 With respect to the conclusion as to
whether Funds matter in chapter 11 cases the answer is clear—yes!45 But, as to
whether that influence is positive or negative, the authors' conclusion is uncertain.46
As noted earlier, one of the unique aspects of the bankruptcy process in the U.S.
is the post-chapter 11 performance of the debtor and its owners. Usually, the new
owners of the equity are the "old" creditors, based on either the conversion of debt
to equity or the injection of new equity financing, the latter providing critical new
liquidity for the debtor to compete.47 Eberhart, Altman and Aggarwal conducted the
first study on the performance of the new equity in the post-reorganization period.48
We analyzed the stock return performance of 131 firms emerging from chapter 11
over the period 1980-1993 for 200 days, post-emergence and found consistent
evidence of significant abnormal (excess) returns on the 131-firm portfolio,
averaging about 28% excess return over the appropriate stock index.49 Results such
as these help to motivate distressed investors to provide needed financing to firms
38

See Douglas G. Baird & Robert K. Rasmussen, The Prime Directive, 75 U. CIN. L. REV. 921, 942
(2007) (stating "creditors can take actions that work to the benefit of all the investors.").
39
See David A. Skeel, Jr., Creditors' Ball: The "New" New Corporate Governance in Chapter 11, 152 U.
PA. L. REV. 917, 918 (2003) (describing "distinctively creditor-oriented cast" of chapter 11).
40
See Michelle M. Harner, Jamie Marincic Griffin & Jennifer Ivey-Crickenberger, Activist Investors,
Distressed Companies, and Value Uncertainty, 22 AM. BANKR. INST. L. REV. 167 (2014).
41
See id. at 191.
42
See id.
43
Id. at 185 n.98.
44
Id. at 167.
45
Id. at 193 (stating "[t]he data strongly suggest that funds can influence the restructuring efforts of a
distressed company.").
46
Id.
47
See Allan C. Eberhart, Edward I. Altman & Reena Aggarwal, The Equity Performance of Firms
Emerging from Bankruptcy, 54 J. FIN. 1855, 1857 (1999) (discussing how creditors receive new stock in
firm as part of their payoff).
48
See generally id.
49
Id. at 1864 (noting that in cases studied, the average cumulative abnormal returns were "large, positive
and significant.").
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exiting chapter 11. We attributed the significant positive returns to the fact that
these firms performed far better than what the market had expected.50 While these
excess returns did not continue to manifest in all successive periods to our initial
study period, we have continued to observe extraordinary examples of positive postchapter 11 performances for several years, e.g., K-mart, 51 Lyondell,52 Delphi
Corporation,53 and GM.54
III. TRENDS IN BANKRUPTCY
Many of the issues and discussions at the ABI hearings these past several
months center on the impact of the New Bankruptcy Code (BAPCPA) of 2005 and
the role of various stakeholders, debtors and creditors, during the chapter 11
proceedings. Questions such as the trend in the number and size of filings, the
duration of the reorganization process, whether the result of the process was
successful or not, the role of the prepackaged type of filing and the recovery rate to
various creditors and owners, seem to me, particularly relevant. While we will
make some observations from our trend data, the main purpose of the next sections
is to provide a comprehensive statistical backdrop for careful analysis and
discussion of the bankruptcy industry, as it analyzes potential changes to our
reorganization process.
I have chosen the period of 1981-2013 to analyze the above questions and, by
necessity, will concentrate only on publicly held firms for many of the data points.
The number and size of chapter 11 filings for the more recent period of 1989-2013
is also analyzed for chapter 11 filings greater than $100 million in liabilities,
regardless of whether the firm was public or not when the filing took place.55
Hence, LBO filings, sponsored by private equity firms, are also included. In
addition, we utilize the extensive database of New Generation Research on 3,460
chapter 11 filings from 1978-2013 (really since 1981) for all filings, subsets of
50

Id. at 1867 (noting that high returns "reflect information on the stock's intrinsic value that is not fully
reflected in the stock price upon emergence from Chapter 11").
51
EDWARD I. ALTMAN & EDITH HOTCHKISS, CORPORATE FINANCIAL DISTRESS AND BANKRUPTCY 79
(3d ed. 2006) (noting that "Kmart's common stock traded at under $14 per share when the firm emerged
from Chapter 11 in May 2003, but rose to over $100 per share by late 2004.").
52
Nathan Vardi, Len Blavatnik's LyondellBasell Trade is Becoming Legendary, FORBES MAGAZINE (Jan.
14,
2013),
http://www.forbes.com/sites/nathanvardi/2013/01/14/len-blavatniks-lyondellbasell-trade-isbecoming-legendary/ (noting that since purchasing LyondellBasell shares as the firm was emerging from
bankruptcy, one trader has seen a 243% return on investment).
53
See David Sedgwick, How Delphi Automotive Beat the Odds in Vast Corporate Turnaround, CRAIN'S
DETROIT BUSINESS (Aug. 6, 2012), http://www.crainsdetroit.com/article/20120806/FREE/120809919/howdelphi-automotive-beat-the-odds-in-vast-corporate-turnaround (noting Delphi's robust corporate turnaround
since emerging from chapter 11 bankruptcy).
54
Jerry Hirsch, GM's Profit in 2010 Highlights Big Turnaround, LOS ANGELES TIMES (Feb. 25, 2011),
http://articles.latimes.com/2011/feb/25/business/la-fi-autos-gm-profit-20110211 ("General Motors posted a
dramatic turnaround in 2010, earning an annual profit for the first time in six years as it recovered from
bankruptcy and the recession.").
55
Our own database of chapter 11 filings at the NYU Salomon Center has always analyzed relatively large
filings of equal to or greater than $100 million of liabilities (not assets).
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1,760 filings where the assets (not liabilities) of publicly held firms were equal to or
exceeded $100 million, and 701 filings where assets exceeded $500 million (Figure
6). The sample period essentially covers chapter 11 activity since the enactment of
the modern Code in 1978, as well as the latest revision in October 2005.
Figures 3 and 4, presented earlier, showed the number of chapter 11 filings by
year from 1989-2013, as well as the amount of liabilities at the time of the
bankruptcy petition. All of these filings involve total liabilities equal to or greater
than $100 million, as well as those greater than $1 billion. For the period 19892012, the average annual number of filings was 75 per year and the median was 48.
Certain periods representing high economic stress, like 1999-2003 and again 20082010, are particularly noteworthy as involving more than 100 per year of these large
filings, as well as more than about $100 billion per year in liabilities in most years.
The average annual liability amount for the last 14 years was $126 billion and the
median amount, lower at $67.6 billion. In total, more than $1.75 trillion of
liabilities have been restructured or liquidated over this sample period. Of note,
about 15 filings, on average, per year were greater than $1 billion in liabilities,
representing about 20% of all chapter 11 filings greater than $100 million in
liabilities, with 11 per year being the median.
Figure 6. Chapter 11 Filings – Sample Characteristics, 1981-2013 (6/30)
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Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center.
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As for trends, there is no surprise that both the number and liabilities amount of
filings have decreased since the voluminous bankruptcy years of 2008-2009,
dropping to 114, 84, 69 and 64 filings for 2010-2013, respectively. Still, the
number, and amount of liabilities as well, have been greater in each of the last four
years than the median number (48) and median amount ($67.6 billion) compared to
the period 1989-2012, albeit slightly so. This can be seen graphically in Figure 3
wherein the horizontal lines represent the median number and amount of liabilities.
The largest bankruptcies, those with liabilities equal to or greater than $1 billion,
were just slightly below the average, but mostly above the medians, in the last three
years. So, the numbers do not support the contention by some commentators that
the chapter 11 mechanism is either permanently, or even temporarily, "dead" due to
the incredible amounts of liquidity to refinance struggling entities since 2010 or to
the popular increase in out-of-court distressed exchanges since 2008.56 Not
surprisingly, almost half of these distressed exchanges only temporarily avoid a
bankruptcy filing since the restructurings do not affect operating problems. Indeed,
as we have shown, about 44% of these distressed exchanges later suffered a chapter
7 or 11 filing, usually within just a few years.57 Updated results substantiate these
findings.58
To analyze a number of important characteristics and trends in chapter 11
filings, we have carefully examined the New Generation Research database on
publicly held firms filing for protection under chapter 11, effectively from 19812013 (through June). In this period, we observe 3,460 filings of all sizes and 1,760
filings with assets greater than $100 million. We will carefully point out that for
some of our metrics, such as success or not, or time in bankruptcy, the most recent
two to three years (2011-2013) or, in some cases, even from further in the past, have
not had enough completed chapter 11s to make any definitive statements. Still, we
will attempt to make some practical adjustments to analyze these most recent
crucial years as well as data from 2006 onward, in spite of still many "unknown
outcomes" of the reorganization process.
In Figure 7, we see that about 20% of all chapter 11 filings were either
dismissed (7.3%) or that the outcome of the process is unknown (12.9%). Hence,
for most of our results, we analyzed 2,746 net filings, representing about 80% of all
filings over the period and 100% of all filings where we can ascertain the actual
result of the chapter 11 process. We also can observe that 318 of net filings were
characterized as either prepackaged or prearranged. In all of the last five years
(except 2011), the percent of filings that were either prepackaged or prearranged
("Prepacks") were greater than the 11.6% annual average. Indeed, in each year over

56
About 60% of all distressed exchanges from 1984-2012 have occurred in the last five years. See
EDWARD I. ALTMAN & BRENDA J. KUEHNE, "DEFAULT & RETURNS IN THE HIGH-YIELD BOND AND
DISTRESSED DEBT MARKETS: 2013 IN REVIEW," NYU SALOMON CENTER SPECIAL REP. (Feb. 2014).
57
See Edward I. Altman & Brenda Karlin, The Re-Emergence of Distressed Exchanges in Corporate
Restructurings, 5 J. CREDIT RISK 43, 43–55 (2009).
58
See ALTMAN & KUEHNE, supra note 56.
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20% of all net filings, except 2011, were prepacks.59 We also can observe the same
higher than average Prepack occurrence in the period 1992-1997, another benign
credit period. We will now discuss the success or not of chapter 11 filings and their
time-in-bankruptcy.

59
When most of the "outcome unknown" filings will be resolved, i.e., the outcome becomes "known," the
percentage of filings that were prepackaged will decrease.
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Figure 7. Chapter 11 Public Firm Bankruptcy Filings (Outcomes and Time in
Bankruptcy)
1978 – 2013: All filings of publicly-held firms

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
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Figure 7. Chapter 11 Public Firm Bankruptcy Filings (Outcomes and Time in
Bankruptcy) (continued)
1978 – 2013: All filings of publicly-held firms: Successful Results

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
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Figure 7. Chapter 11 Public Firm Bankruptcy Filings (Outcomes and Time in
Bankruptcy) (continued)
1978 – 2013: All filings of publicly-held firms: Unsuccessful Results

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center.
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IV. SUCCESS OR NOT
It is somewhat tricky to characterize the outcome of a chapter 11 filing as
successful or not. For example, as we have written about several times, a chapter
11 that emerges as a going-concern, but slips after emergence and files again within
a relatively short period of time (say, five years), is in many ways an unsuccessful
chapter 11.60 For this study, we will first characterize a chapter 11 that either results
in an emergence as a continuing entity or involving an acquisition of all or most of
the assets as successful.61 From Figure 7, we see that of the 2,746 net filings, 1775
(64.6%) either emerged (1,501) or were "acquired" (274), hence were successful;
441 (16.1%) were converted to a chapter 7 liquidation and 543 (19.8%) were
liquidated under chapter 11, for a total of 984 or 35.8% of net filings that were
"unsuccessful." Only 8 of the 318 "prepacks" were among these unsuccessful
chapter 11s, and none of these since 2010.62 The successful versus unsuccessful
categorization is summarized in Figure 8.
Figure 8. Successful versus Unsuccessful Chapter 11s
●

Successful Chapter 11
- Emergence from Chapter 11
- Acquired in Chapter 11

●

Unsuccessful Chapter 11
- Conversion into Chapter 7
- Liquidated under Chapter 11

●

Adjustments made for Chapter 22, 33, 44

60

Our updated number of firms that have filed for chapter 11 protection twice (chapter 22), three times
(chapter 33) or four times (chapter 44) is not trivial (about 272 through the end of 2013 since 1984). I will
return to this factor in our adjusted "success" statistics. See supra note 7 for my updates results.
61
The latter includes 363 sales, such as Chrysler Corp. in 2009.
62
Three of the eight unsuccessful prepacks were from the class of 2000.
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A. An Adjustment for Recidivism to the "Success Rate" of Chapter 11
Reorganizations
As discussed above, we define success of a chapter 11 reorganization as either
an emergence from the bankruptcy as a continuing entity, or an acquisition of the
assets of the debtor. Liquidations under either chapter 7 or 11 constitute our
"unsuccessful" outcomes. However, as noted in footnote 60 and the earlier
discussion, when an emerged entity has to file again (the recidivism problem), one
could conclude that the original chapter 11 was not very successful.63 In order to
account for recidivism, we can adjust the 65% success rate for those cases.
Since 1981, through June 2013, there have been approximately 260 cases of a
chapter 22, 33, or 44 among publicly held firms. If we add those 260 multi-filers to
the number of unsuccessful chapter 11s and subtract from the successful ones, the
percentage of successful chapter 11s drops to 55.2%. While still a majority of net
chapter 11 filings result in a successful outcome, the results are less impressive and,
in my opinion, can be improved by a more diligent assessment of the recidivism
potential by all parties involved. Figure 9 shows the percentage of chapter 11
filings for all "known" filing results and for those with greater than $100 million
and $500 million in assets. Note that the success rate, after adjustment for
recidivism, increases as asset size increases, but there is still a noticeable decrease
in the success rate after adjusting for chapter 22, etc. For the largest chapter 11s,
the success rate fell from 79% to 71% after adjustments. Note also that the success
rate has diminished since the new Code of 2005 was instituted (Figure 10).

63

See supra note 60 and accompanying text.
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Figure 9. Success versus Nonsuccess in Chapter 11 Reorganizations (Based on
known outcomes)
All Filings
(3013)

Successful
Unsuccessful

Adjustment For Recidivism
(Chapter 22, 33, 44)
55%
45%

35%

65%

71%

Assets > $100 million
(1575)

63%

29%

79%

37%

Assets > $500 million
(613)
71%
21%

29%

Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center.
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Figure 10. Success versus Nonsuccess in Chapter 11 Reorganizations (Based
on known outcomes, no adjustments for recidivism)

1981-2013
Successful

2006-2010

All Filings
(3013) (592)

Unsuccessful

52%

48%
35%

65%

Assets > $100 million
71%

(1575) (361)

62%
38%

29%

Assets > $500 million
79%

(613) (154)

21%

70%

30%

Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center.
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V. TIME IN BANKRUPTCY
For all of the "Net Filings" (2,746) since 1981 (from Figure 7), the median time
spent reorganizing or liquidating was approximately one year (1.02 years). The
average time was 1.38 years (16.6 months), with prepacks taking just 0.34 years (4
months), on average, and non-prepacks about one and a half years (18.4 months).
The duration of time spent in bankruptcy is significantly lower for "successful"
chapter 11s, than for all filings and also less than for "unsuccessful" ones. For
example, the median time for successful chapter 11s was 0.95 years compared to
1.21 years for unsuccessful ones. The average time was 1.27 years vs. 1.71 years.
So, the data clearly show that successful chapter 11s are also shorter in duration
than unsuccessful ones and, of course, prepackaged or prearranged filings are much
shorter. This is the case even when we adjust for the fact that in the most recent
years, especially since 2009, many chapter 11 outcomes are still unknown.
A. Recent Trends of Time in Bankruptcy
At first glance, from Figure 7, it appears that the recent trend from 2009 to the
present indicates that the time spent in bankruptcy of all filings, as well as
successful chapter 11s, has been noticeably diminishing, except possibly for 2011.
But, it is obvious that the median and mean time in bankruptcy will increase,
perhaps significantly, once those firms still in bankruptcy reorganization complete
their process. Right now, for those outcomes completed, the median time in
bankruptcy was about one year, even just about one-half of a year in some years,
i.e., in 2006, 2009, 2010, 2012 and through November 2013, and slightly below one
year in 2008, 2009 and 2011. However, the percent completed (net filings, outcome
known) ranged from just 26.5% (2013) and 32.8% (2012) to 85.7% in 2006, leaving
many reorganizations still unfinished.
While we cannot estimate the average time in bankruptcy for those "unknown
outcomes," we can estimate the median time in bankruptcy by simply taking onehalf of the unknown outcomes in a particular year, e.g., 24 (48/2) in 2011, and
adding those observations to the median we have already calculated from the known
outcomes (0.91 years). The result is an estimated median for 2011 of 1.54 years. In
another example, for 2010, we add the 11th observation (21/2) above the existing
median (0.56 years) to get our estimated median of 0.77 years. All of the
adjustments are in parentheses for the period 2006-2011. When we perform this
estimate for the years 2006-2011 (we cannot as yet do this for 2012 and 2013 due to
insufficient known observations), we get a revised median time in bankruptcy for
the entire time series of 1.04 years. When we finally are able to assess those
reorganizations from 2012-2013, the median time overall will increase but more
than likely to no more than 1.06 years (12.7 months).
If we analyze the trend since the new Bankruptcy Code was put in place in late
2005 (2006-2013), we do observe a small reduction (perhaps one month) in the time
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in bankruptcy, except in 2008 and 2011. This is to be expected since the new Code
established a cap of 18 months in which a debtor has the exclusive right to file a
plan that then needs to be ratified by the various creditor classes. Again, we are not
able to completely assess the results for 2012-2013.
The percentage of chapter 11 filings that have been completed with a successful
result seems to be diminishing slightly in the period 2010-2012 compared to the
longer-time median over the period 1981-2012. For example, the percent of
successful outcomes were 60.9%, 59.0%, and 53.9% in 2010, 2011 and 2012,
respectively, of the known outcomes, and only 51.5%, 38.5% and 49.1% in 20062008, compared to about 65.0% for the entire period, 1978-2013. Assuming that
the proportion of successful vs. unsuccessful outcomes will not change from the
already calculated means, once the unknown cases become known, the proportion
of successful outcomes will probably decrease slightly from what appears now in
Figure 7.
VI. RESULTS FOR LARGER CHAPTER 11 FILINGS
The results reported above are for all chapter 11 filings of publicly-held firms
and number 3,460 events. Also, as noted earlier, 1,760 were for firms with total
assets greater than $100 million (about 50%) and 701 (about 20%) were for filings
with greater than $500 million in assets. Next, we will observe if the results
discussed above for all filings, regardless of size, vary at all for larger chapter 11s.
We do have several expectations, or hypotheses, with respect to larger vs. smaller
corporate bankruptcies on such issues as case dismissals, whether the outcome
becomes known or not, whether the outcome of a reorganization in bankruptcy will
be successful or not and time that these filings spend in the bankruptcy process.
Figure 11 lists the results of bankruptcy filings of firms with at least $100
million in assets at the time of filings from 1981-2013. While we believe that, in
many ways, total liabilities is a more meaningful measure of corporate size when it
comes to a bankrupt firm, total assets is also a reasonable metric in many cases and,
more importantly, is the one used by New Generation Research in their
categorization of bankruptcy statistics. As noted above, about half of all filings of
publicly-held firms were for firms with at least $100 million in assets since the
Bankruptcy Act of 1938.
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Figure 11. Chapter 11 Public Firm Bankruptcy Filings (Outcomes and Time
in Bankruptcy)
1981 – 2013: All filings of publicly-held firms with Assets > $100 million

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.

685

102

ABI LAW REVIEW

[Vol. 22: 75

Figure 11. Chapter 11 Public Firm Bankruptcy Filings (Outcomes and Time
in Bankruptcy) (continued)
1981 – 2013: All filings of firms with Assets > $100 million: Successful Results

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
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Figure 11. Chapter 11 Public Firm Bankruptcy Filings (Outcomes and Time
in Bankruptcy) (continued)
1981 – 2013: All filings of firms with Assets > $100 million: Unsuccessful
Results

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center.
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VII. DISMISSALS AND UNKNOWN OUTCOMES
Comparing our results for all filings in Figure 7 with those for the larger-firm
sample in Figure 11, we find, not surprisingly, that a smaller proportion of the gross
filings (1,760 firms) were Dismissed (3.6%) or the outcome is Unknown at this time
(10.5%), for a total of 14.1%, vs. about 20.2% for all filings (7.3% + 12.9%). The
percentage of dismissals and unknown outcomes diminishes further for filings
greater than $500 million in assets. It is reasonable that firms with more substantial
assets have a better chance of moving ahead in the bankruptcy reorganization
process than do smaller entities and it is more likely that the proceedings will be
more easily traced as to the outcome. The latter may not be the case for the most
recent filings in 2011-2013, which simply have not had enough time to finish the
process, except in the case of Prepacks. A prepackaged or prearranged filing is far
more likely for larger firms than smaller ones. Indeed, for the entire time series
from 1981-2013, 285 of the 318 Prepacks (89.6%) were from our larger firm
sample. Indeed, all but five (5) of the 99 Prepacks since 2009 are from firms with
assets greater than $100 million. So, for these firms, the outcome is essentially
always known.
VIII. TIME IN BANKRUPTCY ACROSS FIRMS OF DIFFERENT SIZE AND OUTCOMES
While we find distinct differences for several of our metrics between larger and
smaller firm chapter 11s, the time in bankruptcy metric is very similar across the
firms of different size. Indeed, the adjusted median time in bankruptcy for all
outcomes, whether successful or not, was essentially the same for all filings (1.04
years, Figure 7) vs. 1.05 years for firms with assets greater than $100 million
(Figure 11). Median time in bankruptcy did increase to 1.19 years for filings
greater than $500 million in assets (see Figure 12). The average (not median) time
in bankruptcy was 1.38 years for all filings, 1.39 years for those with assets greater
than $100 million and 1.47 years for those with assets greater than $500 million
(Figure 13). For non-Prepacks and unsuccessful filings, the average (and median)
time in bankruptcy was considerably longer, i.e., an average of 1.74 years for
unsuccessful chapter 11s and 1.75 years for Non-Prepacks. Average (not median)
time in bankruptcy was slightly longer for the larger firms for both Prepacks (0.35
years) and Non-Prepacks (1.64 years).
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Figure 12. Time in Bankruptcy: Median
Time in Bankruptcy : Median
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Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center.
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Figure 13. Time in Bankruptcy: Average
Time in Bankruptcy: Average
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Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center.
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IX. MEGA BANKRUPTCIES
Earlier in this paper, we observed in Figure 4 that about 20% of all "large"
chapter 11 filings with liabilities greater than $100 million from 1989-2013 were
truly huge with liabilities greater than $1 billion. We also saw, in Figures 6 and 7,
that about half of all filings since 1981 had assets greater than $100 million (1,760
out of a total of 3,460 total gross filings of all sizes). In order to focus on a segment
of all filings that we now call "mega-bankruptcies," with assets greater than $500
million, we see that since 1981 there have been 701 of these very large filings, or
20% of all filings, and about 40% of those greater than $100 million in assets. We
list these results in Appendix A.
We observe from Appendix A that about 86.5% of the mega-bankruptcies since
1981 have outcomes that are known (net filings) where most of the unknown
outcomes are naturally since 2008, and especially since 2011. Of the 606 net
filings, the median (unadjusted) time in bankruptcy is somewhat longer (1.10 years)
than for both all filings (1.03 years) and those greater than $100 million in assets
(1.03 years). The adjusted median time in bankruptcy for our mega sample is also
somewhat longer (1.19 years) than the smaller size samples. Likewise, the average
time in bankruptcy for all mega-bankruptcies (1.47 years or 17.6 months) is longer
than the greater than $100 million asset sample (1.38 years). These results are not
surprising since larger bankruptcies are more complex, oftentimes involving both
public and private creditors and shareholders. Keep in mind that regardless of the
creditor profiles, all of our observations, regardless of size, are for publicly owned
enterprises.
Interestingly, 20.3% of all net filings (123/606) were either prepackaged or
prearranged chapter 11s for our mega-bankruptcy sample, compared to 18.9% for
the greater than $100 million asset sample, and 11.6% for all chapter 11 filings. I
had expected an even higher proportion for the mega filings. Indeed, 6 of 14 (43%)
of the 2013 (through June 30) mega sample are "prepacks," with the consequent
shorter time in bankruptcy (0.31 year) for all 123 prepacks since 1989 amongst
mega-bankruptcies.
The "successful" chapter 11 mega-bankruptcies were 78.4%, compared to
71.2% for those filings with assets greater than $100 million and 64.6% for all
filings, regardless of size.
For the successful chapter 11s amongst the largest mega-bankruptcy sample, the
median time in bankruptcy was slightly longer (1.04 years) than for the greater than
$100 million in assets sample (0.90 years), with the same comparison for average
time in bankruptcy (1.36 years vs. 1.25 years). Again, the complexity factor, no
doubt, affected these differences.
Finally, since the new revisions to the Code went into effect in late 2005, the
proportion of mega-bankruptcies, relative to the entire sample from 1981-2013, was
about the same 37.4% (262/701) compared to the greater than $100 million in asset
sample (35.2%, 619/1760). And, there is no evidence that the time in bankruptcy
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since 2005 is getting shorter. Indeed, the median time in bankruptcy for three of the
years, 2006 (1.20 years), 2008 (1.44 years), and 2011 (1.49 years), was greater than
the median for the entire sample (1.19 years); three years (2007, 2009 and 2010)
were shorter, and it is too early to tell for the last two years (2012 and 2013).
X. CREDITOR RECOVERIES
One important indicator of the effectiveness of the bankruptcy process, and the
relative influence of the various stakeholders in the process, is the default recovery
rate, especially if we evaluate recoveries by seniority over time. There are two
main types of recoveries to creditors—the value of the outstanding securities just
after default/bankruptcy, and the value when the reorganization process is
completed. The latter is often referred to as the "ultimate recovery" in the
emergence-year from bankruptcy.64 One can also postulate that the value of
corporate bonds and loans at the time of bankruptcy is an unbiased estimate of the
present value of the ultimate recovery, although one of the important unknowns is
the expected time in bankruptcy. Earlier, we showed that the expected time for
non-prepackaged chapter 11s is about 1.5 years and for prepacks, about four
months.
A relevant and also somewhat controversial aspect of the revised Bankruptcy
Code is the relative influence of some creditors vs. other creditor classes and
debtors in the bankruptcy reorganization process.65 The U.S. corporate bankruptcy
process has for a long time been known as relatively more debtor-friendly compared
to other countries' bankruptcy experience, as well as when compared to earlier years
in the 20th century.66 That perception has changed somewhat with the revisions to
the Bankruptcy Code in the BAPCPA Act of 2005, and the pendulum, it is alleged
by some, has swung toward the creditor, particularly the secured creditor, in the
U.S.67 In other countries, however, particularly European nations, bankruptcy
revisions seem to have shifted toward being more debtor-friendly as many
countries, e.g., Germany, France, and Italy, have adopted new provisions similar to
the U.S. chapter 11 system.68
64
See Kenneth Emery, Special Comment, Moody's Ultimate Recovery Database, Moody's Investors
Service,
Apr.
2007,
at
3,
available
at
https://www.moodys.com/sites/products/DefaultResearch/2006600000428092.pdf.
65
See Daniel S. Mozes, The Debtor is Dead, Long Live the Debtor, 85 TEMP. L. REV. 723, 742 (2013)
(discussing influence of secured creditors over equity holders, unsecured creditors, and debtors in the
bankruptcy process).
66
See David Smith & Per Strömberg, Maximizing the Value of Distressed Assets: Bankruptcy Law and
Efficient Reorganization of Firms, SYSTEMIC FINANCIAL CRISES: CONTAINMENT AND RESOLUTION 232,
232 (Patrick Honohan & Luc Laeven, eds., 2005) (describing U.S. corporate bankruptcy procedures as
"debtor-friendly" in comparison to other countries).
67
See, e.g., Kaitlin A. Bridges, "Hanging" On to Till: Interpretations of BAPCPA's Hanging Paragraph,
72 MO. L. REV. 581, 581 (2007) (stating a majority of courts interpret "hanging paragraph" to favor secured
creditors).
68
For example, a recent conference in Florence, Italy (May 28, 2013) on "Comparing Chapter 11 in the
U.S. to the new Italian Bankruptcy Code" sponsored by the city of Florence and the CESIFIN Foundation,
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One study by Andrew Wood argued that there was a significant decline in the
recoveries to unsecured creditors and shareholders in large public company
bankruptcies in 2009-2010 in the aftermath of great financial crisis of 2008,
compared to a long-ago period of 1991-1996.69 Based on a relatively small sample
of 42 chapter 11 cases that emerged in the two years, noted above, his results were
compared to those recorded by LoPucki, essentially following the earlier study's
methodology.70 Wood does note that one should expect reduced recoveries during
and just after a recession since they do fluctuate over time (I will demonstrate this
quite clearly below), and he concluded that the 2009/2010 results could be "an
anomaly."71 But, the author goes on to suggest that due to significantly higher actual
and expected recoveries to senior secured creditors, particularly due to second and
third lien securities growth, that unsecured creditors and equity holders "should not
expect significant recoveries in chapter 11 cases."72 I will return to this line of
reasoning and conclusion shortly. However, I find no conclusive evidence that
senior secured bondholders have received consistently higher recoveries to the
detriment of unsecured creditors since the new Code went into effect in late 2005
and since the recession of 2008/2009. Essentially, both classes of creditors usually
receive above average recoveries in benign credit periods, e.g., low default rates,
and below average recoveries in stressed economic and default periods. And, there
have been periods when recoveries have increased for unsecured creditors when
those for secured creditors have declined!
Figure 14 shows the time series of default recoveries by seniority of bond
creditor claims at the time of default from 1978-2013 (Q2). Not surprisingly, the
median annual recovery rate on senior secured bonds (59.05%)73 is greater than
senior unsecured (47.52%), senior-subordinated (34.00%) and subordinated
(32.91%). Effectively, the last category has disappeared of late, and even the
senior-subordinated claim has become a rare occurrence.
At first glance, it appears that in most years since the enactment of the recent
Code in 2005, the recovery rate on the senior secured category is greater than the
historic average, or median, of 59%. This is also the case, for the senior unsecured
claims. One cannot jump to the conclusion, however, that the most senior claimants
have been favored by the new Code since many of these recent years are coincident
with benign credit periods (e.g., 2006-2007 and 2011-2013). We have established
that recovery rates are substantially influenced by the credit cycle and default
explored those issues now that the Italian Bankruptcy system adopted significant changes in September
2012.
69
See Andrew A. Wood, The Decline of Unsecured Creditor and Shareholder Recoveries in Large Public
Company Bankruptcies, 85 AM. BANKR. L.J. 429, 446 (2011).
70
Id. at 432 (discussing Lynn M. LoPucki, The Myth of the Residual Owner: An Empirical Study, 82
WASH. U. L.Q. 1341 (2004)).
71
See id. at 431.
72
Id.
73
The median for senior secured creditor recoveries was somewhat less, at 50.2%, when it is calculated
based on all recoveries rather than the median of each year's average. The other classes' recoveries are
essentially the same, regardless of the calculation method.
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rates.74 Thus, in benign periods like 2006-2007 and 2011-2013, we should expect
high recoveries across the board of the seniority spectrum and the reverse during
stressed period, like 2008-2009, when recovery rates were, as expected, below the
norm. For all of 2013 (not shown in Figure 14), the recovery rate on senior
unsecured bonds was lower than the mid-year figure, at 34.4%, and the senior
subordinated class a material increase in average recoveries to 66.8%, on just three
issues.
We do observe significantly higher average recoveries for prepackaged chapter
11 bond creditors than non-prepackaged, traditional filing bonds. Indeed, since
1978, the weighted average bond recovery rate (weighted by the size of the bond
issue) for prepackaged chapter 11s was 51.6% (based on 168 observations)
compared to just 31.6% for non-prepacks (based on 1,142 observations)—a very
significant difference, indicating that the statistical difference did not occur by
chance.

74

See Edward Altman, et al., The Link Between Default Rate and Recovery Rates: Theory, Empirical
Evidence, and Implications, 78 J. BUS. 2203, 2204 (2005) (arguing "aggregate recovery rates are basically a
function of supply and demand for the securities.").
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Figure 14. Weighted Average (by Issue) Recovery Rates on Defaulted Debt by Seniority per
$100 Face Amount, 1978- 2Q 2013
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9 30.63 165 6 25.80 2,783 48.95
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In order to assess whether the recovery rate on high-yield corporate defaults has
been different in the years since the Bankruptcy Code was revised in late 2005, we
can observe the trend-line-regression analytic results from our default rate-recovery
rate model of 200575 updated for data through 2012, in Figure 15. Note that the
recovery rate used in this model is the weighted-average price of defaults just after
the default date—not the ultimate recovery rate. Essentially, these linear and nonlinear representations show the "expected" relationship between default and
recovery rates, based on data since 1982. So, if we observe consistent patterns of
above (or below) expected recovery rates on creditor securities in recent years, we
can conclude that bond creditors, in this case, are doing better than what one would
have expected given the typical demand-supply induced relationship. From Figures
14 and 15, we can observe that the weighted average recovery rate on corporate
bond defaults in every year since 2005, with the exceptions of 2008 and 2010, has
been higher than one would have expected from the longer term historical
relationship between default and recovery rates.76 In 2008, the recovery rate
(42.5%) was just about what one should expect in an average default year. And in
2010, the recovery rate (46.6%) was slightly below what one could expect in a
benign, low default rate year. Since 2010, and continuing into 2013, the recovery
rates have been above expectations, as they also were in 2006-2007. Even in 2009,
when the recovery rate for all seniorities was "only" 36%, it was above what one
normally would recover in very stressful years; in this case when the default rate
was the second highest ever, almost 11%.77

75

Id. at 2214.
See id. at 2204–05 (explaining negative correlation between default rates and recovery rates).
77
In order to see if these relationships hold across the seniority spectrum, we plan to run similar
regressions of the relationship between default and recovery rates. See ALTMAN & KUEHNE, supra note 56,
for a more complete analysis of default and recovery rates in the high-yield bond market.
76
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Figure 15. Recovery Rate/Default Rate Association, Dollar Weighted Average
Recovery Rates to Dollar Weighted Average Default Rates, 1982-2012
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We have also observed ultimate recovery rates on corporate bonds and loans
based on Moody's estimates in Figure 16. We list the annual ultimate recovery rate
based on both the year of default and the ultimate recovery year. If we are trying to
assess the impact of the Revised Bankruptcy Code of 2005 on creditor recoveries,
perhaps the data based on the "default-years" is more relevant, e.g., 2006-2013.
This is particularly true for those years just after 2005, because if we assessed data
based on the "ultimate-years," it was likely that the relevant Bankruptcy Code that
guided the proceedings was from prior to the Revisions of 2005. Probably, both the
default-years and the ultimate-years are relevant since 2009, since the bankruptcy
more than likely took place after October 2005.
From Figure 16, the strongest evidence on ultimate recoveries at the time of
emergence is that for bankruptcies since 2005, the bank loan recoveries were above
the average over the period 1987-2012 (77.5%) in every year except 2008, when
recoveries (67.3%) were below the average. These loans are essentially senior
secured, although the number of loans that have emerged in the most recent years of
2011 and 2012 are very small (8 and 1, respectively). For senior secured bonds, the
results are mixed, with above average recoveries in 2006, 2007 and 2011, about
average in 2009, and 2012 and below the average in 2008 and 2010. Senior
unsecured bonds' ultimate recoveries since 2005 seem to be below the historical
average (41.4%) in five of the seven years. Subordinated bonds, essentially nonexistent since 2011, had a noticeable decline in recoveries to below average (20.6%)
levels in 2008-2010, although above average in 2006 and 2007. Again, all of these
are ultimate recoveries in the default year from bankruptcies since the new Code
went into effect. We also list ultimate recoveries based on the year of emergence in
Figure 16.
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Figure 16. Average Ultimate Recovery Rates on Defaulted U.S. Corporate
Loans and Bonds (By Emergence and Default Years: 1987-2012)
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XI. RECOVERIES AND THE BUSINESS CYCLE
Much has been said about the recent trend in recovery rates to creditors in
general, and especially to the various seniority classes. Indeed, as mentioned
earlier, Wood has attempted to show empirically that there has been a noticeable
decline in unsecured creditors and shareholder recoveries in 2009-2010 compared to
those in 1991-1996.78 It is difficult to put much credence in the five-year period in
the early 1990s, except that it was a convenient set of data to compare to since
another researcher (LoPucki) had provided some data on recoveries, not to mention
the small sample (42 observations) used for the 2009/2010 unsecured creditors.79
The truth of the matter is that recoveries, whether at default or upon emergence
from bankruptcy (ultimate recoveries), are quite sensitive to the economic cycle and
to the default rate coincident to the measurement of recoveries. From Figures 17
and 18, we see that the recovery rate on bonds at default and upon emergence is
highly negatively correlated to the business cycle and default rates, with quite low
recoveries near the end and shortly after the recession periods and peaks of default
rates. The data also shows that we can expect extremely high recoveries in benign
credit cycles and low default rates. This is exactly what Altman, et. al. found in an
earlier study.80
From Figure 14, we can observe some extraordinarily high recovery rates in
many years since the revisions to the Bankruptcy Code in 2005 for both senior
secured and senior unsecured bonds. Indeed, in 2006 (90.6%), 2007 (87.2%), 2012
(74.0%) and 2013 (70.8%), the recoveries at default on senior secured bonds were
much above the historical average from 1981-2013 (50.4%).81 But, in 2008
(30.5%), 2009 (43.3%) and 2010 (39.5%), default recoveries on senior secured
bonds were much below average. For senior unsecured bonds (and senior
subordinated bonds), the results were much the same, with every year in the 20062013 period above the historical average (37.9%) or median (35.0%), except
perhaps 2009. And, in some years like 2008 and 2010, senior unsecured bonds
actually realized higher recoveries than did the senior secured bonds. So, I see no
evidence that unsecured bonds have suffered with respect to historical averages in
recent years. They still do well, especially in benign credit years when default rates
are low.

78

See Wood, supra note 69 and accompanying text.
See id. at 431–32; see also LoPucki, supra note 70 at 1350.
80
See Altman, et al., supra note 74 at 2224–25.
81
These recoveries were also above the median (44.5%) of all bonds.
79
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Figure 17. Historical Default and Recovery Rates (at Default) vs. Recession
Periods in the U.S., High-Yield Bond Market, 1988-2Q 2013
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Sources: NYU Salomon Center & National Bureau of Economic Research.
Figure 18. Historical Default and Recovery Rates (Ultimate) vs. Recession
Periods in the U.S., High-Yield Bond Market, 1988-2012
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It is true that the above data is only on bonds, so we need to observe the
Moody's data in Figure 16 for evidence on loans and for ultimate recovery rates.
While the differences in recovery rates can be substantial in a given year whether
one looks at recoveries at default or ultimate recoveries, it is usually the case that
recovery rates at default are unbiased estimates of the discounted value of
recoveries when the firm emerges from bankruptcy. And, again, Altman &
Eberhart found that both senior secured and senior unsecured bonds had much
higher returns, in the period between default and emergence, than did subordinated
bonds, and likely equity stakeholders.82 And, that was a study covering recoveries
from 1980-1992.83 So, the fact that senior secured bonds have high recoveries and
do well during the restructuring period is really nothing new.
It is true that senior secured bonds and loans have increased of late as a
proportion of new issues of junk bonds and loans, as investors favor these classes
for greater protection in the event of default and issuers, especially low quality
ones, find the market far more receptive of secured issues, even if they are second
or third lien securities.84 This probably implies that should these issuers get into
trouble in the future, they will have less assets that they can use as security for
additional financing. One can observe from Figure 14 that the category of
subordinated bonds has essentially disappeared since 2009 and the seniorsubordinated category has also shown a strong decline in popularity.
Ultimate recoveries in the emergence year on loans, mostly secured, were above
average (77.5%) in four of the last seven years (Figure 16), but below average
especially in 2009 and 2011. The same is true for senior secured bonds, although
not as much, with above average (61.5%) ultimate recoveries in 2007, 2008 and
2012 and below average in 2009, 2010 and 2011. The latter two years (2011 and
2012) had very few data points for secured and unsecured loans and bonds.
CONCLUSION
The main objectives of this paper were to comment on the role of the distressed
debt market and its investors, and to present comprehensive and relevant statistics
over the past several decades on corporate bankruptcy filings under chapter 11 of
the Bankruptcy Code. The bond and loan markets play an increasingly important
role in the eventual performance of the bankruptcy process and impact both the
wealth of the relevant stakeholders of bankrupt firms as well as the functioning of
our economic system, where leveraged-financings now exceed $2 trillion in the
corporate sphere. We have also, when relevant, attempted to comment on recent
trends of chapter 11 filings, especially since there is much discussion about what
impact the revisions to the Bankruptcy Code of 2005 have had on the functioning of
82

See Altman & Eberhart, supra note 12 at 75.
Id.
84
See Randall Klein & Danielle Juhle, Majority Rules: Non-Cash Bids and the Reorganization Sale, 84
AM. BANKR. L.J. 297, 313 (2010) (stating secured debt market has flourished since 1940s).
83
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the bankruptcy system and on recoveries to creditors of bankrupt entities. With
respect to recoveries to unsecured creditors since the new revisions went into effect
in late 2005 despite some anecdotal instances to the contrary, we find no convincing
overall statistical evidence that this class has suffered vis-à-vis senior secure
creditors. More important than my commentaries, however, is the objective to
provide the bankruptcy community with comprehensive and objective data to reach
informed opinions and suggestions, if any, to improve upon the chapter 11 process.
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Appendix A. All Filings of Firms with Assets>$500 million, 1981-2013

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
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Appendix A. All Filings of Firms with Assets>$500 million, 1981-2013 (cont.)

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
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Appendix A. All Filings of Firms with Assets>$500 million, 1981-2013 (cont.)

*Those years (2006-2011) in parentheses for Median time in bankruptcy include
our adjusted estimates for the "Outcome Unknown" category. Average time in
bankruptcy is not adjusted.
**Prepacks includes pre-packaged and pre-arranged chapter 11 filings.
Source: New Generation Research, Boston Mass.; compilation by E. Altman, NYU
Salomon Center

Copyright 2014 American Bankruptcy Institute. For reprints, contact www.copyright.com.
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THE AFTERMATH OF "WAMU":
A PROBLEM STILL IN SEARCH OF A SOLUTION
ERIC B. FISHER AND KATIE L. WEINSTEIN*
INTRODUCTION
Even though In re Washington Mutual, Inc.1 (the "WaMu decision") has been
criticized and was vacated by the Delaware bankruptcy court as part of an overall
resolution of the issues in dispute,2 it nonetheless augurs a likely increase in insidertrading-related litigation in bankruptcy court. The potential implications of the
WaMu decision, together with the current enforcement focus of the U.S. Securities
& Exchange Commission (the "SEC") on insider trading by hedge funds, suggest
that this issue should be of paramount concern to activist hedge funds. The WaMu
decision brings into sharp relief the issue of how to fulfill the "level playing field"
aspiration of the securities laws without unnecessarily chilling active hedge fund
participation in the bankruptcy process. In Part I of this paper, we discuss the
WaMu decision, explaining our view that, in its wake, we are likely to see more
bankruptcy litigation involving claims of insider trading. In Part II, we survey and
evaluate the different approaches that activist funds and other parties-in-interest
have pursued in their efforts to minimize the risk of "WaMu-type" litigation. In Part
III, we conclude that the most recent approaches, which seek judicial findings in
advance that parties are not "temporary insiders" or will not be considered
recipients of material non-public information, are misguided and expose hedge fund
parties to substantial litigation and regulatory risk.
I. THE WAMU DECISION
On September 13, 2011, Judge Mary F. Walrath granted a motion by the WaMu
equity committee for authority to pursue equitable subordination and disallowance
of certain bondholder claims (the "Standing Motion") on the basis that a group of
hedge fund bondholders involved in negotiations over WaMu's reorganization plan
allegedly engaged in insider trading.3 The court recognized that the rarely used
remedy of "equitable disallowance" was available if it could be shown that the
bondholders had traded in WaMu's securities while privy to nonpublic information
gleaned through settlement negotiations with the WaMu debtors that "may have
shifted towards the material end of the spectrum."4
*
Eric B. Fisher is a New York-based partner in Dickstein Shapiro's Financial Restructuring &
Bankruptcy Practice and a leader of the firm's Financial Crisis Litigation Practice. Katie L. Weinstein is a
New York-based counsel in the firm's Financial Restructuring & Bankruptcy Practice.
1
461 B.R. 200 (Bankr. D. Del. 2011).
2
In re Wash. Mut., Inc., No. 08-12229, 2012 WL 1563880, at *16 (Bankr. D. Del. Feb. 24, 2012).
3
In re Wash. Mut., Inc., 461 B.R. 200, 267 (Bankr. D. Del. 2011).
4
Id. at 263.
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A. Factual Background
On September 25, 2008, the Office of Thrift Supervision closed Washington
Mutual Bank and appointed the Federal Deposit Insurance Corporation (the
"FDIC") as receiver.5 On that same day, the FDIC sold nearly all of the bank's
assets to JPMorgan in exchange for cash and the assumption of certain liabilities.6
As receiver of the bank, the FDIC retained certain claims.7 The very next day,
WaMu and an affiliate commenced chapter 11 bankruptcy proceedings.8
In the wake of the September 2008 seizure and asset sale, which marked the
largest bank failure in the nation's history, a multitude of disputes arose among the
debtors, JPMorgan and the FDIC concerning ownership of certain assets and
various claims that had been asserted.9 Those disputes, potentially worth billions,
were the subject of litigation in bankruptcy court and elsewhere.10 It soon became
clear that the outcome of WaMu's reorganization, and the extent to which creditors
and shareholders would recover on their claims, depended upon resolution of these
multi-billion-dollar disputes.11
In March 2010, a global settlement was announced that resolved the disputes
among the debtors, JPMorgan and the FDIC.12 The settlement was incorporated into
the debtors' proposed plan of reorganization.13 In January 2011, the bankruptcy
court declared that the global settlement was fair and reasonable, but declined to
confirm the plan for other reasons.14
The plan and settlement were subsequently modified to address certain
concerns expressed by the court.15 The hedge fund bondholders, as significant
creditors holding large positions in the case, were invited to participate in the
negotiations at times.16 In March 2011, the debtors sought confirmation of the
modified plan.17 The modified plan had the support of major constituencies,
including JPMorgan, the FDIC, the bondholders and the creditors' committee.18
The equity committee, however, opposed the modified plan.19 According to the
5

Id. at 211.
Id.
7
Id.
8
Id.
9
Id.
10
Eric B. Fisher & Katie L. Cooperman, Bankruptcy Court Authorizes Insider Trading Claims Against
Hedge Funds, N.Y. L.J., Dec. 1, 2011, at 4.
11
Id.
12
In re Wash. Mut., Inc., 461 B.R. 200, 212 (Bankr. D. Del. 2011) ("On March 12, 2010, the parties
announced that they had reached a global settlement agreement[.]").
13
Id.
14
Id.
15
Id.
16
Id.
17
Id.
18
Id. at 213.
19
Id.
6
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equity committee, the formulation of WaMu's bankruptcy plan was:
[T]he product of a disturbing process that operated, with the
knowledge and complicity of the Debtors, for the benefit of a
favored few – four powerful hedge fund managers who played
pivotal roles in orchestrating both the Global Settlement Agreement
and the Plan, and who, with the Debtors' express permission via the
terms of confidentiality agreements, were enabled to engage in
[insider trading.]20
The bondholders opposed the equity committee's prosecution of "meritless" and
"unprecedented" claims that are "uneconomic to pursue" where the debtors' estates
suffered no harm.21 In particular, the bondholders claimed that they acted in good
faith as arm's length creditors, and were "relegated to discrete and intermittent roles
in settlement negotiations and the plan process."22 The bondholders rejected any
implication that they dominated or controlled the debtors or had fiduciary duties to
other creditors simply by joining an informal creditor group that collectively held a
substantial position in a class of the debtors' securities.23
The portion of the WaMu decision that is the focus of this paper is the court's
ruling on the equity committee's Standing Motion, which sought authority to
prosecute claims for equitable subordination or disallowance of the noteholders'
claims.24 The issue before the court was whether the equity committee had stated a
"colorable claim" for equitable subordination or disallowance.25 As the court noted,
the "threshold for stating a colorable claim is low and mirrors the standard
applicable to a motion to dismiss for failure to state a claim."26 Thus, the court's
decision granting the Standing Motion was "merely a preliminary ruling . . . [i]n
contrast to a ruling on the merits based upon a fully developed factual record after a
full trial and discovery[.]"27
In granting the Standing Motion, the court was hospitable to the equity
committee's contention that the bondholders had become temporary insiders of the
debtors and had assumed fiduciary responsibilities to other stakeholders by virtue of

20
[Revised] Post-Hearing Brief of the Official Committee of Equity Security Holders in Opposition to
Confirmation of the Debtors' Modified Sixth Amended Plan of Reorganization at 1, In re Wash. Mut., Inc.,
461 B.R. 200 (Bankr. D. Del. 2011) (No. 08-12229).
21
Motion of Aurelius Capital Management, LP for Leave to Appeal Under 28 U.S.C. § 158(a) at 1–2, In
re Wash. Mutual, Inc., 461 B.R. 200 (Bankr. D. Del. 2011) (No. 08-12229).
22
Id. at 12.
23
Id. at 6–7.
24
In re Wash. Mut., Inc., 461 B.R. 200, 267 (Bankr. D. Del. 2011).
25
Id. at 254 (citing Official Comm. of Unsecured Creditors of Cybergenics Corp. v. Chinery, 330 F.3d
548, 566–67 (3d Cir. 2003)).
26
Id. at 255 (citing In re Centaur, LLC, No. 10-10799, 2010 WL 4624910, at *4 (Bankr. D. Del. Nov. 5,
2010)).
27
In re Wash. Mut., Inc., No. 08-12229, 2012 WL 1563880, at *19 (Bankr. D. Del. Feb. 24, 2012).
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their involvement in the reorganization process.28 The court was also receptive to
the equity committee's contention that the substance of the bondholders' settlement
discussions with the debtors constituted material nonpublic information that should
have barred them from trading.29 Finally, as a means of redress, the bankruptcy
court appeared willing to breathe new life into the remedy of "equitable
disallowance," a doctrine that is a creature of case law and not found in the
Bankruptcy Code.30
B. Analysis of Insider Trading Claim
The court in WaMu relied on a broad interpretation of the Supreme Court's
decision in Dirks31 to hold that the bondholders may have become "temporary
insiders" of the debtors when the debtors "gave them confidential information and
allowed them to participate in" the global settlement negotiations with JPMorgan.32
The court also found that the bondholders could be considered "non-statutory"
insiders because of their status as members of an ad hoc group with "blocking
positions" in certain classes of the debtors' securities.33 Taken to its logical
conclusion, WaMu implies that lone creditors, and certainly members of ad hoc
committees, may fall under Dirks' definition of "temporary insider," depending
upon their level of access to nonpublic information and participation in nonpublic
negotiations.34
WaMu, in reliance on Basic v. Levinson, holds that mere knowledge of the
occurrence of preliminary settlement negotiations (about which the trading public is
unaware) may constitute material nonpublic information.35 Judge Walrath rejected
the bondholders' argument that information concerning preliminary, inconclusive or
stale negotiations is immaterial as a matter of law and that a deal must be in place
before settlement talks themselves become material.36 WaMu, when read alongside
Basic, implies that any creditor privy to confidential settlement discussions at any
time during a bankruptcy case should remain restricted or walled off until the
28

In re Wash. Mut., 461 B.R. at 263–64.
Id. at 263.
30
Id. at 256–58.
31
Dirks v. S.E.C., 463 U.S. 646, 655 n.14 (1983).
32
In re Wash. Mut., 461 B.R. at 263.
33
Id. at 264.
34
Fisher & Cooperman, supra note 10, at 9.
35
See Basic Inc. v. Levinson, 485 U.S. 224, 240 n.18 (1988) (articulating standard of materiality for
purposes of insider trading as information a reasonable investor would consider important and noting
"trading (and profit making) by insiders can serve as an indication of materiality") (emphasis omitted); see
also Martin J. Bienenstock, et al., The Alphabet Soup of Getting Restricted, Law360 (Sept. 23, 2013)
http://www.law360.com/articles/474098/the-alphabet-soup-of-getting-restricted ("Even mere knowledge of
the existence of nonpublic restructuring discussions and negotiations between the company and certain
creditors may constitute [material nonpublic information].").
36
In re Wash. Mut., 461 B.R. at 260 (citing Basic v. Levinson, 485 U.S. 224, 237 (1988), wherein the
"Supreme Court . . . expressly rejected the argument that there is no materiality to discussion until an
agreement-in-principle has been reached.").
29
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substance of the settlement discussions is publicly disclosed.37 According to Judge
Walrath, "a requirement to restrict trading or create an ethical wall in exchange for a
seat at the negotiating table" is a fair price to pay by "creditors who wish to receive
confidential information and give their input."38
C. Implications
In WaMu, Judge Walrath revived the theory of equitable disallowance adopted
in the Supreme Court's 1939 decision in Pepper v. Litton as a viable remedy to
eliminate the bondholders' claims against the debtors based on allegations of insider
trading.39 Even though Judge Walrath vacated her decision on September 24, 2012,
the WaMu decision raises important, unresolved questions likely to recur in this era
when hedge funds, and other alternative investment vehicles, play an increasingly
important role in the restructuring process.40 At least one bankruptcy judge has
concurred with the vacated portion of Judge Walrath's decision, despite its vacatur,
and creditors are well advised to proceed with caution.41 Creditors who choose to
37

Fisher & Cooperman, supra note 10, at 9.
In re Wash. Mut., 461 B.R. at 266.
39
Pepper v. Litton, 308 U.S. 295, 311 (1939).
40
The Plan included, as a condition precedent to confirmation, the condition that the bankruptcy court
vacate, for all purposes, (a) the September order to the extent it relates to the Standing Motion, and (b) those
portions of Judge Walrath's opinion that relate to the Standing Motion (i.e., section III(H) of the September
13, 2011 opinion, pages 10839, and the first sentence on page 68, footnote 31 on page 70, and the last
paragraph of section III(D) of the opinion, page 73). In re Wash. Mut., Inc., No. 08-12229, 2012 WL
1563880, at *16 (Bankr. D. Del. Feb. 24, 2012). Judge Walrath noted, among other things, that, "absent
vacatur, the eight separate appeals of the September Opinion will proceed in at least one appellate court, if
not more, which appellate process could last for years, imposing significant costs on the parties and the
judicial system," that the portions of the order and opinion that are being vacated "are fact-specific, unique to
this bankruptcy, and are non-binding on other courts," and that partially vacating her decision in furtherance
of the settlement "will avoid further protracted litigation in this Court, in the Delaware District Court, and in
the Third Circuit[.]" Id. at *18. Judge Walrath went on to find that:
38

[T]he Court's determination . . . that the Equity Committee has standing to pursue
certain equitable disallowance claims was merely a preliminary ruling. In contrast to a
ruling on the merits based upon a fully developed factual record after a full trial and
discovery, the precedential value of the portions of the September Opinion and
September Order that are related to the Standing Motion therefore is not high. On the
other hand, the resolution of the Chapter 11 Cases pursuant to the Plan and the
compromises and settlements embodied therein preserves estate resources, conserves
judicial resources, and ensures that billions of dollars in distributions can be made to
creditors and holders of equity interests who have waited over three years for any
recovery. This Court thus concludes that the Debtors have demonstrated the presence of
"exceptional circumstances" warranting the requested vacatur and that the requested
vacatur will serve the public interest.
Id. at *19.
41
In upholding the remedy of equitable disallowance, Judge Gerber quoted Judge Walrath's opinion in
WaMu but noted that the language "may not appear if you shepherdize Judge Walrath's Washington Mutual
decision the traditional way [because] she later vacated her decision when parties made a deal in the case."
Judge Gerber went on to question the propriety, stating that the WaMu decision "reflects thinking on this
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play an active role in the negotiation process may be regarded as insiders of a
debtor, by virtue of their participation in nonpublic negotiations, and may
unwittingly assume the attendant obligations and restrictions.42 Under WaMu,
creditors who buy or sell securities of financially distressed companies based upon
nonpublic information learned through participation in the bankruptcy process risk
subordination or disallowance of their claims in full.43
Because the barriers to stating viable claims for equitable subordination are
substantially lower than those under the federal securities laws, we expect an uptick
in insider trading-related litigation in bankruptcy court. It is potentially far easier
for a plaintiff to assert a viable claim in bankruptcy court for equitable
subordination or disallowance based upon insider trading than it would be for that
same party to assert a claim under the federal securities laws. The requirements for
equitable subordination or disallowance of creditor claims based upon theories of
insider trading are not equivalent to those necessary to state a claim under the
federal securities laws. The former are more lax. For example, to state the most
obvious difference, equitable subordination requires a showing that the defendant
behaved inequitably;44 on the other hand, to state a claim under section 10(b) of the
Securities Exchange Act of 1934 and Rule 10b-5 thereunder, a plaintiff must
ultimately prove scienter—a standard that is much tougher to satisfy than mere
inequitable conduct.45 In addition, claims under the federal securities laws are
subject to the stringent pleading requirements imposed by the Private Securities
Litigation Reform Act of 1995 (the "PSLRA").46 Equitable subordination or
disallowance claims based upon insider trading, in contrast, are arguably not fraud
claims at all and thus may not even be subject to the pleading-with-particularity

exact issue by a very respected Judge and frankly I have my reservations as to the extent to which judicial
thinking could be vacated and made irrelevant by the decision of parties to make a deal after the decision
was issued at least on matters of law as compared and contrasted to disputed issues of fact." Transcript of
Hearing re: Debtors' Objection to Proof of Claim at 12–13, In re Motors Liquidation Co., (2012) (No. 0950026). Similarly, on July 17, 2012, Judge Gerber again expressed his agreement with Judge Walrath's
analysis in WaMu and stated that he was "not impressed by arguments that, like one of those three monkeys,
I should close my eyes and ears to the benefits of her thinking on this subject, simply because incident to a
settlement, there was a partial vacatur of the opinion in which her thinking was revealed." Audio of Hearing
Regarding Noteholders' Motion In Limine To Preclude Certain Evidence Or, In The Alternative, To Adjourn
The Trial Date at 57:00, In re Gen. Motors Corp, No. 09-50026 (Bankr. S.D.N.Y. 2012).
42
Fisher & Cooperman, supra note 10, at 9.
43
Id.
44
See generally Benjamin v. Diamond (In re Mobile Steel Co.), 563 F.2d 692 (5th Cir. 1977); In re
Adelphia Commc’ns Corp., 365 B.R. 24, 68 (Bankr. S.D.N.Y. 2007).
45
See, e.g., Tellabs, Inc. v. Makor Issues & Rights, Inc., 551 U.S. 308, 324 (2007) (stating "inference of
scienter must be more than merely 'reasonable' or 'permissible'—it must be cogent and compelling, thus
strong in light of other explanations.").
46
The PSLRA imposes heightened pleading requirements for any private claim. See Merrill Lynch,
Pierce, Fenner & Smith Inc. v. Dabit, 547 U.S. 71, 81–82 (2006). Claims for insider trading must be pled
with particularity and allege a strong inference of fraud. Tellabs, 551 U.S. at 321. The pleading requirements
of the PSLRA require a plaintiff to "state with particularity facts giving rise to a strong inference that the
defendant acted with the required state of mind" with respect to "each act or omission alleged to violate" the
federal securities laws. 15 U.S.C. § 78u-4(b)(2) (2006).
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requirements of Rule 9(b) of the Federal Rules of Civil Procedure.47 Further, there
are fewer hurdles to establish standing to assert an equitable subordination claim as
compared to a claim for insider trading under the federal securities laws.48
In addition to the explicit risk of the subordination or disallowance of claims by
funds named as defendants in equitable subordination/disallowance lawsuits, the
potential proliferation of such litigation poses substantial, unquantifiable regulatory
risk as well. Particularly in this period when enforcement efforts by the SEC and
United States Attorney's Office ("USAO") are focused on insider trading by hedge
funds, private litigation about insider trading in bankruptcy court poses the added
risk of attracting SEC and USAO scrutiny.49
II. DIFFERENT APPROACHES TO MANAGING WAMU LITIGATION RISK
Activist funds and other parties-in-interest have pursued different approaches in
their efforts to minimize the risk of "WaMu-type" litigation. There are three basic
approaches: restrict or disclose; ethical walls; and the more recent effort to develop
prophylactic measures.
A person in possession of material nonpublic information will be restricted
from trading in the securities of an issuer under applicable securities laws until
either (i) the information becomes stale and no longer material or (ii) the
information is made public.50 As first articulated in Cady, Roberts, a party to a
47
See FED. R. CIV. P. 9(b) ("In all averments of fraud or mistake, the circumstances constituting fraud or
mistake shall be stated with particularity.").
48
In order to have standing to bring a private insider trading action, a private litigant must show that it
traded in the securities contemporaneously with the defendant. Matt Porcelli, Bankrupting the Inside Job:
Alternatives to the Washington Mutual Approach to Policing Creditor Committee Insider Trading, 9 N.Y.U.
J. L. & BUS. 295, 312 (2012). On the other hand, a debtor, creditors' committee or other party in interest,
may have, or obtain, standing to assert a claim for equitable subordination.
49
See, e.g., Greg Farrell, Cohen, SAC Capital Sought 'Edge,' Prosecutors Say, BLOOMBERG NEWS, July
26, 2013, http://www.bloomberg.com/news/2013-07-27/cohen-sac-capital-sought-edge-prosecutors-say.html
(discussing SAC indictment and noting 2009 arrest and insider trading charges filed against Galleon Group's
Raj Rajaratnam "put Wall Street on notice that the U.S. attorney's office had a major effort going to punish
insider trading"); Julie Creswell, A Relentless Prosecutor's Crowing Case, N.Y. TIMES DEALBOOK, July 25,
2013, http://dealbook.nytimes.com/2013/07/25/a-relentless-prosecutors-crowning-case/ (noting Preet
Bharara, "the new sheriff of Wall Street" who oversaw insider trading convictions of Raj Rajaratnam and
former Goldman Sachs board member Rajat K. Gupta, "has taken an aggressive stance" by pursuing entire
SAC firm); Lorenzo Casavecchia, A Hedge on the Edge: SAC Capital's Insider Trading Scandal, THE
CONVERSATION, July 25, 2013, http://theconversation.com/a-hedge-on-the-edge-sac-capitals-insidertrading-scandal-16276 ("In the 2012 fiscal year, the SEC brought 58 insider trading actions against 131
managers and entities accused of gaining profits – or avoiding losses" and between 2010 and 2012 "the SEC
has filed more insider trading actions – a total of 168 cases against nearly 400 individuals and entities – than
in any three-year period in the SEC's history"); Alexandra Stevenson, After SAC Plea, Fellow Funds May
Pay, THE NEW YORK TIMES DEALBOOK, November 5, 2013, http://dealbook.nytimes.com/2013/11/05/aftersac-plea-fellow-funds-may-pay/?_r=0 (according to Preet Bharara, no hedge fund "should consider itself 'too
big to jail'").
50
ADAM C. HARRIS & HOWARD GODNICK, INSIDER TRADING LAW AND COMPLIANCE ANSWER BOOK
2011-12: OUT-OF-COURT RESTRUCTURINGS, THE BANKRUPTCY CONTEXT, AND CREDITORS' COMMITTEES,
434 (Harry S. Davis 2011).
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securities transaction who possesses material nonpublic information must either
disclose such information or "forego [sic] the transaction."51 This proposition has
come to be known as the "disclose or abstain" rule. The underlying principle is that
"[i]ntimacy demands restraint lest the uninformed be exploited."52
Recipients of material nonpublic information often seek to limit the period
during which they will be restricted from trading.53 As a result, confidentiality
agreements negotiated with the debtor in a bankruptcy context typically contain a
provision stating that the debtor will make public the material nonpublic
information provided by a certain date.54 After that date, the counterparty is free to
trade. A similar solution is to agree to the disclosure of the results of failed
settlement discussions at the conclusion of such discussions.55 For example, a
confidentiality agreement may require the public disclosure after the expiration of a
certain period of the fact that confidential discussions were underway as well as
certain confidential information that was shared in the discussions.56 Under certain
orders, creditors are free to disclose information if they are not satisfied with the
debtor's disclosure or if the debtor fails to timely disclose.57 One obvious problem
with agreements to disclose the contents of settlement discussions is that the specter
of public disclosure discourages the candid exchange of positions that is often
critical to a successful negotiation or meditation.
Creditors who are unwilling to restrict their trading and who receive material
nonpublic information may still trade in the debtor's securities without exposing
51

In the Matter of Cady, Roberts & Co., Exch. Act, No. 6668, 1961 WL 60638 at *3 (Nov. 8, 1961). As
stated by the SEC:
We, and the courts have consistently held that insiders must disclose material facts
which are known to them by virtue of their position but which are not known to persons
with whom they deal and which, if known, would affect their investment judgment.
Failure to make disclosure in these circumstances constitutes a violation of the antifraud provisions. If, on the other hand, disclosure prior to effecting a purchase or sale
would be improper or unrealistic under the circumstances, we believe the alternative is
to forego [sic] the transaction.
Cady, Roberts & Co., Exchange Act Release No. 6668, 40 S.E.C. 907, 1961 WL 60638 at *3 (Nov. 8, 1961).
52
Id. at *4. It should be noted that the breadth of the "disclose or abstain rule" articulated in Cady,
Roberts was later narrowed by the Supreme Court in Chiarella, which held that it was the existence of a
specific relationship, rather than simply the possession of inside information, that created the obligation to
disclose or abstain. Porcelli, supra note 48 at 301; see also Chiarella v. United States, 445 U.S. 222, 233
(1980) (refusing to recognize "a general duty between all participants in market transactions to forgo actions
based on material, nonpublic information" because such a broad duty "departs radically from the established
doctrine that duty arises from a specific relationship between two parties[.]").
53
Harris & Godnick, supra note 50 at 434.
54
Id.
55
See, e.g., Energy Future Holdings Corp., Current Report, Form 8-K, UNITED STATES SECURITY AND
EXCHANGE COMMISSION (Aug. 2, 2013).
56
Id.
57
Harris & Godnick, supra note 50 at 434–35. The WaMu decision did not allow creditors to simply rely
on the debtor's disclosure of material nonpublic information, imposing an independent obligation upon the
creditors to ensure that all material nonpublic information had truly been publicly disclosed before trading
restrictions could properly be lifted. In re Wash. Mut., Inc., 461 B.R. 200, 264–65 (Bankr. D. Del. 2011).
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themselves to liability, provided that they implement appropriate and effective
information blocking procedures to screen the material nonpublic information
received from the trading arm of the institution.58 These screening procedures, also
known as ethical walls, are designed to separate an entity's trading personnel from
the restricted individual and any material nonpublic information.59 Courts have
expressly permitted reliance on a proper ethical wall60 and have outlined the
elements of an effective wall, including: (i) requiring that members who have
access to nonpublic information in the bankruptcy proceeding acknowledge that
they may receive material nonpublic information and that they are aware of the
information screening procedures; (ii) prohibiting the sharing of nonpublic
information with other employees; (iii) requiring that individuals keep all files
containing nonpublic information in areas inaccessible to other employees; (iv)
prohibiting the restricted individual's receipt of information about its firm's trades
related to the debtor in advance of the trades; and (v) requiring that the firm's
compliance department review the trades in a debtor's securities to confirm they
comply with the information screening procedures.61 It should be noted that the

58

Harris & Godnick, supra note 50 at 426.
Id. at 431.
60
In the General Motors bankruptcy case, the Bankruptcy Court entered an order in advance of mediation
that permitted a mediation party to designate a representative to participate in the mediation. The order
further provided that the receipt of any confidential information by the representative would not be deemed
receipt by the mediation party so long as, prior to the receipt of any such information, the mediation party
established and maintained screening procedures to prevent the transmission to members of the firm who
may be involved in trading the securities of any mediation party. See, e.g., Stipulation and Agreed Order
Appointing Mediator at 6, In re Motors Liquidation Co., No. 09-50026 (Bankr. S.D.N.Y. June 27, 2013)
(ECF No. 241). Before the order was entered, counsel for one of the mediation parties informed the
bankruptcy court that there was "an agreement among the parties as to respective individuals at firms being
able to put in place screening procedures, so that individuals could participate actively in the mediation
process while at the same time not restricting others within the firm provided the screen procedures were
adhered to." The bankruptcy court responded that it was not "offended by trading being ongoing while this
[mediation] goes on but I will, of course, insist on an ironclad ethical wall." The bankruptcy court went on to
emphasize that the parties must embody their agreement in a court order and "that if they trade in violation
of the restrictions, it's not just a breach of contract but it's a contempt of court or capable of being a contempt
of court." Transcript of Hearing re: Telephone Conference in Connection with the Paulson Noteholders
Letter Requested Court-Ordered Mediation at 20–21, In re Motors Liquidation Co., No. 09-50026 (Bankr.
S.D.N.Y. June 11, 2013).
61
Harris & Godnick, supra note 50 at 426–27; see In re Federated Dep't Stores, Inc., No. 1-90-00130,
1991 Bankr. LEXIS 288, *2–*4 (Bankr. S.D. Ohio Mar. 7, 1991) (outlining "Chinese Wall" implementation
procedures). Courts in other cases have subsequently followed the procedures outlined in Federated. See
Outline of Topics/Issues to be Addressed at 9th Annual NYC Bankruptcy Conference By Panelists on:
Bankruptcy/Securities
Law
Intersection,
at
11,
http://www.abiworld.org/committees/newsletters/publicComp/Vol4Num2/PubCompVol4Num2.pdf (noting
Federated procedures have been followed in In re Calpine Corp., In re Foamex Int'l, In re Pliant Corp. and
In re The Finova Group, Inc.). Funds have gone to great lengths to establish effective walls, and those efforts
still have not insulated them from allegations of insider trading. Aurelius, a firm accused of insider trading in
the WaMu case, spent $150,000 to sound proof an office in connection with its implementation of screening
procedures. Mr. Gropper of Aurelius described the procedures Aurelius followed in order to maintain the
ethical wall in the WaMu case during a particular confidentiality period as follows:
59
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implementation of information blocking procedures is not always a feasible option
and may not be possible at a small institution.62
Recently, venturing beyond the traditional approaches of restricting or
establishing a wall, parties to settlement discussions have sought comfort regarding
insider status, fiduciary duties and the potential receipt of material nonpublic
information in the form of advance court orders. For example, at least two courts
have entered orders clarifying that parties who engage in settlement discussions are
not imputed with special status or duties as a consequence of engaging in such
discussions.63 In In re Vitro, the bankruptcy court entered an order providing that (i)
settlement proposals shall not constitute material nonpublic information; (ii) no
party participating in the settlement negotiations shall (a) be or become an insider or
fiduciary of the debtor, (b) undertake any duty to any party in interest, or (c) be
limited in its ability to trade any security, regardless of whether a confidentiality
agreement exists.64 The order further provided that no party in interest shall have
any claim, defense, objection or cause of action of any nature, including but not
limited to any objection to a claim or any other basis to withhold, subordinate or

The idea behind our ethical wall is that there be no communication whatsoever,
with very limited exceptions . . . of information, public or private, across the ethical
wall. It requires that all information that is received during the pendency of the wall be
kept in locked cabinets, for which I'm the only one who has the key. Additionally, all of
our computers time out very quickly, so no one can walk by a screen and see something
inadvertently. It requires that no conversations take place on speakerphone, so no one
could hear beyond the walls of our office. I happen to sit in a closed office. Actually,
when I took calls on Washington Mutual when this ethical wall was up, I actually went
to an office thirty feet away from our trading desk to make sure that no one could
overhear any conversations that I was having.
Subsequent to our having this wall in place in Washington Mutual, we spent
150,000 dollars to fully soundproof my office. We've extended the walls up to the
concrete barrier of the floor above. We've installed double-pane glass with sound
deadening g[l]as[s] between the panes, and we've put rubber seals around all four
surfaces of my door. And we then had sound engineers . . . come into our office and
check to make sure there was no sound leakage outside the office. We take our
compliance with the securities laws and the ethical walls deadly seriously, and we are
absolutely compulsive about this compliance.
Transcript of Hearing at 57–58, In re Wash. Mut., Inc., 461 B.R. 200 (Bankr. D. Del. 2011) (No.
08-12229).
62
See Harris & Godnick, supra note 50 at 431 (stating "trading walls may not be feasible at smaller firms
where one person may serve a variety of roles, and it may be impractical or impossible to assure that the
material nonpublic information has not been available to the person responsible for trading.").
63
See, e.g., Order in Aid of Settlement Discussions at 2, In re Vitro, S.A.B. de C.V., 473 B.R. 117
(Bankr. N.D. Tex. 2012) (No. 11-33335-hdh-15) (explaining that among other negotiation discussions,
settlement proposals are not material nonpublic information); see also Order in Aid of Mediation and
Settlement at 2, In re Residential Capital, LLC, 2013 WL 1618327 (S.D.N.Y. Apr. 12, 2013) (listing duties
and obligations not owed to debtors during mediation and settlement).
64
Order in Aid of Settlement Discussions at 2, In re Vitro, S.A.B. de C.V., 473 B.R. 117 (Bankr. N.D.
Tex. 2012) (No. 11-33335-hdh-15).
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disallow a claim.65 The order makes clear, however, that it is not binding on a
governmental entity with jurisdiction to enforce securities laws.66
Similarly, in In re Residential Capital ("ResCap"), the bankruptcy court entered
an order providing that no mediation party shall (i) be or become a temporary
insider or fiduciary of any debtor or their affiliates, (ii) be deemed to owe any duty
to any of the debtors, and (iii) undertake any duty to any party in interest.67 The
order further stated that no party in interest "shall have any claim, defense,
objection or cause of action of any nature against any [m]ediation [p]arty or any
other basis to withhold, subordinate or disallow" a claim on account of a claim
based on such mediation party's trading in the debtor's securities and participating in
settlement discussions.68 Further, according to the order, the mediation party shall
have no duty of confidentiality or otherwise with respect to material nonpublic
information except as set forth in a confidentiality agreement.69 Like the Vitro
order, this order makes clear that it is not binding on a governmental entity seeking
to enforce securities laws.70 However, unlike the Vitro order, the order in ResCap
does not expressly permit a participating party to trade in any security, including
securities of the debtor.
III. CRITIQUE OF RECENT APPROACHES
The most recent approaches adopted in Vitro and ResCap, which seek judicial
findings in advance of mediation that parties are not "temporary insiders" or will
not be considered recipients of material nonpublic information, are misguided and
expose hedge fund parties to substantial litigation and regulatory risk. As an initial
matter, such orders clearly are not binding on the SEC, and thus parties relying on
the orders may still be subject to SEC enforcement action and other governmental
action.
Further, issues such as insider status and the materiality of information turn on
the specific facts and context, and thus are not properly susceptible to abstract,
advance judicial determination. For example, whether a party does or does not
become a temporary insider within the meaning of footnote 14 of Dirks would
depend on the circumstances and the purpose for which the debtor shares the
confidential information with the creditor party.71 Moreover, even if a party could

65

Id. at 4.
Id.
67
Order in Aid of Mediation and Settlement at 2, In re Residential Capital, LLC, 2013 WL 1618327
(2013) (No. 12-12020).
68
Id. at 3.
69
Id. at 2.
70
Id. at 5.
71
Dirks v. S.E.C., 463 U.S. 646, 655 n.14 (1983) ("Under certain circumstances, such as where corporate
information is revealed legitimately to an underwriter, accountant, lawyer, or consultant working for the
corporation, these outsiders may become fiduciaries of the shareholders. The basis for recognizing this
fiduciary duty is not simply that such persons acquired nonpublic corporate information, but rather that they
66
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properly obtain ex ante protection against being deemed a temporary insider, there
still would be potential insider-trading risk under the misappropriation theory,
which does not require insider status.72 Basic v. Levinson's "total mix" of
information standard renders issues of materiality even more fact-dependent than
the issue of temporary insider status.73 For these reasons, it is our view that orders,
like those entered in Vitro or ResCap, are potentially vulnerable on appeal, chiefly
because the orders turn on advisory determinations of fact by the bankruptcy court
untethered to any factual record. Thus, in addition to the unmitigated regulatory
risk, even in the context of inter-creditor litigation, these orders may not offer the
protection that they superficially seem to promise.
Finally, to ensure that our criticism of the Vitro/ResCap approach serves a
constructive purpose, we would like to suggest a shift in focus by parties
understandably seeking to manage WaMu-type litigation risk. All good faith
participants in the bankruptcy process, including many hedge funds that confer
substantial benefits on that process, have a shared interest in both the perception and
reality that no party-in-interest has an unfair ability to profit from material
nonpublic information through the bankruptcy process. Over the longer term, it
would be corrosive to the integrity of the bankruptcy process and harmful to the
reputations of hedge fund participants, if such participants actually had, or even
were perceived to have, a "free pass" to profit from material nonpublic information.
Thus, neither hedge fund participants nor the bankruptcy system as a whole are well
served by imperfect, prophylactic orders that risk promoting the trading of securities
while parties are in possession of material nonpublic information learned through a
mediation or settlement process. Instead, parties who care about the bankruptcy
process, including the potentially important role played by many hedge funds,
should consider taking more careful aim to curb the conduct of those potential
litigants who might seek to abuse the principles behind the WaMu decision and
carelessly pursue claims based on insider trading that are not well supported. For
example, through case law developments, and possibly even through amendments
to the Federal Rules of Bankruptcy Procedure, litigants seeking equitable relief
based upon claims of insider trading could be subject to the more rigorous pleading
and proof requirements that are central to private securities litigation in federal
court discussed briefly towards the end of Part I above. The main purpose of these
developments in federal securities litigation is to ensure that claims of securities
fraud are tested at the very threshold to weed out weak claims before they cause
serious reputational harm or impose substantial litigation expense.74 By similarly
shifting the focus away from advisory orders and towards the important task of
have entered into a special confidential relationship in the conduct of the business of the enterprise and are
given access to information solely for corporate purposes.").
72
S.E.C. v. Obus, 693 F.3d 276, 284 (2d Cir. 2012).
73
See Matrixx Initiatives, Inc. v. Siracusano, 131 S. Ct. 1309, 1321 (2011) (explaining "total mix"
inquiries involve determining whether reasonable investors would view non-disclosed information as
significantly altering disclosed and available information).
74
Rombach v. Chang, 355 F.3d 164, 171 (2d Cir. 2004).
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curbing abusive litigation tactics in bankruptcy court, parties would be able to more
responsibly manage WaMu-type litigation risk without disturbing the core principle
that no party should profit from trading on the basis of material nonpublic
information.

Copyright 2014 American Bankruptcy Institute. For reprints, contact www.copyright.com.
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INTRODUCTION
Tribune Company, which owns the Los Angeles Times, has been in
bankruptcy for…well, years. And according to recent reports, it
won't be coming out of Chapter 11 any time soon. So what's the
hold up?
Basically, it's two very large lenders versus an incredibly
tenacious hedge fund.1
The debate concerning the role of hedge funds and other alternative investment
funds in the distressed company space is not new.2 It also has not changed much
over the past decade: some commentators view distressed investors as raiders or
vultures, while others perceive value in their intervention and activism.3 Like many
robust debates, the truth likely lies somewhere in the middle, and more importantly,
likely is case- and investor-specific.
Consider the chapter 11 case of the Tribune Company (Tribune).4 It was long.5
It was acrimonious. 6 But the company survived, and junior creditors received
1

Matthew DeBord, Aurelius Capital Management: The Hedge Fund That's Keeping Tribune in
Bankruptcy,
SOUTHERN
CALIFORNIA
PUBLIC
RADIO,
Jan.
4,
2012,
http://www.scpr.org/blogs/economy/2012/01/04/4167/aurelius-capital-hedge-fund-s-keeping-tribune-bank/.
2
Commentary on distressed investors and their activism has grown as funds and creditors in general have
exerted an increasing level of control in chapter 11 cases. See, e.g., HILARY ROSENBERG, THE VULTURE
INVESTORS 25 (2000); Edith S. Hotchkiss & Robert M. Mooradian, Vulture Investors and the Market for
Control of Distressed Firms, 43 J. FIN. ECON. 401, 404 (1996); Douglas G. Baird & Robert K. Rasmussen,
Chapter 11 at Twilight, 56 STAN. L. REV. 673, 674 (2003); David A. Skeel, Creditors' Ball: The "New" New
Corporate Governance in Chapter 11, 152 U. PA. L. REV. 917, 918 (2003); Alon Brav et al., Hedge Fund
Activism, Corporate Governance, and Firm Performance, 63 J. FIN. 1729, 1729 (2008); Michelle M. Harner,
The Corporate Governance and Public Policy Implications of Activist Distressed Debt Investing, 77
FORDHAM L. REV. 703, 706 (2008) [hereinafter Harner, Policy Implications]; Michelle M. Harner, Trends in
Distressed Debt Investing: An Empirical Study of Investors' Objectives, 16 AM. BANKR. INST. L. REV. 69, 75
(2008) (hereinafter Harner, Trends in Distressed Debt); Kenneth M. Ayotte & Edward R. Morrison, Creditor
Control and Conflict in Chapter 11, 1 J. LEGAL ANALYSIS 511, 513 (2009); Marcel Kahan & Edward Rock,
Hedge Fund Activism in the Enforcement of Bondholder Rights, 103 NW. U. L. REV. 281, 282 (2009). In
addition, Edward I. Altman, the Max L. Heine Professor of Finance at the Stem School of Business, New
York University, and Stuart C. Gilson, Professor of Finance at the Harvard Business School, have conducted
extensive research on the distressed debt market. See, e.g., EDWARD I. ALTMAN, ARE HISTORICALLY BASED
DEFAULT AND RECOVERY MODELS IN THE HIGH-YIELD AND DISTRESSED DEBT MARKETS STILL
RELEVANT IN TODAY'S CREDIT ENVIRONMENT?, NYU Stern Sch. of Bus., Salomon Ctr. (2006), available at
http://people.stern.nyu.edu/ealtman/Are-Historical-Models-Still-Relevant1.pdf; STUART C. GILSON,
CREATING VALUE THROUGH CORPORATE RESTRUCTURING 188–90 (2001); see also Harner, Policy
Implications, supra note 2, at 708–09 (referencing additional works of Professors Altman and Gilson).
3
See Harner, Trends in Distressed Debt, supra note 2, at 71–72 (explaining different perspectives and
providing relevant citations).
4
See In re Tribune Co., 472 B.R. 223 (Bankr. D. Del. 2012).
5
Tribune filed its chapter 11 case on December 8, 2008, and it emerged from bankruptcy four years later
on December 31, 2012. See, e.g., Liana B. Baker & Ashutosh Pandey, Publisher Tribune Emerges from
Four-Year Bankruptcy, REUTERS, Dec. 31, 2012, http://www.reuters.com/article/2012/12/31/us-tribunebankruptcy-idUSBRE8BU02120121231.
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something.7 Is that success? Did the distressed investors in that case—some who
held the senior debt and others who held the junior debt—help or hurt the
company's restructuring efforts?8 The answers to these questions may depend on
whom you ask.
This essay contributes anecdotal and original empirical data to the debate in an
effort to better inform the dialogue and any resulting policy decisions. Part I
describes the Tribune chapter 11 case in more detail and explores the various
parties' objectives and strategies. Part II then reviews the competing perspectives
on the role of distressed investors in chapter 11 cases, including related data from
several empirical studies on hedge fund activism. Part III presents the results of our
empirical study that focuses on distressed investors who hold or acquire positions of
influence in a distressed company's capital structure. These positions may be
unsecured and in the company's fulcrum security, which often allows holders to
emerge as owners of the reorganized company. Alternatively, the positions may be
secured—either pre- or post-petition—and used in a loan-to-own strategy.
Regardless of the starting position, the data show, among other things, that the
presence of such distressed investors is significantly associated with survival of the
distressed company. Whether you view this finding as value enhancement or
extraction likely turns on where you sit in the company's capital structure: senior
creditors and equity may feel they lost value; management ousted through the
power struggle may feel the same; and junior creditors (or those pari passu with the
activist investors), as well as those who continue in the company's employ, may

6
For one description of the intense disagreements among Tribune's creditors, see Part Four: Bankruptcy
Inc., BALTIMORE SUN, Jan. 16, 2013, http://articles.baltimoresun.com/2013-01-16/business/bal-tribunebankruptcy-bankruptcy-inc-20130116_1_aurelius-capital-management-bankruptcy-judge-kevin-careytribune-co-s-chapter (describing disputes and observing that "[s]omewhere in the third year of Tribune Co.'s
Chapter 11 proceeding, U.S. Bankruptcy Judge Kevin Carey looked out at a Delaware courtroom packed
with high-priced attorneys and conceded the case had broken down into what he called a 'multiconstituent
melee.'").
7
See, e.g., Robert Channick, Tribune Co. Emerges from Bankruptcy, CHICAGO TRIBUNE, Dec. 31, 2012,
http://articles.chicagotribune.com/2012-12-31/news/chi-a-new-era-dawning-for-tribune-co20121230_1_ceo-eddy-hartenstein-brands-in-major-markets-mix-of-profitable-assets (describing structure of
reorganized company, recoveries to junior creditors, and noting that "[d]espite the prodigious cost and length
of the bankruptcy, [Professor Douglas] Baird said it should be judged on the outcome—the successful
reorganization of Tribune Co. Baird made reference to Eastern Airlines, which filed for bankruptcy in 1989,
and was grounded permanently two years later while still operating under Chapter 11."); Rich Kirchen, How
Formerly Bankrupt Tribune Co. Will Buy Fox 6 and More, MILWAUKEE BUS. J., July 1, 2013,
http://www.bizjournals.com/milwaukee/blog/2013/07/how-formerly-bankrupt-tribune-will-buy.html
("Having shed its debt at the end of 2012, Tribune reported a net income of $422.5 million for the year.
Revenue totaled more than $4.1 billion.").
8
In the Tribune chapter 11 case, Oaktree Capital Management and Angelo, Gordon & Co. held a senior
debt position and were at odds with junior creditors, led by Aurelius Capital Management. See, e.g., Michael
Oneal, Aurelius, Others Appeal Judge's Confirmation of Tribune Bankruptcy Plan, CHICAGO TRIBUNE, July
24, 2012, http://articles.chicagotribune.com/2012-07-24/business/chi-aurelius-appeals-judges-confirmationof-tribune-bankruptcy-plan-20120724_1_aurelius-capital-management-junior-creditors-senior-creditors.
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have a completely different assessment of the outcome. The beauty in distressed
investor activism truly may be in the eyes of the beholder.
I. A CASE STUDY: TRIBUNE COMPANY
The Tribune chapter 11 case offers insights on the role of funds not only as
secured and unsecured creditors, but also as pre-petition and post-petition creditors.
It demonstrates the liquidity often provided by funds, and the litigation, cost, and
delay that can occur when multiple funds are active in a case in different tranches of
the company's debt or equity. It also is viewed by some as a successful chapter 11
case, while for others it represents weaknesses in the chapter 11 process. The
following summary highlights aspects of the Tribune case relevant to the funds'
positions and activities.
A. The Company and the Chapter 11 Filing
Tribune is one of the leading multimedia companies in the United States,
operating in the publishing, digital media, and broadcasting spheres and reaching
more than eighty percent (80%) of U.S. households through its multimedia
offerings. 9 The company's broadcasting group owns or operates 23 television
stations and publishes several prominent newspapers, including the Los Angeles
Times, Chicago Tribune, and the Baltimore Sun, among others.10 Founded in 1847,
Tribune went public in 1983 and grew dramatically during the 1980s and 90s
through a series of acquisitions.11
On December 8, 2008, approximately one year after the company went private
in a complex, two-stage leveraged buyout transaction that saddled the company
with unmanageable debt, Tribune filed for chapter 11 protection. 12 Tribune
eventually emerged from bankruptcy in December 2012 after four years of
acrimonious proceedings. Much of the acrimony was a result of divergent interests
of various distressed investors, with one commentator noting that Tribune's
extended stay in bankruptcy "all boils down to the Great Big Hedge Fund versus the
Somewhat Smaller Hedge Fund."13
The Great Big Hedge Fund in this case is Oaktree Capital Management. 14 The
Somewhat Smaller Hedge Fund is Aurelius Capital Management, which, according

9
General Disclosure Statement at 7, In re Tribune Co., 472 B.R. 223 (Bankr. D. Del. 2012) (No. 0813141).
10
See
Tribune
Company
History,
TRIBUNE.COM,
available
at
http://corporate.tribune.com/pressroom/?page_id=2313 (last visited January 18, 2014).
11
See id.
12
See General Disclosure Statement, supra note 9, at 7.
13
DeBord, supra note 1.
14
See id.
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to some, exhibits a "stubborn willingness to wage battle" with bankrupt
companies.15
B. The Pre-petition Leveraged Buyout
During the fall of 2006, Tribune's board of directors formed a special
committee to consider potential strategic transactions, and which quickly began
exploring such transactions.16 Over the course of the following months, the special
committee considered a variety of options, including a leveraged recapitalization, a
spin-off or split-off of particular segments or a sale of all or part of the company. 17
Parties interested in a potential acquisition of Tribune submitted bids in January
2007; however, none of the initial bids were satisfactory due to large shareholder
preferences.18
Ultimately, Tribune decided to pursue the leveraged buyout transaction that
would take the company private and convert it to an ESOP owned S-corp.19 The
transaction involved two stages, each including multiple transactions. In relevant
part, the first stage of the leveraged buyout (LBO) involved Tribune incurring $7.3
billion in new debt and utilizing a $250 million investment by Sam Zell's private
investment firm EGI to fund a cash tender offer for approximately 126 million
shares at $34 per share.20 In the second stage, Tribune incurred an additional $3.7
billion of debt and purchased the remaining public shares, including EGI's shares at
$34 per share.21 EGI purchased $225 million of subordinated notes and a warrant to
purchase 40% of stock for $90 million.22

15

Michael Oneal, New Storm Clouds Over Tribune Co. Bankruptcy Case, CHICAGO TRIBUNE, Sept. 25,
2010, http://articles.chicagotribune.com/2010-09-25/business/ct-biz-0926-tribune-20100925_1_bankruptcycase-centerbridge-partners-tribune-co; see Matt Wirz & Irene Chapple, Aurelius Crosses the Ocean for Its
Debt
Bet,
WALL
ST.
J.,
Dec.
13,
2010,
http://online.wsj.com/news/articles/SB10001424052748703727804576011821714853378
(discussing
Aurelius's reputation).
16
See Report of Kenneth N. Klee, As Examiner, Vol. 1 at 46, 101, In re Tribune Co., 472 B.R. 223
(Bankr. D. Del. 2012) (No. 08-13141).
17
See id. at 104.
18
See id. at 371. The Chandler Trusts and the McCormick Foundation together owned 33.25% of
Tribune's common stock, and as a result, these Large Shareholders were invited to engage in discussions
regarding the company's strategic direction. The Klee Report cites an email suggesting "it would be 'difficult
to do a transaction unless the 30% shareholders are reasonably comfortable.'" Id. at 369. See also Holman
W. Jenkins, Jr., Where the Tribune LBO Went Wrong, WALL ST. J., January 23, 2013,
http://online.wsj.com/article/SB10001424127887324624404578257582356730460.html
(describing
demanded price as too high, deterring prospective buyers).
19
See Michael Oneal & Steve Mills, Part One: Zell's Big Gamble, THE BALTIMORE SUN, January 12,
2013,
http://articles.baltimoresun.com/2013-01-12/business/bal-tribune-co-bankruptcy-sam-zells-biggamble-20130112_1_randy-michaels-big-gamble-buyout.
20
See Report of Kenneth N. Klee, supra note 16, at 124.
21
See id. at 194, 205–06.
22
See In re Tribune Co., 464 B.R. 126, 141 n.17 (Bankr. D. Del. 2011).
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The fact that the stages were consummated months apart was relevant during
the bankruptcy case. During the period between the closing of stages one and two,
the financial condition of Tribune deteriorated further; however, the second stage
still closed despite significant concerns from the lenders' experts.23
C. The Funds Participation in the Chapter 11 Case
On December 8, 2008, just less than one year after the second stage of the LBO
was completed, Tribune, facing significant debt service and related payments, filed
a voluntary chapter 11 petition. 24 The largest senior lenders associated with the
LBO loans—JPMorgan Chase Bank, Angelo, Gordon & Co. and Oaktree, the latter
two as distressed debt investors—were poised to exchange their debt for equity in
the reorganized company. 25 The reorganization, however, was dominated with
litigation concerning the pre-petition LBO and what the various tranches of debt
should receive under the plan.26
In April 2010, Tribune filed the first plan of reorganization, which among other
things, provided for some recovery for pre-LBO bondholders and settled claims
against the LBO lenders and Tribune, effectively letting them off-the-hook. 27
Shortly thereafter, the bankruptcy court appointed an examiner to investigate
possible causes of action in connection with the LBO, including claims for
fraudulent conveyance, breach of fiduciary duty, equitable subordination, and
others.28 The examiner's report, released in July 2010, indicated there was evidence
of dishonesty by Tribune management and determined that the company's directors
did not adequately discharge their oversight duties. 29 The bondholders were
especially interested in the examiner's findings, hoping to find evidence that would
support a claim of equitable subordination or fraudulent conveyance impacting the
LBO lenders’ senior claims.30
By September 2010, Aurelius had acquired a position as the most powerful
bondholder in the case after purchasing the stake of Centerbridge Partners, another
distressed-investment hedge fund. 31 Although Centerbridge had been a "chief
23

See Report of Kenneth N. Klee, supra note 16, at 304.
See In re Tribune, 464 B.R. at 135.
25
See id. at 184.
26
For a summary of some of the litigation relating to the chapter 11 case, see Steven Church, Tribune
Lawsuit Deadline Passes as Creditor Reorganization Vote Approaches, BLOOMBERG NEWS, Dec. 9, 2010,
http://www.bloomberg.com/news/2010-12-08/tribune-creditors-face-midnight-deadline-to-sue-over-zell-led2007-buyout.html.
27
See Randall Chase, Trustee Files Revised Lawsuits Over Tribune Buyout, ASSOCIATED PRESS, Aug. 12,
2013, http://bigstory.ap.org/article/trustee-files-revised-lawsuits-over-tribune-buyout (describing Tribune's
first reorganization plan).
28
See Report of Kenneth N. Klee, supra note 16, at 2.
29
Id. at 10–11.
30
See In re Tribune Co., 464 B.R. 126, 161 (Bankr. D. Del. 2011).
31
See Oneal, supra note 15.
24
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agitator" pressing for legal action against the senior LBO lenders, it had also been
willing to compromise until settlement talks collapsed. 32 Aurelius was actively
involved in the chapter 11 case, filing, among other things, a motion for the
appointment of a chapter 11 trustee "to preserve and pursue the LBO-related causes
of action," a motion to disqualify the primary counsel for the official creditors'
committee because of conflicts, and a plan of reorganization.33
In fact, four competing creditor groups filed rival plans of reorganization: one
supported by Aurelius and other pre-buyout bondholders, one supported by some
senior lenders, one sponsored by hedge fund King Street Capital LP (bridge-lender
plan),34 and one co-sponsored by Tribune and certain leading senior lenders.35 The
warring groups argued over the wording of disclosure statements.36 The bankruptcy
court ordered the competing plan proponents to attempt to mediate their
differences. 37 The resulting litigation relating to the turn over of documents in
preparation for mediation hints at the tension underlying these discussions.38 The
bridge lenders ultimately reached a settlement through mediation with Tribune and
the leading senior lenders.39 No such agreement was reached with Aurelius.
The Tribune and Aurelius plans both contemplated a debt for equity swap, but
major differences existed. The Aurelius plan preserved the potential for
bondholders to receive 100% of their claim depending on the results of the LBO
litigation.40 The plan thus also involved pursuing claims against the LBO lenders for
32

Id.
See Motion of Aurelius Capital Management, LP, for the Appointment of a Chapter 11 Trustee, In re
Tribune Co. (Bankr. D. Del) (No. 08-13141) (dk. no. 5680); Motion to Disqualify Chadbourne & Parke, LLP
from Acting on Behalf of the Official Comm. of Unsecured Creditors in Matters in Which it Has Conflicts of
Interest Filed by Aurelius Capital Management, In re Tribune Co. (Bankr. D. Del.) (No. 08-13141) (dk.
5669); see generally Joint Plan of Reorganization for Tribune Company and its Subsidiaries Proposed by
Aurelius Capital Management, LP, In re Tribune Co. (Bankr. D. Del.) (No. 08-13141) (dk. no. 6184).
34
See Bill Rochelle, Tribune, Wolverine, Lehman, Downey: Bankruptcy, BLOOMBERG NEWS, Nov. 1,
2010, http://www.bloomberg.com/news/2010-11-01/downey-tridimension-point-blank-loehmann-s-threatto-sue-bankruptcy.html.
35
See Steven Church, Tribune Creditor Groups Submit Rival Reorganization Plans for Publisher,
BLOOMBERG NEWS, Oct. 30, 2010, http://www.bloomberg.com/news/2010-10-30/tribune-creditor-aureliuscapital-management-submits-rival-reorganization.html.
36
See Steven Church, Tribune Judge May Rewrite Bankruptcy Documents if Creditors Keep Feuding,
BLOOMBERG NEWS, Nov. 29, 2010, http://www.bloomberg.com/news/2010-11-29/tribune-judge-mayrewrite-reorganization-documents-update1-.html.
37
See Order Appointing Mediator, In re Tribune, Co. (Bankr. D. Del.) (No. 08-13141) (dk. no. 5591); see
also Church, supra note 36.
38
See Steven Church, Tribune Creditors May Be Seeking Too Many Documents, Bankruptcy Judge Says,
BLOOMBERG NEWS, Jan. 24, 2011, http://www.bloomberg.com/news/2011-01-24/tribune-judge-challengescreditors-document-request-update1-.html; Bill Rochelle, Vitro, Satmex, Nortel, Workflow, Lehman:
Bankruptcy, BLOOMBERG NEWS, Jan. 25, 2011, http://www.bloomberg.com/news/2011-01-25/vitro-nortelworkflow-lehman-fairpoint-javo-bankruptcy.html.
39
See Bill Rochelle, Grace, Tribune, GM, Innkeepers, AmTrust: Bankruptcy, BLOOMBERG NEWS, Feb. 1,
2011,
http://www.bloomberg.com/news/2011-02-01/wr-grace-gm-innkeepers-townsends-orchard-brandsbankruptcy.html.
40
Steven Church, Tribune Creditors Open Bankruptcy Court Dispute Over Buyout, BLOOMBERG NEWS,
Mar. 7, 2011, http://www.bloomberg.com/news/2011-03-07/tribune-creditors-open-bankruptcy-court33
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moving forward with the buyout in light of Tribune’s financial condition. 41
Unsecured creditors criticized the Aurelius plan because it would leave ownership
of the company "in limbo." 42 Tribune's competing plan would distribute the
company's stock more quickly, allow for the LBO Lenders to receive distributions,
preserve causes of action, and result in Aurelius and other pre-buyout creditors
receiving some distributions.43 The bankruptcy judge rejected both plans in October
2011 and "compared [the] two groups of competing creditors to warring animals in
a parable about a fox and scorpion who must cooperate to cross a river safely."44
Prior to the bankruptcy judge’s ruling in October 2011, Tribune moved forward
with confirmation of its plan, and Aurelius fought Tribune at every turn. For
example, Aurelius asked the bankruptcy judge to postpone the confirmation
process, arguing that amendments to the Tribune plan required Tribune to resolicit
creditor votes.45 Aurelius also asked the judge to reject Tribune's plan because it
was proposed in bad faith. Aurelius hired Mark Prak to testify on behalf of
Aurelius that the JPMorgan, Angelo Gordon, and Oaktree stake in newspaper and
broadcasting would violate FCC media ownership rules. 46 Aurelius also
subsequently appealed the judge's approval of Tribune's plan and sought a stay of
the company's bankruptcy in order for a higher court to review the confirmation
order.47
The bankruptcy judge denied the requested stay without bond, and Tribune's
plan closed despite the appeal.48 Nevertheless, Aurelius did win a few of its chosen
battles. For example, Aurelius successfully argued that lawsuits against former
dispute-over-buyout.html (discussing noteholder plan calling for a significant portion of Tribune stock being
put into trust and not distributed until the main buyout lawsuit ends, based on who wins. "The lender lawsuit
may bring more than $1.57 billion to non-LBO creditors, Aurelius said in court papers while predicting a 57
percent chance of victory. If Aurelius wins, the lenders wouldn't recover anything until the pre-buyout
creditors are repaid all $2.5 billion they claim they are owed.").
41
Id.
42
Id.
43
Id.
44
Steven Church & Karen Gullo, Tribune Judge Rejects JPMorgan, Aurelius Reorganization Plans,
BLOOMBERG NEWS, Nov. 1, 2011, http://www.bloomberg.com/news/2011-10-31/tribune-judge-rejectscompeting-jpmorgan-aurelius-reorganization-plans.html.
45
See Dow Jones Newswires-Wall Street Journal, Aurelius: Halt Tribune Confirmation Hearings,
CHICAGO
BREAKING
BUSINESS,
Apr.
11,
2011,
http://archive.chicagobreakingbusiness.com/2011/04/aurelius-calls-for-halt-to-tribune-confirmationhearings.html.
46
See Steven Church, JPMorgan Stake in Tribune Will Violate FCC Rule, Lawyer Claims at Hearing,
BLOOMBERG NEWS, Mar. 17, 2011, http://www.bloomberg.com/news/2011-03-17/jpmorgan-stake-intribune-will-violate-fcc-rule-lawyer-claims-at-hearing.html.
47
See Steven Church, Tribune Creditors Appeal, Seek to Halt Bankruptcy Plan, BLOOMBERG NEWS, Jul.
24, 2012, http://www.bloomberg.com/news/2012-07-24/tribune-creditors-appeal-seek-to-halt-bankruptcyplan.html.
48
See In re Tribune, Co., 476 B.R. 843, 866 (Bankr. D. Del. 2012); see also Todd Shields & Steven
Church, Tribune May Get Last Approval Needed to Exit Bankruptcy, BLOOMBERG BUSINESSWEEK, Nov. 16,
2012,
http://www.businessweek.com/news/2012-11-16/tribune-may-get-last-approval-needed-to-exitbankruptcy.
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shareholders should be allowed to proceed in state court.49 In addition, it won access
to pre-bankruptcy payment data.50
D. Winners and Losers?
Tribune emerged from bankruptcy in December of 2012, intending to sell many
of its assets.51 The fraudulent conveyance litigation against former shareholders of
Tribune who received payouts as part of the LBO was consolidated and transferred
to the Southern District of New York,52 and remained active for quite some time.
When the court finally dismissed the individual creditors' suit, the opinion indicated
that such individual creditors may not pursue claims that are simultaneously being
pursued by the litigation trustee appointed under Tribune's bankruptcy plan. 53
Although this may have been a victory of some sort for the defendants, this one
fraudulent conveyance case lasted over two years.54
Only two months out of bankruptcy, reorganized Tribune hired consultants to
look into the sale of the newspaper business, which has not occurred despite some
interest from bidders.55 Six months after emerging, Tribune announced that it might
divide its primary business divisions, broadcast and publishing, into two companies
to help avoid a large tax bill and to "allow each company to maximize its flexibility
and competitiveness in a rapidly changing media environment."56 Tribune is still in
business, but looking for ways to cut expenses and improve profits.57
As for Tribune's creditors, the litigation trustee's lawsuits against the former
Tribune shareholders, which Aurelius fought to preserve for the benefit of
"innocent" non-LBO creditors, continues. The value of that litigation remains to be
seen and will need to be assessed in light of the time and expense associated with
the plan litigation during the chapter 11 case. In addition, note holders will
49

Steven Church, Tribune Creditors Can Sue Former Shareholders, Bankruptcy Judge Rules,
BLOOMBERG NEWS, Mar. 22, 2011, http://www.bloomberg.com/news/2011-03-22/tribune-creditors-can-sueformer-shareholders-judge-says-in-delaware.html.
50
Steven Church, Tribune Noteholders Win Access to Shareholder Pre-Bankruptcy Payment System,
BLOOMBERG NEWS, May 17, 2011, http://www.bloomberg.com/news/2011-05-17/tribune-noteholders-winaccess-to-shareholder-payment-amounts.html.
51
See Baker & Pandey, supra note 5.
52
In re Tribune Co. Fraudulent Conveyance Litig., 831 F. Supp.2d 1371, 1372 (J.P.M.L. 2011).
53
See In re Tribune Co. Fraudulent Conveyance Litig., 499 B.R. 310, 325 (S.D.N.Y. 2013); see also Tom
Hals, Former Tribune Co. Shareholders Notch Legal Victory, REUTERS, Sept. 23, 2013,
http://www.reuters.com/article/2013/09/23/tribune-clawback-ruling-idUSL2N0HJ29320130923.
54
See Civil Docket at 1, In re Tribune Co. Fraudulent Conveyance Litig., 291 F.R.D. 38 (S.D.N.Y. 2013)
(11-MD-02296, 12-MC-2296) (stating case was filed on December 20, 2011). The cases were consolidated
in December 2011.
55
Christine Haughney & David Carr, To Cut Taxes, Tribune is to Split into Broadcasting and Publishing
Units, N.Y. TIMES, July 10, 2013, http://www.nytimes.com/2013/07/11/business/media/tribune-co-to-splitin-two.html?_r=0.
56
Id.
57
See Roger Yu, Tribune Eyes Expense Cuts in Newspaper Unit, USA TODAY, Sept. 27, 2013,
http://www.usatoday.com/story/money/business/2013/09/27/tribune-cuts/2882531/.
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arguably fair better as a result of the plan litigation, ultimately receiving
distributions from the litigation trust.58 Bondholders might have achieved that value
allocation earlier in the case, 59 without the full array of tactics employed by
Aurelius, but such speculation becomes yet another factor creating value
uncertainty in these types of fund cases.
E. Consider a Comparison
The Lyondell Chemical Co. bankruptcy was in some ways quite similar to that
of Tribune: Lyondell filed only one month after Tribune; both companies had
completed a leveraged buyout that contributed to their financial distress;60 and there
were allegations of fraudulent conveyance in both cases. 61 Moreover, fund
involvement (including the involvement of Aurelius) was apparent in both: 62
58
The EGI-TRB LLC Notes claims and the PHONES Notes claims received more in the fourth plan than
they did in the initial plan, where they were to be cancelled with holders receiving nothing. By the fourth
plan, these noteholders were deemed allowed claimholders for approximately $759 million for PHONES and
$225 million for the EGI-TRB notes. See Disclosure Statement for Joint Plan of Reorganization for Tribune
Company and Its Subsidiaries at 11, In re Tribune Co., 472 B.R. 223 (Bankr. D. Del. 2012) (No. 08-13141);
Supplemental Disclosure Document Relating to Fourth Amended Joint Plan of Reorganization for Tribune
Company and its Subsidiaries Proposed by the Debtors, the Official Committee of Unsecured Creditors,
Oaktree Capital Management, L.P., Angelo, Gordon & Co., L.P., and JPMorgan Chase Bank, N.A. at 4, 15,
In re Tribune Co., 472 B.R. 223 (Bankr. D. Del. 2012) (No. 08-13141). The improvement in the PHONES
notes recovery was part of the Noteholder Plan and it appears to have been the result of advocacy by
Aurelius and other funds, Citadel Equity Fund Ltd., and Camden Asset Management, L.P. See Letter from
Mark D. Brodsky, Chairman, Aurelius Capital Management, A Personal Appeal to Tribune's Non-LBO
Creditors, Aurelius Capital Management, LP (Nov. 23, 2010) (hereinafter Brodsky Letter), available at
http://bankrupt.com/misc/Tribune_AureliusRSrevised.pdf. See also Chris Nolter, Tribune Nears Exit from
Acrimonious
Chapter
11
Case,
THE
DEAL
PIPELINE,
Jun.
1,
2012,
http://www.thedeal.com/content/restructuring/tribune-nears-exit-from-acrimonious-chapter-11case.php#ixzz2gTegFn3g (discussing arguments by Citadel and Camden).
59
Aurelius's victories were modest considering its goals were a bit broader. Aurelius's other efforts to
increase the value of the estate failed; the failed arguments included: the Bar Order was unfair and
unreasonable; the Senior Lender settlement was too good/gave culpable parties a windfall; and the Stage 1
and Stage 2 LBO lenders should not receive the same treatment under the plan. See In re Tribune Co., 464
B.R. 126, 178, 180 (Bankr. D. Del. 2011) (Judge Carey's order denying confirmation of third plans discusses
and invalidates a number of Aurelius's arguments); see also Brodsky Letter, supra note 58.
60
See Lyondell Chem. Co. v. Ryan, 970 A.2d 235, 237–39 (Del. 2009) (discussing negotiations regarding
merger/LBO); Tiffany Kary, Blavatnik Made $1.2 Billion in Lyondell LBO, Lawsuit Says, BLOOMBERG
NEWS, Sept. 30, 2011, http://www.bloomberg.com/news/2011-09-30/blavatnik-made-1-2-billion-in-lyondellbuyout-creditors-lawsuit-says.html.
61
See In re Lyondell Chem. Co., 467 B.R. 712, 715–17 (Bankr. S.D. N.Y. 2012) (discussing fraudulent
transfer claims); Al Greenwood, Lyondell Creditors Seek U.S. Suit Against Lenders, Officers, ICIS NEWS,
June 17, 2009, http://www.icis.com/Articles/2009/06/17/9225742/Lyondell-creditors-seek-US-suit-againstlenders-officers.html; Al Greenwood, Greed Doomed Lyondell Deal—U.S. Lawsuit, ICIS NEWS, July 24,
2009, http://www.icis.com/Articles/2009/07/24/9235043/Greed-doomed-Lyondell-deal-US-lawsuit.html.
62
See, e.g., Response of Aurelius Capital Management in Further Support of Certain of Bank of New York
Mellon's, In re Lyondell Chem. Co., 402 B.R. 571 (Bankr. S.D.N.Y. 2009) (No.09-10023); Exhibit A to
Third Amended Plan, In re Lyondell Chem. Co., 402 B.R. 571 (Bankr. S.D.N.Y. 2009) (No. 09-10023)
(discussing Aurelius's noteholder status); Wirz & Chapple, supra note 15 (mentioning Aurelius's
involvement with Lyondell).
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Investment funds Apollo Management,63 Ares Management, Access Industries (led
by investor Len Blavatnik), and others were significant players in the Lyondell
bankruptcy case.64
The Lyondell case had some comparable hiccups: A number of the secured
lenders including Ares Management, Highland Capital Management, and others
opposed the company's debtor-in-possession financing motion.65 A major creditor
opposed the retention of a new chief financial officer.66 The creditors' committee
requested the appointment of an examiner, primarily to investigate one fund's
involvement in various facets of the bankruptcy case.67 In addition, and in order to
emerge from chapter 11, Lyondell negotiated a $450 million settlement with
creditors during the course of the case regarding the LBO.68
Despite these obstacles and significant involvement from funds, however,
Lyondell emerged from bankruptcy after less than sixteen months.69 The Tribune
and Lyondell reorganizations demonstrate the variance in fund investment
strategies, investment horizons, and objectives. These variances and the related
empirical literature are discussed in Part II, and the Tribune outcome is in many
ways representative of the data presented in Part III.

63
Media reports indicate Apollo became Lyondell's largest secured creditor after purchasing
approximately $2 billion of term loans at a discount. Nathan Vardi, How Billionaires Lost and Made
Fortunes
in
LyondellBasell,
FORBES,
Mar.
11,
2011,
http://www.forbes.com/sites/nathanvardi/2011/03/11/how-billionaires-lost-and-made-fortunes-inlyondellbasell/.
64
See Emily Chason & Chelsea Emery, Update 2—Lyondell Settlement Paves Way for Bankruptcy Exit,
REUTERS,
Feb.
16,
2010,
http://www.reuters.com/article/2010/02/16/lyondellbasellidUSN1624804820100216.
65
Objection of Certain Senior Secured Lenders to Debtors' Motion for an Order (I) Authorizing Debtors
(A) to Obtain Post-Petition Financing, In re Lyondell Chem. Co., 402 B.R. 571 (Bankr. S.D.N.Y. 2009) (No.
09-10023).
66
Objection of ABN AMRO Bank, N.V. to the Debtors' Motion for an Order Approving Compensation
Terms with Respect to the Retention of C. Kent Potter as Chief Financial Officer, In re Lyondell Chem. Co.,
402 B.R. 571 (Bankr. S.D.N.Y. 2009) (No. 09-10023); Al Greenwood, Creditor Opposes Lyondell Choice
for
Chief
Financial
Officer,
ICIS
NEWS,
Sept.
2,
2009,
http://www.icis.com/Articles/2009/09/02/9244641/creditor-opposes-lyondell-choice-for-chief-financialofficer.html.
67
Motion of the Official Committee of Unsecured Creditors for Appointment of an Examiner, In re
Lyondell Chem. Co., 402 B.R. 571 (Bankr. S.D.N.Y. 2009) (No. 09-10023) (examiner request was for
"limited purposes of investigating: (i) the Debtors' selection of a conflicted Rights Offering Sponsor, (ii) the
Debtors' refusal to refinance the DIP Facility, and (iii) the Debtors' refusal to formulate a robust plan of
reorganization with an appropriate reserve for unsecured creditors pending resolution of the Committee's
litigation.").
68
See Pratish Narayanan & Chelsea Emery, Lyondell Restructuring Plan Includes Apollo Role, REUTERS,
Mar. 8, 2010, http://www.reuters.com/article/2010/03/09/us-lyondell-idUSTRE6280LG20100309.
69
Lindsey Bewley, LyondellBasell's Exit Strategy, IHS CHEM. WEEK, May 14, 2010),
http://www.chemweek.com/sections/companies/LyondellBasells-Exit-Strategy_26737.html;
see
James
Cordrey, Lyondell Officially Emerges from Chapter 11 Bankruptcy, LEXISNEXIS LITIG. BLOG, May 3, 2010,
http://www.lexisnexis.com/legalnewsroom/litigation/b/litigation-blog/archive/2010/05/03/lyondellofficially-emerges-from-chapter-11-bankruptcy.aspx.
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II. FUND STRATEGIES AND IMPACT IN CHAPTER 11
Fund participation in distressed situations is not a new investment strategy, but
both anecdotal and empirical evidence suggest a growth in fund participation in
chapter 11 cases, largely since 2000.70 This trend reflects all investment strategies,
including passive and activist strategies, as well as loan-to-loan and loan-to-own
strategies.71 Although some funds invoke only one investment strategy (e.g., day
traders), many funds utilize several different strategies depending on the company,
its capital structure, and the fund's desired rate of return and risk tolerance.72
Most commentators and practitioners agree that funds are increasingly present
at the negotiating table in chapter 11 cases,73 but they strongly disagree about the
funds' impact on the company's restructuring efforts.74 The vulture versus phoenix
debate rages on in conference rooms, courtrooms, and the media.75 Similar to the
"raider" versus "white knight" characterizations in the solvent corporate takeover
context, these labels are just that—superficial descriptions of outside investors
colored by the emotions and the financial interests of the observer.

70

See sources cited supra note 2; see also EDITH S. HOTCHKISS ET AL., Bankruptcy and the Resolution of
Financial Distress, HANDBOOK OF EMPIRICAL CORPORATE FINANCE, vol. 2 46 (B. Espen Eckbo ed. 2008);
Wei Jiang et al., Hedge Funds and Chapter 11, 67 J. FIN. 513, 513 (2012); Kai Li & Wei Wang, Creditor
Governance Through Loan-to-Loan and Loan-to-Own, 13 (Working Paper, 2013), available at
http://ssrn.com/abstract=2275635; Jongha Lim, The Role of Activist Funds in Financially Distressed Firms
(Working Paper, 2013), available at http://ssrn.com/abstract=2285884; Jared A. Ellias, Do Activist Investors
Constrain Managerial Moral Hazard in Chapter 11? Evidence from Junior Activist Investing (Rock Center
for Corp. Governance at Stanford Univ. (Working Paper No. 155, 2013), available at
http://ssrn.com/abstract=2308994.
71
Passive strategies include trading in and out of the debt on a periodic basis to capture value disparities in
pricing and purchasing the debt (including trade claims) at a steep discount with the expectation of a higher
recover under the plan of reorganization or other bankruptcy distribution scheme. Activist strategies include
buying the debt or extending credit to the company with the objective of influencing the restructuring to
increase value and distributions on the fund's tranche of debt or swapping the debt for equity in a loan-toown play. For an overview of fund strategies in the distressed space, see MICHELLE M. HARNER ET AL.,
Distressed Debt Investing, ALTERNATIVE INVESTMENTS: INSTRUMENTS, PERFORMANCE, BENCHMARKS,
AND STRATEGIES 303 (H. Kent Baker & Greg Filbeck eds., 2013).
72
Bo. J. Howell, Hedge Funds: A New Dimension in Chapter 11 Bankruptcy Proceedings, 7 DEPAUL
BUS. & COM. L.J. 35, 39–40 (2008).
73
Perhaps one reason there has been more distressed debt investing by funds is that there is much more
defaulting debt. See Edward I. Altman, The Role of Distressed Debt Markets, Hedge Funds and Recent
Trends in Bankruptcy on the Outcomes of Chapter 11 Reorganizations, 22 AM. BANKR. INST. L. REV. 75,
80–81 (2014) (figures 3 and 4 detailing total filings and liabilities of chapter 11 filing companies show
significant spikes in default amounts during early 2000s and 2008-09).
74
Michelle M. Harner, Activist Distressed Debtholders: The New Barbarians at the Gate?, 89 WASH. U.
L. REV. 155, 164–67 (2011) (hereinafter Harner, Activist Distressed Debtholders) (explaining changes
around restructuring negotiating table and various characterization of funds at the table).
75
Id. at 165–66 nn.33 & 34. See also In re Ion Media Networks, 419 B.R. 585, 588–89 (Bankr. S.D.N.Y.
2009) (describing a fund's bankruptcy tactics as aggressive); Harvey R. Miller, Chapter 11 in Transition from Boom to Bust and into the Future, 81 AM. BANKR. L.J. 375, 390–91 (2007) (noting distressed debt
investors are often aggressive and conduct "pernicious litigation" in bankruptcy).
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Critics of funds point to their scorch-earth tactics that often involve prolonged
and expensive litigation.76 These concerns are highlighted in cases with multiple
funds holding different tranches of the company's debt or equity. 77 Management
also is skeptical of most funds, likely not knowing of their existence in the
company's capital structure until after restructuring efforts are underway and
perhaps feeling blind-sided by the funds' tactics, which tend to be different than
those of traditional relationship lenders.78 Funds also have a reputation for replacing
management and wanting more of a say in governance and managerial decisions.79
Supporters of funds, and distressed debt investing in general,80 emphasize the
liquidity often provided by funds as the lenders of last resort.81 They also believe
fund participation disciplines management and can level the playing field between
the senior secured lenders and management, particularly where the fund holds the
unsecured fulcrum debt. 82 In addition, they suggest that funds generally provide

76
See, e.g., ROSENBERG, supra note 2, at 89–91, 99 (discussing investor tactics that may delay
restructuring process and providing case examples).
77
See Harner, Activist Distressed Debtholders, supra note 74, at 188–89 (discussing delays in Tribune
case as a result of diverging interests of creditor/funds); Emily Chasan, Fight Over What Six Flags is Worth
Could Get Ugly, REUTERS, Dec. 3, 2009, http://www.reuters.com/article/2009/12/04/us-sixflagsidUSTRE5B30AR20091204 (discussing valuation disagreements between funds, which prolonged case). See
also Jared A. Ellias, Do Activist Investors Constrain Managerial Moral Hazard in Chapter 11?: Evidence
from Junior Activist Investing 1–2 (Stan. L. & Econ. Olin Working Paper No. 451 2013) available at
http://ssrn.com/abstract=2308994 (stating some senior creditors perceive junior activist investors as using
"terrorist litigation practices").
78
See Harner, Activist Distressed Debtholders, supra note 74, at 164 nn.26 & 29; Frederick
Tung, Leverage in the Board Room: The Unsung Influence of Private Lenders in Corporate Governance, 57
UCLA L. REV. 115, 133–35 (2009) (explaining traditional relationship between a lender and borrower and
changes in dynamics of that relationship); Charles K. Whitehead, The Evolution of Debt: Covenants, the
Credit Market, and Corporate Governance, 34 IOWA J. CORP. L. 641, 641–50 (2009).
79
See Harner, Trends in Distressed Debt, supra note 2, at 86 n.76 (data reporting that, of those
respondents who invest in distressed debt, approximately 29% attempt to influence management personnel
changes and approximately 37% attempt to replace certain key members of management in efforts to acquire
control of company).
80
Professor Edward I. Altman notes that distressed debt investors play an important role in the loan and
bond markets, providing increased depth and liquidity. See Altman, supra note 73, at 76 (estimating there
are currently "more than 200 financial institutions investing between $400-450 billion in the distressed debt
market in the U.S.").
81
See, e.g., Harner, Activist Distressed Debtholders, supra note 74 at 169–70 (noting willingness of
distressed investors to invest in troubled company can have very positive implications for company and its
stakeholders); Paul M. Goldschmid, More Phoenix Than Vulture: The Case for Distressed Investor Presence
in the Bankruptcy Reorganization Process, 2005 COLUM. BUS. L. REV. 191, 267–68 (2005) (noting claims
trading can add beneficial market liquidity); Vikas Agarwal & Costanza Meneghetti, The Role of Hedge
Funds as Primary Lenders, 14 REV. DERIV. RES. 241, 242–43 (2011), available at
http://ssrn.com/abstract=1596830 (finding overall hedge fund lending adds value and financial markets view
their involvement as positive).
82
See Goldschmid, supra note 81, at 255–61 (discussing how distressed debt investor involvement often
results in better outcomes because they tend to behave like shareholders interested in long-term value of
company than senior lenders in a chapter 11 case).
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creditors with an alternative exit strategy, and that activist funds frequently unlock
value for all creditors.83
Interestingly, anecdotal and to some extent empirical evidence supports all of
the foregoing arguments.84 That perhaps is not surprising given the variety of funds
and the unique circumstances of most chapter 11 opportunities.85 Rather than trying
to account for all of these variations, the remainder of this essay focuses on funds
pursuing takeover (frequently loan-to-own) opportunities. The next section
explains the parameters of the empirical study and describes certain key results
relating to activist funds and the takeover/loan-to-own strategies. The data offer
valuable insights and highlight additional questions we should strive to answer to
better inform the ongoing debate.

83

See Jiang et al., supra note 70, at 515 (stating "our evidence is more supportive of efficiency gains
brought by hedge funds than of value extraction from other claims. The presence of hedge fund unsecured
creditors is associated with both higher total debt (including secured and unsecured) recovery . . . ."); Martin
Eisenberg, When Hedge Funds Invest in Distressed Debt, N.Y.L.J. 11 (Oct. 15, 2007) ("A balanced
assessment of the impact of distressed investing in bankruptcy proceedings demonstrates that distressed
investors are beneficial to the reorganization process contributing, among other things, substantial resources
in the form of capital, financial acumen and expertise.").
84
See Harner, Trends in Distressed Debt, supra note 2, at 91–92 (discussing empirical study of
institutional and distressed debt investors based primarily on survey responses providing insight on
investment practices and investment strategies, including use of distressed debt to influence board or
management and the use of investing to acquire ownership); Jiang et al., supra note 70 at 514 (empirical
study finding that hedge funds strategically choose positions in capital structure of the company, help
balance power between the debtor and secured creditors, exert power in the bankruptcy case over
management and some management decisions, and bring about higher probabilities of emergence and
payoffs for junior claims); Li & Wang, supra note 70 (empirical study finding distressed debt investors that
pursue loan-to-own strategies exert influence, weaken liquidation bias of secured creditors but also improve
corporate governance and operating performance of reorganized firm); Lim, supra note 70 (empirical study
finding that hedge fund involvement in chapter 11 is associated with higher probability of completing
prepackaged restructurings, faster restructurings, and greater debt reduction for the emerging firm); Ellias
supra note 70 (finding that hedge funds in junior claimant position in chapter 11 increase the appraised value
of the restructuring transaction).
85
One example of a unique chapter 11 opportunity is fund investment in an obscure pool of General
Motors debt that allowed the funds to recover significant amounts in the case. See Tiffany Kary, Hedge
Funds Used Obscure Bond Bet to Win in GM Bankruptcy, BLOOMBERG PERSONAL FINANCE, Oct. 5, 2013,
http://www.bloomberg.com/news/2013-10-04/hedge-funds-used-obscure-bond-bet-to-win-in-gmbankruptcy.html (also noting role of Fortress Investment Group and Elliot Management Corp. in rejecting
GM's last-ditch effort to avoid bankruptcy).
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III. STUDY OF ACTIVIST FUNDS IN CHAPTER 11
The primary objective of the study was to analyze cases where funds were
"purchasers"86 of the debtor during the course of the bankruptcy and determine to
what extent funds influenced the debtor's exit strategy. 87 Although funds can be
"activist" in other respects, this study seeks to understand the dynamics and impact
of funds involved in a takeover strategy. In such cases, a fund may attempt to
purchase the debtor's assets outright, credit bid for the debtor's assets, invest new
capital in exchange for reorganized equity,88 or pursue a debt-for-equity exchange
under the plan of reorganization.89 Accordingly, in nearly all cases identified as a
"fund case" in the dataset, the funds were positioned to own at least a majority of
the company or its assets after the chapter 11 case.
A. The Dataset
The starting point for our dataset is the UCLA-LoPucki Bankruptcy Research
Database (the BRD). The BRD includes all bankruptcy cases filed from 1980 to the
present,90 by or against a business debtor or group of affiliated debtors that had
assets worth $100 million or more, measured in 1980 dollars. The total number of
cases included in our original dataset is 917. We also further limited the dataset to
cases filed between January 5, 2000 and January 28, 2013 and for which the
relevant bankruptcy documents were available electronically. Our final dataset
includes 490 chapter 11 cases. We continue to refine and supplement these data;
the results presented here represent the dataset analysis as of August 2013.
We then supplemented the BRD data by collecting and manually coding
information concerning: whether there was a "sale" of all or part of the debtor
during the bankruptcy; 91 the identity of purchasing parties; whether those parties
constituted a "fund" for our purposes; whether a Chief Restructuring Officer (CRO)
was appointed in connection with the chapter 11 case; whether the Chief Executive
Officer (CEO) was replaced in the three years prior to the chapter 11 case; and
86

Our initial inquiry was whether there was a "sale" of the debtor; the definition of a "sale" is broad and a
case was categorized as a sale if one or more funds bought the debtor's assets or an interest in the debtor's
business from the estate. However, no minimum purchase was required to classify the case as a sale. A case
might be categorized as a both a sale and a reorganization if the purchaser obtained less than half of the
reorganized equity in exchange for a new investment. The purchaser must give new value, except as noted
below, in order for the case to be categorized a sale; a creditor or equity holder that receives a distribution on
account of its claim or interest is not a purchaser; a sale did not occur. If a creditor credit-bids in an actual
sale or auction, however, the case is categorized as a sale.
87
We did not capture cases where a fund acquires control solely by purchasing a majority of the prepetition debt and exchanging it for equity, unless the fund invests new capital in some form.
88
This often, but not always, arises in the context of an equity rights offering pursuant to a plan of
reorganization.
89
See sources cited supra note 87.
90
Much of the BRD is updated monthly to include recent filings and recent updates.
91
See sources cited supra notes 86, 87.
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certain other information concerning the funds' debt positions and the company's
exit strategy.
Of the 490 cases, 126 are referred to as "fund cases," meaning that at least one
of the purchasing parties was a fund.92 This finding corresponds with other studies
that find that funds pursue "loan-to-own strategies" in approximately 25-30% of
chapter 11 cases.93 The percentage of fund cases in any given year, however, varies
as shown in Figure 1.

Figure 1. Percentage of cases with fund participation over time (N=490).

92

First we identified whether the debtor sold all or part of the company during bankruptcy; the sale might
be pursuant to the plan of reorganization or not. We categorized a case as a "sale" whether or not the
purchaser acquired 51% or more of the assets of the reorganized company. Further variables were used to
indicate the percentage acquired by the purchaser. If the purchaser received 49% or less of the company, we
would have indicated "yes" to a "sale" but then we categorized the case as a reorganization plan. If the
purchaser received 50% or more of the assets or stock of the reorganized company—but not through a 363
sale—it was categorized as a sale/merger, described in this essay as a change of control plan. If one or
multiple purchasers received all or substantially all of the assets of the debtor through a 363 sale, and at least
one division of the company remained intact and in operation we categorized the cases as a section 363 sale.
Lastly, if none of the other categories applied, we labeled the case as a piecemeal liquidation. See also supra
note 86.
93
See, e.g., Jiang et al., supra note 70, at 528 (table indicates that an average of 27.7% of funds adopt
loan-to-own strategy); See Harner, Trends in Distressed Debt, supra note 2, at 88, 97 (noting 21 of 82
(25.9%) distressed investment funds loan directly to distressed companies in loan-to-own strategy, and 26 of
82 (31.7%) invest in distressed debt in pursuit of the strategy).
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B. Key Data and Interesting Associations
Despite the high profile nature of many takeover and loan-to-own cases, as
noted above, our data suggest that only 25.7 percent of cases end with a fund
owning a majority position in the reorganized company or its assets. Admittedly,
these data do not account for other loan-to-own scenarios, such as when the general
unsecured creditors as a class receive reorganized equity under the plan and funds
hold a piece of that debt.94 Our data are important to the dialogue, however, because
the cases represent true control plays—i.e., the funds in these cases were seeking
and actually obtained control of the distressed company.
Of the 126 fund cases, 68 (54.0 percent) involve funds as pre-petition
stakeholders of the debtor (see Figure 2 for time trend); 24 of the 126 fund cases
(19.0 percent) involve funds that also extended DIP financing to the company.95
Approximately half of the funds with a pre-petition stake in the debtor were prepetition noteholders, suggesting that funds in the dataset frequently identified this
tranche of debt as the fulcrum security.96 Moreover, 37 (29.4 percent) of these cases
involved CROs; 57 (45.2 percent) experienced a change in the CEO during the three
years prior to the chapter 11 case; and 47 (37.3 percent) experienced a change in the
CEO during the chapter 11 case.97

94

See, e.g., supra note 87.
This percentage is likely underinclusive due to difficulties identifying participants in syndicated DIP
loans.
96
The actual data break down as follows: of the 126 fund cases, in 51 (40.5 percent) of cases, the fund had
no pre-petition relationship with the debtor; 26 (20.6 percent) of the funds were pre-petition noteholders; 15
(11.9 percent) were pre-petition secured creditors; 8 (6.3 percent) were pre-petition equity-holders; 5 (3.97
percent) were unsecured creditors; 7 (5.56 percent) held multiple tranches of the debtor's pre-petition capital
structure; 2 (1.59 percent) were pre-petition insiders or other; 5 (4.0 percent) were non-specific pre-petition
creditors (meaning the disclosure statement indicated the fund credit-bid for the debtor's assets, without
additional information, or the fund was merely described as a creditor); and in 7 cases (5.6 percent), there
was insufficient data in the bankruptcy filings to determine whether there was a pre-petition relationship.
97
The dataset includes pre-petition CEO information for 342 cases and post-petition CEO information for
375 cases.
95
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Figure 2. Percentage of fund cases with pre-petition relationship over time
(N=126).
1. Fund Cases and Emergence
We started our analysis by reviewing the outcomes of the chapter 11 cases in
the dataset and scrutinizing the vehicle used to facilitate those outcomes. These
data focus on whether the company reorganized through a traditional stand-alone
plan ("reorganization plan") or a sale or other change of control transaction under
the plan ("change of control plan"); used a sale of substantially all of its assets
under section 363 of the Bankruptcy Code ("section 363 sale"); or liquidated. In
addition, we considered whether the debtor company "emerged" on the other side of
the reorganization plan, change of control plan, or section 363 sale, meaning that at
least one of the affiliated debtor companies continued in business under the same or
similar name following the emergence transaction. Moreover, to assess the
effectiveness of the emergence vehicle, we analyzed data on whether the emerged
company refiled a bankruptcy case.
With respect to chapter 11 outcomes on the whole, 219 (44.7 percent) of the
total cases ended in a plan of reorganization, 104 (21.2 percent) ended in a change
in control plan, and 106 (21.6 percent) ended in a section 363 sale. Our data show,
however, that funds prefer obtaining post-emergence control through a control
change under a plan of reorganization; approximately 54.8 percent of the fund cases
emerged through a plan of reorganization that facilitated a change in control in
favor of the funds. More specifically, fund cases show lower percentages for plans
of reorganization and higher percentages for change of control plans, 15 (11.9

738

2014]

ACTIVIST INVESTORS

185

percent) and 69 (54.8 percent), respectively, than cases without funds [204 (56.0
percent) and 35 (9.6 percent), respectively]. 98 Overall, 311 (63.5 percent) of all
companies in the dataset emerge in some fashion.99 See Figure 3 for an illustration
of the distribution of emergence vehicle overall and by fund status.

Figure 3. Emergence vehicle by fund status and overall.
The data below dive deeper into the emergence and related variables. These
data provide interesting insights and support preliminary inferences concerning the
role of funds in chapter 11 and the value of their activities. Notably, the data do not
support causal relationships; it is difficult to isolate the impact of funds on case
outcomes or the value of stakeholder distributions.100
a. Emergence as an indicator of success
As explained above, the study's concept of emergence focuses on the
continuation of the debtor's business under the same or a similar name. Such an
emergence—whether through a reorganization plan, change of control plan, or
section 363 sale—possesses characteristics arguably aligned with the original policy
goals underlying the Bankruptcy Code: it permits a company to rightsize its

98
The authors recognize potential endogeneity bias and selection effect in some of the data. Accordingly,
the correlations presented in this essay do not support casual findings but should be used to inform the
dialogue concerning fund cases.
99
Focusing solely on the 311 companies in the dataset that emerged in some fashion, fund cases show
higher percentages both for change of control plans and section 363 sales, 61 (66.3 percent) and 16 (17.4
percent), respectively, than cases without funds [9 (4.1 percent) and 18 (8.2 percent), respectively].
100
See supra note 98.
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operations and balance sheet through the chapter 11 case and to continue as a
productive citizen, employer, and taxpayer in the affected communities.101
Of the 490 total cases, 477 were identified as having emerged or not.102 The
relationship between having a fund and emerging from chapter 11 was significant
((X2(1, N = 477) = 5.974, p = .015) such that fund cases were more likely to emerge
(74.2 percent) than non-fund cases (62.0 percent).103 As mentioned previously, fund
cases were more likely than non-fund cases to emerge via change of control plans
and section 363 sales.
In light of the anecdotal evidence suggesting that funds use DIP financing to
achieve their investment objectives, we also explored whether fund participation in
the DIP financing was related to the vehicle for emerging. 104 Of the 33 fund cases
emerging via a known vehicle and for which fund participation in DIP is known, 18
(54.5 percent) involved fund participation in the DIP financing. Due to the small
number of cases available for analysis, there was limited statistical power to detect
the relationship between participation in DIP financing and the vehicle for
emerging. The data do suggest, however, that, compared to fund cases without fund
involvement in the DIP financing, fund cases with such fund involvement may have
been more likely to emerge via reorganization (16.7 percent vs. 6.7 percent,
respectively), less likely to emerge via change of control plans (55.6 percent vs.
80.0 percent), and more likely to emerge via section 363 sales (27.8 percent vs. 6.7
percent).
Lastly, given the apparent increase in funds purchasing pre-petition debt to
acquire control, we also explored whether the fund holding a pre-petition debt
position was related to the vehicle for emerging (see Figure 4).105 Of the 88 fund
cases emerging via a known vehicle and with a known pre-petition debt position, 59
(67.0 percent) involved such a relationship. Compared to fund cases without a prepetition debt position, fund cases with such a relationship were equally likely to
emerge via reorganization [11.9 percent vs. 20.7 percent; X2(1, N = 88) = 1.203, p =
.273], significantly more likely to emerge via change of control plans [76.3 percent
vs. 51.7 percent; X2(1, N = 88) = 5.400, p = .020], and as likely to emerge via
section 363 sales [11.1 percent vs. 24.1 percent; X2(1, N = 88) = 2.189, p = .139].

101

Harvey R. Miller & Shai Y. Waisman, Is Chapter 11 Bankrupt?, 47 B.C. L. REV. 129, 146–48 (2005)
(discussing rehabilitative policy goals of the Bankruptcy Code).
102
The remaining 13 cases were either pending (10), not classified (2), or had no data (1).
103
See supra note 98 (discussing potential endogeneity bias and selection effect).
104
See, e.g., Lim, supra note 70, at 21–22 (discussing hedge fund DIP lending strategy generally) (citing
Skeel, supra note 2, at 936–37); Aditya Habbu & Nikhil Abraham, DIP Lending and the Death of
Emergence: Reorganization Outcomes Post-Crisis, 10, 13–14 (Working Paper, March 6, 2011), available at
http://ssrn.com/abstract=1779509 (discussing previous research indicating DIP lending correlated with
higher stand-alone reorganizations, but arguing that DIP lending post-2008 was more likely to result in a
sale).
105
See supra note 96.
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Figure 4. Emergence vehicle by pre-petition relationship status among emerging
fund cases (N=88).
b. Prepackaged cases as an indicator of efficiency
The prepackaged chapter 11 case is heralded as an efficient and effective
restructuring tool.106 Nevertheless, some commentators suggest that the speed of the
prepackaged case might be ill advised, producing only a temporary fix to the
company's financial problems. Because the speed often is perceived as favoring, or
being driven by creditors' interests, we examined the prepackaged and prenegotiated cases in the dataset.
Of the 490 total cases, all but one had sufficient information to determine
whether the case was prepackaged or pre-negotiated. For the purposes of these
analyses, a case is prepackaged if the debtor drafted the plan, submitted it to a vote
of the impaired classes, and claimed to have obtained the acceptances necessary for
consensual confirmation before filing the case. A case is pre-negotiated if the
debtor negotiates the plan with less than all groups or obtains the acceptance of less
than all groups necessary to confirm before the bankruptcy case is filed (voluntarily
or involuntarily). Of the 489 cases, 42 were prepackaged (8.6 percent), 106 (21.7
percent) were pre-negotiated, and the remaining 341 (69.7 percent) were neither.
As more fully discussed below, only 30 of the 126 fund cases (23.8 percent) were
prepackaged or pre-negotiated.
At first blush, the data might seem surprising in that the relationship between
having a fund and filing a prepackaged or pre-negotiated case was marginally
significant [(X2(1, N = 489) = 3.352, p = .067] such that fund cases were less likely
106
See Kurt A. Mayr, Enforcing Prepackaged Restructuring of Foreign Debtors Under the U.S.
Bankruptcy Code, 14 AM. BANKR. INST. L. REV. 469, 469–70 (2006) (noting prepackaged cases are
completed quickly and efficiently).
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than cases without funds to file a prepackaged or pre-negotiated case (23.8 percent
vs. 32.5 percent, respectively). 107 Upon reflection, however, these data might
confirm the anecdotal evidence suggesting an increase in funds purchasing prepetition debt positions after the chapter 11 filing to pursue a loan-to-own or
takeover of the company in the bankruptcy case. This possibility is further
supported by our analysis of whether fund participation in the DIP financing was
related to the likelihood of a case being either prepackaged or pre-negotiated.108 Our
analysis of whether funds' pre-petition debt holdings were related to the likelihood
of a case being either prepackaged or pre-negotiated are inconclusive with respect
to this particular inference.109
c. Refiling as an indicator of failure
Of the 311 emerging cases, only 38 (12.2 percent) cases involved emerging
companies refiling bankruptcy. A case is coded as a refiling if more than half of the
operations of the emerging company subsequently filed another bankruptcy case.
Commentators have questioned whether the increased participation of funds with
arguably short investment horizons has caused a spike in bankruptcy failures and
refilings.110 The data do not generally confirm these suspicions. Specifically, we
explored whether fund cases were more or less likely to refile than non-fund cases
(see Figure 5). As it turns out, statistically speaking, fund cases are as likely as
non-fund cases to refile [15.2 percent vs. 11.0 percent; X2(1, N = 311) = 1.095, p =
.295)], though the data descriptively suggest that fund cases may be more likely to
refile.111

107
Because of the limited number of cases in these categories, we collapsed prepackaged or pre-negotiated
cases for purposes of these analyses.
108
Of the 42 fund cases with known prepackaged/pre-negotiated and DIP participation outcomes, 10 (23.8
percent) involved fund participation in the DIP financing. As such, there was limited statistical power to
detect the relationship between participation in DIP financing and the likelihood of a case being either
prepackaged or pre-negotiated. The data do suggest, however, that fund cases with such a relationship may
have been as likely as fund cases with no such relationship to be prepackaged or pre-negotiated (25.0 percent
vs. 22.2 percent).
109
Of the 119 fund cases with known prepackaged/pre-negotiated and pre-petition relationship outcomes,
68 (57.1 percent) involved such a relationship. Compared to fund cases without a pre-petition debt position,
fund cases with such a relationship were marginally more likely to be prepackaged or pre-negotiated [30.9
percent vs. 17.6 percent; X2(1, N = 119) = 2.708, p = .100].
110
See, e.g., Jonathan C. Lipson, The Shadow Bankruptcy System, 89 B.U. L. REV. 1609, 1662 (2009)
(discussing potential for shorter investment horizons to impact firm's reorganization).
111
Approximately 15% of the fund cases refiled, which is slightly higher than the 11% of non-fund cases
that refiled, however, the difference is not statistically significant.
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Figure 5. Percentage of emerging cases refiled by fund status (N=311).
To better understand the lack of an association between fund cases and refiling
overall, we further analyzed whether fund participation in the DIP financing was
related to the likelihood of refiling. Of the 33 emerging fund cases with a known
DIP financing outcome, 9 (27.3 percent) involved fund participation in the DIP
financing. Due to the small number of cases available for analysis, there was
limited statistical power to detect the relationship between participation in DIP
financing and the likelihood of refiling. The data do suggest, however, that
emerging fund cases with fund participation in the DIP financing may have been as
likely as emerging fund cases without such fund participation to refile (27.8 percent
vs. 26.7 percent).
We also explored the association between prepackaged/pre-negotiated cases
and refiling. Consistent with previous studies, 112 the data show that, among all
cases, prepackaged and pre-negotiated cases are more likely to refile than traditional
reorganizations [12.8 percent vs. 5.6 percent; X2(1, N = 489) = 7.602, p = .006)].
Among only cases with funds, however, the association between prepackaged or
pre-negotiated and refiling disappeared [16.7 percent vs. 9.4 percent; X2(1, N =
126) = 1.230, p = .267)].
Similarly, we explored whether the presence of a pre-petition debt position was
related to the likelihood of refiling. Of the 88 emerging fund cases with known prepetition debt position, 59 (67.0 percent) involved such a relationship. Compared to
fund cases without a pre-petition debt position, fund cases with such a relationship
112

See, e.g., Robert K. Rasmussen, Empirically Bankrupt, 2007 COLUM. BUS. L. REV. 179, 237 (2007)
(critiquing LYNN LOPUCKI, COURTING FAILURE: HOW COMPETITION FOR BIG CASES IS CORRUPTING THE
BANKRUPTCY COURTS (2006)); see also Kenneth Ayotte & David A. Skeel, Jr., An Efficiency-Based
Explanation for Current Corporate Reorganization Practice, 73 U. CHI. L. REV. 425, 427–28 (2006) (same).
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were equally likely to refile [15.3 percent vs. 13.8 percent; X2(1, N = 88) = .033, p
= .856].
2. Fund Cases and Management (CEOs and CROs)
As noted above, many commentators have observed an increase in creditor
control in chapter 11 cases.113 Some argue that this shift moves the process away
from a management-controlled scheme to one dominated by creditors and their
objectives.114 Others view increased creditor participation as neutralizing or better
balancing the interests and control of management and creditors.115 Regardless of
the correct characterization, anecdotal and empirical evidence suggest that creditors
often do seek a change in management, whether by replacing the CEO or installing
a CRO.116 The following data analyze these issues in the context of the fund cases.
a. Pre-petition change in CEO
Of the 490 cases, we were able to determine for 342 cases (69.8 percent)
whether the CEO changed in the three years prior to bankruptcy. Of those 342
cases, 88 (25.7 percent) were also fund cases. We then examined whether fund
involvement was related to whether the case had a relatively new CEO. The
relationship between having a fund and having a relatively new CEO was not
significant ((X2(1, N = 342) = .001, p = .975) such that fund cases were as likely as
non-fund cases to have a relatively new CEO (64.8 percent vs. 65.0 percent,
respectively). Nevertheless, from a descriptive perspective, an overwhelming
majority of fund cases (64.8 percent) experienced a change at the CEO position in
the three years prior to the filing of the chapter 11 case.
We next considered whether a fund's position in the DIP financing or the prepetition debt increased its leverage over management personnel decisions. Of the
28 fund cases with known information about the CEO and DIP financing, 15 (53.6
percent) involved fund participation in the DIP financing. Due to the small number
113

See Ayotte & Morrison, supra note 2, at 512–15.
See Skeel, supra note 2, at 918 (stating chapter 11 "now has a distinctively creditor-oriented cast");
Miller & Waisman, supra note 101, at 155 (arguing that "[m]anagement is often unable to counterbalance
the influence of creditors"); Douglas G. Baird & Robert K. Rasmussen, Private Debt and the Missing Lever
of Corporate Governance, 154 U. PA. L. REV. 1209, 1211 (2006) (discussing how creditors play a larger role
in corporate affairs today); Douglas G. Baird & Robert K. Rasmussen, The End of Bankruptcy, 55 STAN. L.
REV. 751, 752, 778–89 (2002) (noting company's principal lenders are usually already in control prior to a
chapter 11 filing and discussing control rights in depth).
115
See Harner, Policy Implications, supra note 2, at 709, 760–61 (describing current restructuring model
as "management-neutral" instead of "management-driven" due to debt investment); Goldschmid, supra note
81, at 217 (arguing distressed funds are naturally incentivized to balance interests).
116
See Harner, Policy Implications, supra note 2, at 721, 723, 726 (citing case studies where CEOs were
replaced and two CRO appointments); Goldschmid, supra note 81, at 219 (noting creditors often appoint a
CRO prior to bankruptcy); Douglas G. Baird & Robert K. Rasmussen, Antibankruptcy, 119 YALE L.J. 648,
671, n.117 (2009) (arguing creditors take control and install new officers, often a CRO).
114

744

2014]

ACTIVIST INVESTORS

191

of cases available for analysis, there was limited statistical power to detect the
relationship between DIP financing and management personnel decision.
Anecdotally, the data suggest that cases with fund participation in DIP financing
may be more likely to have a relatively new CEO than cases without such fund
participation (93.3 percent vs. 84.6 percent). Nevertheless, a fund's pre-petition
debt position did not produce a similar effect.117
b. CEO leaving prior to confirmation
Of the 490 cases, we were able to determine for 375 cases (76.5 percent)
whether the CEO left prior to confirmation. Of those 375 cases, 95 (25.3 percent)
were also fund cases. We then examined whether fund involvement was related to
whether the CEO left prior to confirmation. The relationship between having a fund
and having a CEO leave was not significant ((X2(1, N = 375) = 2.041, p = .153)
such that fund cases were as likely as non-fund cases to have a CEO leave prior to
confirmation (49.5 percent vs. 41.1 percent, respectively).
Similar to our analysis of pre-petition changes in the CEO position, we also
explored whether fund participation in the DIP financing or pre-petition debt
influenced a change in CEO prior to confirmation. Of the 29 fund cases with
known information about the CEO and DIP financing, 14 (48.3 percent) involved
fund participation in the DIP financing. Due to the small number of cases available
for analysis, there was limited statistical power to detect a relationship between
changes in the CEO position and DIP financing. Anecdotally, the data suggest that
cases with fund participation in DIP financing were as likely as cases without such
fund participation to have a CEO leave prior to confirmation (50.0 percent vs. 46.2
percent). A similar non-result emerged when we analyzed the funds' pre-petition
debt positions and post-petition CEO changes.118
c. Chief restructuring officers
Of the 490 total cases, 113 (23.1 percent) had a CRO listed in the disclosure
statement or media reports regarding the bankruptcy. Because the appointment of a
CRO often is viewed as a creditor remedy or a pro-creditor restructuring tool, we
explored whether fund involvement was related to the likelihood of having a CRO
(see Figure 6). In fact, the relationship was marginally significant [(X2(1, N = 490)
= 3.799, p = .051] such that fund cases were more likely than non-fund cases to
have a CRO (29.4 percent vs. 20.9 percent, respectively).
117

Of the 82 fund cases with a known CEO outcome, 45 (54.9 percent) involved such a relationship. Fund
cases with a pre-petition debt position were as likely as fund cases without such a relationship to have a
relatively new CEO ((X2(1, N = 82) = .061, p = .805); 62.2 percent vs. 64.9 percent, respectively).
118
Of the 91 fund cases with a known CEO outcome, 50 (55.6 percent) involved such a relationship. Fund
cases with a pre-petition debt position were as likely as fund cases without such a relationship to have a CEO
leave prior to confirmation ((X2(1, N = 91) = 2.464, p = .116); 42.0 percent vs. 58.5 percent, respectively).
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Figure 6. Percentage of cases with CRO by fund status (N=490).
The appointment of a CRO is not only a creditor remedy, but it also is
frequently viewed as a senior creditor remedy, invoked as a compromise between
the company and its senior lenders to resolve management personnel disputes or to
provide creditors with greater comfort concerning management decisions. As such,
we explored whether fund participation in the DIP financing was related to the
likelihood of having a CRO. Of the 42 emerging fund cases with known CRO and
DIP financing outcomes, 24 (57.1 percent) involved fund participation in the DIP
financing. Due to the small number of cases available for analysis, there was
limited statistical power to detect the relationship between participation in DIP
financing and the likelihood of refiling. The data do suggest, however, that fund
cases with such a relationship may have been as likely as fund cases with no such
relationship to have a CRO (37.5 percent vs. 33.3 percent).
Similarly, we explored whether the presence of a pre-petition debt position was
related to the likelihood of having a CRO. Of the 119 fund cases with a known
CRO outcome, 68 (57.1 percent) involved such a relationship. Compared to fund
cases without a pre-petition debt position, fund cases with such a relationship were
marginally less likely to have a CRO [22.1 percent vs. 37.3 percent; X2(1, N = 119)
= .3.298, p = .069].
3. Impact on Value
The data largely track the anecdotal evidence. Debtors that have funds in their
capital structures frequently emerge from chapter 11. Cases such as Tribune,
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Kmart, Lyondell, and Six Flags illustrate that reorganization and even postemergence profit are attainable with fund investors.119 What the data do not show is
what some perceive as the "messy" nature of these chapter 11 cases. As discussed
in Part I, cases with funds can be litigious, acrimonious, long, and expensive. Do
these factors significantly affect value? Some empirical studies suggest no,120 but
further studies and analysis are needed.121
A critical component of these future analyses will be how the studies define
value and success. Empirical data and results will vary widely depending on these
definitions. For example, value/success might be assessed based on original face
value of the company's debt and the chapter 11 recoveries. Alternatively,
value/success might turn on the existence of an ongoing, viable business in some
form post-emergence regardless of debt recoveries. Notably, the definitions have
even wider fluctuation when viewed through the prism of a particular debt or equity
holder or management. Although many of these definitions might be tested
empirical, some are more difficult to measure. Yet, all of these definitions are
relevant to the underlying policies of chapter 11.
CONCLUSION
It is apparent that funds often do matter in chapter 11 cases. The data strongly
suggest that funds can influence the restructuring efforts of a distressed company.
What is less certain, however, is whether that influence is positively or negatively
associated with value. For example, though the data suggest that companies
targeted by funds are more likely to emerge, this could be attributed to the
investment selection criteria of the fund, the fund's tactics within the chapter 11
case, the fund's resources or expertise, or any other of a multitude of factors. In
addition, cases with funds are more likely to have a CRO and are likely to
experience a pre-petition change at the CEO position. That type of influence may
119
In re Premier Int'l. Holdings, Inc. ("Six Flags"), 423 B.R. 58, 58 (Bankr. D. Del. 2009); In re Lyondell
Chem. Co., 420 B.R. 571, 571 (Bankr. S.D.N.Y. 2009); In re Tribune Co., 464 B.R. 126, 126 (Bankr. D.
Del. 2008); In re Kmart Corp., No. 03-C-0096, 2003 WL 23162412 (Bankr. N.D. Ill. Oct. 28, 2003). See
also Harner, Policy Implications, supra note 2, at 725–27 (discussing Kmart's restructuring); Harner, Activist
Distressed Debtholders, supra note 74, at 167–68 (discussing the Lyondell restructuring). But see, e.g., In re
Am. Remanufacturers, 439 B.R. 633, 633 (Bankr. D. Del. 2010) (dispute between funds holding different
tranches of company's debt arguably caused the conversion of the chapter 11 case to one under chapter 7,
resulting in a fire sale of the company's assets); see also Harner, Policy Implications, supra note 2, at 755–
756 (discussing the In re American Remanufacturers case).
120
Notably, our own data reflect these assertions, at least in regard to one of these factors: case duration.
The presence of a fund vying for control is significantly associated with an increase in the median length of
chapter 11 cases from 325 days to 411 days; however, due to asymmetry in the distribution of case length,
funds do not significantly increase the mean (average) length of chapter 11 cases.
121
See Jiang et al., supra note 70, at 534–37 (describing how hedge funds that serve on the unsecured
creditors committee often object to key plan terms, etc., and that despite these adversarial activities, hedge
fund involvement on creditors' committees has a positive effect on a number of factors). See also Altman,
supra note 73; Li & Wang, supra note 70; Lim, supra note 70; Ellias, supra note 70.
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concern management but, depending on the case and circumstances, may ultimately
benefit the company and all stakeholders. Moreover, a fund's presence did not on
average have a significant impact on the duration of chapter 11 cases, nor did fund
presence affect likelihood of failure (measured by refiling) of the chapter 11 case.
That being said, the most striking aspect to these data is the suggestion that
chapter 11 can function, sometimes quite well, with fund participants. The data
highlighted in this study are informative not only for the differences they show
between fund and non-fund cases, but also for the non-differences; cases with funds
vying for control resemble other chapter 11 cases in various ways. The challenge
then for policymakers, practitioners, and academics is to identify factors that
support value-enhancing activities while mitigating potentially destructive investor
tactics. Notably, this challenge is not all that different from the balancing
historically required of policymakers in the debtor-creditor arena.
Many
creditors—whether funds, banks, landlords, pension funds, or trade creditors—have
the resources and sometimes the intent to delay or derail chapter 11 cases. The one
potential difference is the dearth of information concerning funds' investment
holdings, strategies, and objectives. Nevertheless, as more data are collected and
studies are performed, policymakers should be well equipped to assess and maintain
balance on the chapter 11 playing field.

Copyright 2014 American Bankruptcy Institute. For reprints, contact www.copyright.com.
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FURTHERING THE GOALS OF CHAPTER 11: CONSIDERING THE
POSITIVE ROLE OF HEDGE FUNDS IN THE REORGANIZATION
PROCESS
DANIEL B. KAMENSKY
INTRODUCTION
As an active distressed debt investor, my experience tells me that hedge funds
can play a positive role in the chapter 11 bankruptcy process. Hedge funds are
sophisticated creditors that can work productively with the debtor to achieve
consensus and help create a transparent and efficient bankruptcy process. Through
their actions, hedge funds can help achieve the goals of chapter 11, namely, to
rehabilitate the debtor and maximize value for all stakeholders.
Because hedge funds can be a positive force both in improving the chapter 11
process and in ensuring a successful outcome, the Bankruptcy Code and chapter 11
practice should encourage hedge fund participation—particularly in light of recent
empirical studies that confirm the positive effect hedge fund participation can have
on the bankruptcy process.
I. THE CURRENT STATE OF PLAY
Hedge funds are private investment funds that provide sophisticated investment
management to a diverse range of investors and myriad public trusts, including
pension funds, charitable organizations, university endowments and foundations.
Their structure makes them significantly more flexible than traditional investment
vehicles such as banks; not only are they more likely to take positions in the full
range of debt and equity investments, they are more often able to provide capital in
times of market volatility and distress. Through these functions, hedge funds play
an important role in our financial system: not only do they help investors diversify
their individual security selection risk, they also provide liquidity and price
discovery to capital markets, and capital to companies to allow them to grow or
improve their businesses. In so doing, hedge funds help dampen general market
volatility.1 Accordingly, hedge funds are significant players in the modern capital
markets that strengthen the U.S. capital markets as a whole.



Dan Kamensky is a partner at Paulson & Co. Inc. ("Paulson"), a leading global investment firm. He is
also the chairman of the Bankruptcy and Creditor Rights Working Group of the Managed Funds Association
("MFA"), and submits this paper in his capacity as chairman. Dan offers his thanks to Professors Sharfman
and Warner and the members of the St. John's University ABI Law Review, for inviting him to this
symposium, and to Andy Rosenberg and Lauren Shumejda for their assistance in preparing this submission.
1
See, e.g., William P. Osterberg & James B. Thomson, The Truth About Hedge Funds, CLEV. FED. RES.,
May 1, 1999, http://www.clevelandfed.org/research/commentary/1999/0501.pdf (concluding "the funds'
trading behavior tends to reduce, not increase, the volatility of prices").
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Hedge funds also strengthen the U.S. bankruptcy system. Today, hedge funds
are actively involved in a staggering percentage of all chapter 11 cases.2 Hedge
funds appear at every level of a distressed company's corporate structure, and may
also take on new positions as debtor-in-possession or exit lenders or serve on formal
and informal committees. Thus, hedge funds represent an important creditor group
that essentially did not exist when Congress enacted the Bankruptcy Code in 1978.
However, while the role of hedge funds in bankruptcy is one aspect out of many
that presently is being considered as part of an ongoing discussion of revising the
Bankruptcy Code generally, 3 the mere fact that hedge fund participation in
bankruptcy proceedings has evolved over time is not a reason in and of itself to
reform the Bankruptcy Code. Instead, the appropriate question to ask when
considering reforms to the Bankruptcy Code or to the practice of chapter 11 is
whether recent developments have improved the chapter 11 process and enhanced
the Bankruptcy Code's twin goals of value maximization and rehabilitation. When
considering increased hedge fund participation in chapter 11, the answer to both
questions is yes.

2
Approximately 90%, according to one recent study. Wei Jiang, Kai Li & Wei Wang, Hedge Funds and
Chapter 11, 67 J. FIN. 513, 514 (2012) (sampling 474 chapter 11 reorganizations between 1996 and 2007).
See also Michelle M. Harner, Jamie Marincic Griffin & Jennifer Ivey-Crickenberger, Activist Investors,
Distressed Companies, and Value Uncertainty, 22 AM. BANKR. INST. L. REV. 167, 191 (2014) (concluding
approximately 26% of large chapter 11s between 2000 and 2012 ended with hedge funds owning majority of
the reorganized entity, either through controlling stake in the equity or through 363 sale of substantially all
assets); Edward I. Altman, The Role of Distressed Debt Markets, Hedge Funds and Recent Trends in
Bankruptcy on the Outcomes of Chapter 11 Reorganizations, 22 AM. BANKR. INST. L. REV. 75, 76 (2014)
(estimating there is currently between $400-450 billion in capital invested in distressed debt in U.S.).
3
In particular, in June 2011, the American Bankruptcy Institute ("ABI") announced the creation of a
commission to study chapter 11 reforms, which would focus in particular on what changes might be
necessary "[i]n light of the expansion of the use of secured credit, the growth of distressed-debt markets and
other externalities that have affected the effectiveness of the current Bankruptcy Code[.]" See Purpose of
Commission, ABI Commission to Study the Reform of Chapter 11, available at
http://commission.abi.org/purpose-commission. See also Robert J. Keach, Commission to Explore
Overhauling Chapter 11, AM. BANKR. INST. J., June 2011, at 36 ("This new column focuses on sections of
the Bankruptcy Code and Rules that may be in need of improvement."). Members of the MFA, along with
many other participants in chapter 11, practitioners, and academics, have submitted testimony to the ABI
commission on various topics during field hearings, and also serve on subcommittees that are considering
particular issues, including governance in chapter 11, claims trading, and valuation. It may be, however, that
at the conclusion of this process, the commission determines that the best course of action is to make few, if
any, structural or statutory modifications to the existing chapter 11 process.
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II. HOW HEDGE FUND PARTICIPATION BENEFITS THE CHAPTER 11 PROCESS &
FURTHERS THE GOALS OF THE BANKRUPTCY CODE
Chapter 11 works best when creditors are actively involved with the debtor. An
active creditor body is essential to the debtor-in-possession model functioning as it
was intended: through give-and-take between a debtor and its creditors to negotiate
creatively to arrive at the best possible outcome for all parties in interest.4 This is
not a unique viewpoint. In the words of Professor Harner, who participated at this
symposium:
[T]he concept underlying chapter 11—bringing the debtor and all
of its key stakeholders to the negotiating table to resolve the
debtor's financial distress—has significant value . . . . Encouraging
more parties to participate may enhance that dialogue by
introducing additionally and potentially different perspectives on
value creation.5
Hedge funds play an increasingly important role in this dynamic—as
sophisticated financial actors, they have the interest, knowledge and flexibility to
work with the debtor and other creditor constituencies to find creative solutions and
push for the right outcomes.
A. Allocations of Capital & Other Process Efficiencies
Claims trading is a necessary by-product of hedge involvement in bankruptcy
cases because hedge funds provide liquidity to original and secondary holders by
purchasing claims. Some have debated whether the purchase and sale of claims
against a debtor in the secondary market should be limited or subject to regulation.
Because hedge funds create efficiencies in the chapter 11 process and improve the
active, productive negotiations that are critical to maximizing value for all
stakeholders6 claims trading benefits chapter 11 and should not be limited during
the chapter 11 process.7
4
See H.R. REP. NO. 95-595, at 235 (1977) ("[D]ebtor remains in possession and control, and must work
with its creditors to formulate a plan and conduct its business. The need for cooperation is greater, and the
need for negotiation more pronounced.").
5
Michelle M. Harner & Jamie Marincic, Behind Closed Doors: The Influence of Creditors in Business
Reorganizations, 34 SEATTLE U. L. REV. 1155, 1182 (2011). See also David L. Perechocky, Should Ad Hoc
Committees Have Fiduciary Duties?: Judicial Regulation of the Bankruptcy Market, 86 AM. BANKR. L.J.
527, 529 & n.5 (2012) ("The common narrative is that the Bankruptcy Code strikes an appropriate balance
between debtors and creditors, and is a system uniquely suited for situations involving multiple creditors"
because of collective action problems outside of bankruptcy).
6
See, e.g., Michael DeMarino, Rule 2019: The Debtor's New Weapon, 42 J. MARSHALL L. REV. 165, 183
(2008) (emphasizing hedge fund ability to increase efficiency by increasing secondary debt liquidity); Davy
V.H. Nguyen, Too Big to Fail? Towards a Sovereign Bankruptcy Regime, 45 CORNELL INT'L L.J. 697, 699
(2012) (stating hedge funds are "able to negotiate greater settlements with sovereign debtors").
7
See Chaim J. Fortgang & Thomas Moers Mayer, Trading Claims and Taking Control of Corporations
in Chapter 11, 12 CARDOZO L. REV. 1, 5 (1990) ("In sum, creditors and shareholders of chapter 11 debtors
benefit from the existence of public and nonpublic markets for their claims and stock.").
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Specifically, claims trading promotes efficiencies by introducing sophisticated
financial actors with the expertise and experience necessary to engage with the
debtor and other constituencies in active and productive ways to unlock value. 8
Claims trading typically causes claim consolidation as well, as a handful of
investors purchase myriad smaller claims to establish a larger position.9 This can
also encourage efficient negotiations, since a debtor can engage in targeted
negotiations with the key creditors needed to confirm a plan.10 Thus, claims trading
facilitates the creation of an efficient and effective negotiating dynamic, which is a
central tenet of the U.S. debtor-in-possession model.
Hedge funds and other distressed debt investors generally have the financial
resources to invest in distressed enterprises (in contrast to most unsecured creditors)
and a willingness to accept equity in exchange for their claims (in contrast to many
traditional investors). Therefore, by bringing these parties into the bankruptcy
process, claims trading can provide distressed companies with additional financing
options at critical moments during the process, including the ability to reduce the
cash needed to exit chapter 11 through debt-to-equity conversions.11
More generally, claims trading in bankruptcy supports the efficient allocation of
capital in the broader markets.12 It provides an exit for creditors who lack either the
financial ability or the willingness to wait until the chapter 11 case concludes to
realize a return on their claims.13 For a wide range of creditors, from small trade
vendors without the resources or knowledge to participate in the process, to
institutional investors that may not own defaulted loans or bonds, the ability to cash
out—even at a discount—is valuable because it allows them to adjust their own risk
profiles. By freeing up capital and allowing creditors to deploy their resources as
their risk/return perceptions may change over time, the secondary claims trading

8
See Paul M. Goldschmid, More Phoenix Than Vulture: The Case for Distressed Investor Presence in
the Bankruptcy Reorganization Process, 2005 COLUM. BUS. L. REV. 191, 259 (2005) (concluding that "the
arrival of distressed debt investors can add new, positive energy to the reorganization process."); see also
Adam J. Levitin, Bankruptcy Markets: Making Sense of Claims Trading, 4 BROOK. J. CORP. FIN. & COM. L.
67, 71 (arguing that claims trading can "facilitate more efficient bankruptcy negotiations and help
reorganizations").
9
See Levitin, supra note 8, at 73 (noting benefits of claims consolidation facilitated by claims trading).
10
See 11 U.S.C. § 1126(c) (2012) (prescribing class acceptance of plan as two-thirds in amount and at
least one-half in number voting to accept).
11
See generally Martin Eisenberg, When Hedge Funds Invest in Distressed Debt, 238 N.Y. L.J. 11 (Oct.
15, 2007) ("A balanced assessment of the impact of distressed investing in bankruptcy proceedings
demonstrates that distressed investors are beneficial to the reorganization process contributing, among other
things, substantial resources in the form of capital, financial acumen and expertise."); Goldschmid, supra
note 8, at 260–64 (using Vantico's restructuring, Exide Technologies' bankruptcy and empirical research to
show how hedge funds use claims trading to provide efficient options for distressed companies).
12
See Levitin, supra note 8, at 74 (analyzing benefits of claims trading to "emphasize efficiency gains
both in bankruptcy and in the capital markets").
13
See id. at 73 (favoring claims trading because it allows exit for creditors who want to cut loose from
bankruptcy process because of liquidity constraints, administrative hassle, expense, and to avoid adversarial
relationship with debtor).
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market increases availability and decreases the cost of capital in the broader
markets.14
B. Improving Post-Emergence Results
Hedge funds can help ensure that plans of reorganization are feasible. At
confirmation, a debtor must establish that there exists a reasonable likelihood that it
will be commercially viable after emergence.15 Since investors who purchase claims
often become the new owners of a company upon emergence, they have a strong
incentive to maximize value and improve the company's overall business
performance. 16 Thus, the active involvement of these investors, including their
rigorous testing and assessment of the debtor's financial condition and its exit
strategy, can benefit the process.
Hedge funds are well equipped for this function. They have both the resources
and expertise to carefully scrutinize and analyze management projections and other
financial data and, in turn, evaluate whether the debtor's suggested path out of
chapter 11 actually represents the best outcome.17 In a model that is premised upon
the give-and-take between management and creditors, and active engagement by
creditors in developing a plan, the addition of a sophisticated financial player with
the motivation and ability to independently analyze the debtor's financial condition
is a positive development.18
Recent studies confirm that active involvement by distressed investors in a
bankruptcy case increases the company's enterprise value and improves its
performance post-reorganization.19 In other words, hedge fund involvement helps
14
See id. at 73–76 (summarizing primary benefits offered by claims trading and collecting commentary
thereon).
15
See 11 U.S.C. § 1129(a)(11) (requiring the court find "[c]onfirmation of the plan is not likely to be
followed by the liquidation, or the need for further financial reorganization, of the debtor or any successor to
the debtor under the plan"); see also In re Texaco Inc., 84 B.R. 893, 910 (Bankr. S.D.N.Y. 1988) (noting
feasibility requires "reasonable assurance of commercial viability.").
16
See Written Statement of Daniel B. Kamensky, American Bankruptcy Institute Field Hearing on Chapter
11 Reform (October 17, 2012).
17
See Douglas G. Baird & Donald S. Bernstein, Absolute Priority, Valuation Uncertainty, and the
Reorganization Bargain, 115 YALE L.J. 1930, 1942 (2006).
18
See Eisenberg, supra note 11, at 12 (stating "hedge funds, complimented by their innovation and
unconventional perspective, will continue to have a positive impact on the bankruptcy process"). More
broadly, commentators recognize the role investors can play in disciplining management. See Harner &
Marincic, supra note 5, at 1178 (acknowledging role of investors in disciplining debtor and representing
creditor body more evenly in negotiations with debtor and other creditors); Edith S. Hotchkiss & Robert M.
Mooradian, Vulture Investors and the Market for Control of Distressed Firms, 43 J. FIN. ECON. 401, 401
(1997) (concluding active investors add value through "disciplining managers").
19
In particular, the recent empirical study by Wei Jiang shows that hedge fund involvement in chapter 11,
among other things: (1) increases the likelihood of a successful reorganization; (2) results in higher
recoveries for junior classes; (3) creates efficiencies in the process, particularly by curbing management
overreaching; and (4) enhances the company's overall value and reduces its leverage upon emergence. See
Jiang, et al., supra note 2, at 514–15. The study also refutes the notion that hedge funds have short-term
investment strategies, and instead shows that funds are increasingly focused on loan-to-own strategies where
they benefit from the positive long-term prospects of the reorganized company. See id. at 515. See also
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ensure feasibility, which should reduce repeated chapter 11 filings by the same
company—so-called "chapter 22s."20 To reiterate: where hedge funds are actively
involved, creditors experience higher overall recoveries and companies are more
likely to reorganize successfully. Even more telling, these results are consistent
with recent empirical studies of hedge fund activism outside of bankruptcy as
well.21 This implies that, contrary to certain perceptions, hedge funds are not getting
the benefit of higher recoveries at the expense of other unsecured creditors or equity
holders. Nor are they creating artificial, short-term value improvements so they can
cash out promptly. Instead, hedge funds can help to enhance the value of the
surviving enterprise, thereby increasing the "size of the pie" for all parties in
interest.22
III. EXEMPLAR: PAULSON'S RECENT EXPERIENCES
My own experiences at Paulson underscore many of these themes, and are
consistent with the conclusion that hedge funds can play a positive role in
bankruptcy. Paulson has been involved in many of the largest bankruptcies of the
last credit cycle from 2008-2012. During this time, Paulson has had a positive
impact on several companies in bankruptcy.
Paulson has helped companies reduce leverage and emerge from bankruptcy as
successful going concerns by accepting equity on account of their debt claims. For
example, in the Delphi Automotive bankruptcy cases 23 and the Houghton Mifflin
Harner, et al., supra note 2, at 168 n.2, 179 n.80 (collecting results of other recent and pending empirical
studies that show, among other things, that hedge funds improve corporate governance and operating
performance of reorganized companies, and that their involvement in chapter 11 is associated with greater
deleveraging during the case).
20
See generally Edward I. Altman et al., Post-Chapter 11 Bankruptcy Performance: Avoiding Chapter
22, 21 J. APPLIED CORP. FIN. 53 (2009) (analyzing recidivism in bankruptcy).
21
See Lucian A. Bebchuk, Alon Brav & Wei Jiang, The Long-term Effects of Activism, (Colom. Bus. Sch.
Research
Paper
No.
12-66)
(July 9,
2013)
(manuscript
at
3–4)
available
at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2291577 (finding no evidence that a business's operating
performance declines after fund actions; no evidence that stock prices diminish after fund intervention, even
after 5 years; and no evidence that stock prices diminish once fund ceases to be majority or significant
owner, again even 5 years later; therefore, concluding "policymakers and institutional investors should not
accept the validity of assertions that interventions by hedge funds are followed by long-term adverse
consequences for companies and their long-term shareholders."). See also Dionysia Katelouzou, Myths and
Realities of Hedge Fund Activism: Some Empirical Evidence, 7 VA. LAW & BUS. R. 459, 482, 489, 508
(2013) (refuting notion that funds are merely interested in short-term investment and finding that aggressive
fund strategies, when used, cause stock prices to rise; therefore, concluding that objections to activism are "a
myth" and counseling against changes that would combat this trend, citing in particular fact that hedge fund
activism can "reshape corporate governance in a manner more conducive to the needs of shareholder value").
22
See Jiang et al., supra note 2, at 556 (concluding "the favorable outcomes for claims in which hedge
funds invest do not come at the expense of other claimholders—they are more likely to result from value
creation by alleviating financial constraints and mitigating conflicts among difference classes of claims.").
Said differently, fund involvement is associated with efficiency gains, not value extraction. See Hotchkiss &
Mooradian, supra note 18, at 404, 427 (finding distressed debt investments have positive valuation effects
on their targets, and thus they "do more than bargain to increase distributions on their own behalf.").
23
In re Delphi Corp., No. 05-44481 (Bankr. S.D.N.Y.).
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Harcourt bankruptcy cases,24 Paulson and other existing debtholders converted their
debt to equity, which enabled the companies to emerge from bankruptcy with a delevered capital structure positioned for growth. 25 Notably, in Delphi, the hedge
funds did so despite the volatile capital markets in 2009 and an uncertain business
path, which made traditional financing opportunities scarce.26
Paulson has also provided new financing to companies to enable them to exit
chapter 11. The Extended Stay bankruptcy cases in 2009-2010 are one such
example. 27 There, Paulson and its partners were the successful bidders at a
contentious section 363 auction for the Extended Stay business. 28 Under the
resulting plan, Paulson and its partners acquired the company and capitalized it with
hundreds of millions of dollars to enable it to invest in renovations and maintain the
business.29
Finally, through its position as a large creditor, Paulson has helped facilitate
compromises and settlements in contested cases. A prime example is the Lehman
bankruptcy cases, where Paulson helped achieve a global compromise that was
praised by the bankruptcy judge overseeing the proceedings. 30 That compromise
was aided by the concentration of significant amounts of debt in the hands of a
much smaller group of creditors (namely, hedge funds) through active claims
trading in the case.
Notably, Paulson was a long-term investor in each of these companies. Thus,
Paulson's experiences help challenge the notion that hedge funds are short-term
investors seeking quick turnarounds at the expense of business fundamentals or
third parties.31

24

In re Houghton Mifflin Harcourt Publ'g Co., No. 12-15610 (Bankr. D. Mass.).
See Nick Bunkley, After 4 Years, Delphi Exits Bankruptcy With Sale of Assets to Lenders and G.M.,
N.Y. TIMES, Oct. 7, 2009, available at http://www.nytimes.com/2009/10/07/business/07delphi.html
(explaining company's existing lenders "agreed to forgive about $3.4 billion in debt and invest $900 million
into the company" upon emergence); D.C. Denison, Houghton Mifflin Harcourt Emerges from Bankruptcy,
BOSTON GLOBE, June 23, 2012, available at http://www.boston.com/businessupdates/2012/06/22/houghtonmifflin-harcourt-emerges-from-bankruptcy/NO50JzPtIlb3n4RaFjz3oI/story.html
(stating
company's
creditors agreed to exchange their debt for equity, eliminating $3.1 billion in debt).
26
See Bunkley, supra note 25.
27
In re Extended Stay Inc., No. 09-13764 (Bankr. S.D.N.Y.).
28
See Nadja Brandt, Extended Stay Exits Bankruptcy Amid Sale of Company, BLOOMBERG, Oct. 8, 2010,
http://www.bloomberg.com/news/2010-10-08/extended-stay-exits-bankruptcy-amid-sale-of-companyupdate1-.html.
29
See id.
30
See Transcript of Hearing Held Sept. 19, 2012 at 14:16–19, In re Lehman Bros., No. 08-13555 (Bankr.
S.D.N.Y.) ("The accomplishments in this bankruptcy case speak for themselves and no one group can take
credit for it; it's an interactive process that produced a consensual outcome of remarkable proportions."); In
re Lehman Bros. Holdings Inc., 487 B.R. 181, 181 (Bankr. S.D.N.Y. 2013) ("These historic bankruptcy
cases have been characterized by professional excellence and creative problem solving leading to
negotiation, cooperation and the ultimate compromise of conflicting positions.").
31
See, e.g., Jonathan C. Lipson, The Shadow Bankruptcy System, 89 B.U. L. REV. 1609, 1662 (2009)
(discussing potential for shorter investment horizons to impact firm's reorganization); but cf. Jiang et al.,
supra note 2, at 556 (offering empirical evidence to dispute this contention).
25
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IV. THE FUTURE OF CHAPTER 11
Any modifications to the Bankruptcy Code or chapter 11 practice should be
considered in light of how those changes will improve or impair the ability of
parties to accomplish the rehabilitative and value-maximizing goals of chapter 11
and the negotiating dynamic on which chapter 11 practice is premised. This paper
identifies some of the many ways in which hedge funds can contribute positively to
improve both the bankruptcy process and the substantive outcome. As such, the
Bankruptcy Code and chapter 11 practice should be structured to encourage their
continued involvement and participation in the bankruptcy process. This can be
accomplished generally by creating consistent and well-defined rules of the road,
promoting liquidity and capital investment, increasing transparency, management
and board accountability, and improving the flow of information to creditors. More
specifically:
First, the increasing use of equitable remedies should be reconsidered.
Equitable subordination, vote designation and disallowance32 should be used solely
to curb behavior that is illegal, harms other creditors, or is otherwise antithetical to
the goals of chapter 11.33 To deploy these remedies for anything less extends them
beyond their intended equitable goals, while casting uncertainty on hedge funds'
ability to participate in the case for strategic purposes. Accordingly, to the extent
that cases such as DBSD North America—where the bankruptcy court designated
the rejecting plan vote of a claims purchaser because the party had purchased claims
and voted against the plan in an effort to acquire the debtor's assets for its own
strategic purposes—become a trend, this would be a real cause for concern.34 Courts
recognize that parties in bankruptcy frequently have ulterior motives and their
decisions in a case are informed by self-interest, and that this alone does not warrant
designation or applying other equitable remedies. But it should be remembered that
these motivations can, in many cases, actually benefit a case, such as in instances
where hedge funds purchase claims in the fulcrum class to gain ownership of the
reorganized entity, and thereby enable a debt-for-equity conversion. To penalize
secondary market participants for actions (and motivations) that are legal, consistent
with the goals of chapter 11, and do not disadvantage or harm other creditors,

32

See 11 U.S.C. §§ 502(d), 510(c), 1126(e) (2012).
See, e.g., In re Adelphia Commc'ns Corp., 359 B.R. 54, 56, 61 (Bankr. S.D.N.Y. 2006) (noting vote
designation of a "drastic remedy" that should be "the exception, not the rule" and it is appropriate only
"when the voting process is being used as a device with which to accomplish some ulterior purpose, out of
keeping with the purpose of the reorganization process itself, and only incidentally related to the creditor's
status qua creditor") (internal citations omitted); In re W.T. Grant Co., 4 B.R. 53, 74 (Bankr. S.D.N.Y.
1980), aff'd 699 F.2d 599 (2d Cir. 1983) (finding equitable subordination to be "extraordinary remedy" that
should be used sparingly).
34
See DISH Network Corp. v. DBSD N. America, Inc. (In re DBSD N. America, Inc.), 634 F.3d 79, 104–
05 (2d Cir. 2011) (upholding decision to designate votes pursuant to section 1126(e) based on creditor's bad
faith).
33
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forecloses the advantages hedge funds can offer. 35 Moreover, such remedies, if
indiscriminately applied, may cause capital to flow to other markets with more
defined and transparent rules.
Nor should equitable remedies be utilized if they do not actually curb bad
behavior. Applying these remedies to disallow claims purchased in the secondary
market by good faith, innocent purchasers is one such example, since doing so
inappropriately penalizes innocent parties for the actions of others without curbing
bad acts. 36 Using these remedies as strategic weapons to gain leverage—the
invocation of these remedies by the out-of-the-money equity committee in WaMu,
for one—is another example.37 In neither circumstance is the goal of remedying or
deterring egregious behavior accomplished; instead, these efforts interject
uncertainty into the market and complicate the chapter 11 process. They should not
be permitted.
Second, the uncertainty caused by the WaMu decision must be addressed, lest it
adversely impact the robust negotiating dynamic upon which chapter 11 relies. In
the hedge fund world, WaMu stands for the proposition that a hedge fund that
participates in plan negotiations with a debtor is at risk of becoming a temporary
insider, thereby facing allegations of insider trading if it continues to trade the
debtor's claims in the secondary market—even if such trading is performed in
compliance with a cleansing provision or on the other side of an ethical wall.38 As
Judge Peck observed at this symposium, this has led some funds to determine that
the most prudent course of action is to opt out of such negotiations, lest they be
deemed an insider. 39 This impairs active negotiation in bankruptcy, since the
absence of an often-key and substantial creditor from such negotiations may delay,
complicate, and even harm those negotiations. After all, absent a commitment by
all large creditor groups to a plan, the debtor cannot be assured of an affirmative
35

While it is clear that a creditor cannot use its position to disadvantage similarly situated creditors, see
In re Allegheny Int'l, Inc., 118 B.R. 282, 289–90 (Bankr. W.D. Pa. 1990), DBSD arguably went further,
penalizing a creditor interested in a strategic transaction that could have benefited parties in interest.
Moreover, favoring original creditors over secondary purchasers is contrary to the basic principle of equal
treatment for similarly situated creditors.
36
In re Enron Corp., 379 B.R. 425, 439 n.76, 447 (Bankr. S.D.N.Y. 2007), is instructive in this regard.
There, the court concluded that equitable subordination and disallowance resulting from misconduct by a
creditor should not be applied to "good faith open market purchasers of claims" where other more
appropriate remedies, i.e., lender liability rules, exist to address wrongful behavior. But cf. In re KB Toys,
Inc., 470 B.R. 331, 343 (Bankr. D. Del. 2012) (reaching contrary decision with respect to trade claims,
though refraining from commenting about such remedies for transferred public securities).
37
See In re Wash. Mut., Inc., 461 B.R. 200, 254 (Bankr. D. Del. 2011), vacated in part, No. 08-12229,
2012 WL 1563880 (Bankr. D. Del. Feb. 24, 2012) ("The Equity Committee has recently filed a motion for
authority to prosecute an action to equitably subordinate or disallow the Settlement Noteholders' claims.").
38
See id. at 263 ("The Equity Committee and the TPS Group contend that the Settlement Noteholders
became temporary insiders when they were given material non-public information creating a fiduciary duty
on their part towards other creditors and shareholders.").
39
See Hon. James M. Peck, Settlement Talks in Chapter 11 After "WaMu": A Plan Mediator's
Perspective, 22 AM. BANKR. INST. L. REV. 65, 67 (2014) (stating "[m]any distressed hedge funds are opting
not to engage in negotiations that might expose them to any incremental threat of potential liability based on
insider trading claims").
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vote during solicitation. Accordingly, steps must be taken to enable hedge funds to
fully engage in confidential plan negotiations—including the receipt of material
non-public information with appropriate cleansing mechanisms—without being
deemed insiders. In this respect, Judge Peck's recommendation for more ResCaplike protective orders is worthy of consideration.40
Third, more information about the debtor must be provided to creditors to
promote their meaningful participation in negotiations and plan development.
Outside of bankruptcy, transparent financial reporting by companies is necessary
for the market to function properly. In bankruptcy, this is absolutely essential;
without accurate information about the debtor, creditors lack the information
necessary to fully assess a debtor's proposed plan.41 Yet in practice, accurate and
useable financial information about the debtor is often unavailable. Though efforts
have been made to address this issue (for example, requiring official creditors'
committees to "provide access to information"42), these efforts have been largely
unsuccessful. This is particularly true for monthly operating reports, which include
voluminous financial data about the debtor, but little or no analysis. As such, these
reports are of little practical utility to a creditor seeking to assess its claims or the
debtor's proposed path to emergence.43 Because adequate information is essential
for meaningful creditor participation in chapter 11, increasing the flow of
information to creditors would yield a better process.
Preserving management oversight by creditors is similarly important.
Productive discussions between management and creditors require an alignment of
interests regarding the rehabilitation of the company and the maximization of value.
Yet inadequate management oversight and accountability can lead creditors to
distrust the debtor's decisions about its future. This is particularly true when
creditors will become the future owners of the business by receiving equity under a
plan. Therefore, in conjunction with increasing information flow to creditors,
consideration should be given to enhancing the ability of creditors to appropriately
40
See Peck, supra note 39, at [8–9] (referring to Order in Aid of Mediation and Settlement, In re Res.
Cap., LLC (Bankr. S.D.N.Y.) (Case No. 12-12020) [Dkt. No. 4379]. A similar protective order was entered
in the Vitro bankruptcy cases. See Order in Aid of Settlement Negotiations, In re Vitro S.A.B. de C.V.
(Bankr. N.D. Tex.) (No. 11-33335-hdh-15) [Dkt. No. 311].
41
See, e.g., Ziad Raymond Azar, Bankruptcy Policy: A Review and Critique of Bankruptcy Statutes and
Practices in Fifty Countries Worldwide, 16 CARDOZO J. INT'L & COMP. L. 279, 373 (2008) (noting
importance of "the continuous flow of information to creditors throughout [the bankruptcy process]").
42
11 U.S.C. § 1102(b)(3) (2012).
43
Compounding this problem is the ability of certain public reporting companies to stop their SEC
reporting while in bankruptcy. See SEC Staff Legal Bulletin No. 2 (April 15, 1997), available at
http://www.sec.gov/interps/legal/slbcf2.txt ("Companies in bankruptcy are not relieved of their reporting
obligations."). The MFA has made suggestions to correct the shortcomings of the current reporting
obligations, such as establishing more consistent rules and guidelines. See Letter from Stuart J. Kaswell,
Exec. Vice President & Managing Director, General Counsel, Managed Funds Ass'n, to Clifford J. White III,
Director, Exec. Office of the U.S. Trustees, U.S. Trustee Program (October 7, 2013), available at
https://www.managedfunds.org/wp-content/uploads/2013/10/MFA-USTP-Ltr-on-MORs-final-10-7-13.pdf
("We believe that the public would benefit from improved financial disclosure in chapter 11 cases."). The
MFA hopes for a prompt resolution of this matter.
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monitor management during a chapter 11 case.44 For example, some have proposed
that the role of chief restructuring officers be expanded in chapter 11 to
counterbalance the perceived influence of secured creditors. While this suggestion
may have merit, chief restructuring officers should also be able to counterbalance
any perceived conflict or self-interest of management, when necessary. To
accomplish this goal, such individuals would have to be truly independent, selected
and appointed through an appropriate process with meaningful input by all
creditors.
Finally, the mandate and function of the official creditors' committee should be
reexamined. As corporate capital structures continue to evolve and grow ever more
complex, certain creditor constituencies are increasingly underrepresented on the
official creditors' committee. 45 This underrepresentation is one factor driving the
prevalence of ad hoc committees in recent years (and all the attendant litigation,
including the Rule 2019 debate 46 ), where creditors band together outside of the
official committee structure to ensure their interests are protected.47 However, ad
hoc committees are not perfect substitutes for statutory committees. In particular,
they do not enjoy the same protections or benefits.48 They are imperfect solutions.
Structural changes and other steps should be considered to ensure that official
committees accurately and appropriately represent the creditor body and those
parties with a financial stake in the outcome of the case.
CONCLUSION
Hedge fund involvement in bankruptcy is complex, with many different
participants operating with many different goals. 49 Accordingly, in considering
whether changes to the Bankruptcy Code or Rules are appropriate or necessary in
light of the increase of hedge fund involvement in chapter 11, care must be taken.
Statutory changes are blunt instruments, as the 2005 amendments to the Bankruptcy
44

See Jiang et al., supra note 2, at 514 (suggesting hedge funds can help create more "managementneutral" chapter 11 dynamic that appropriately balances competing interests of management and creditors).
45
See Kurt F. Gwynne, Intra-Committee Conflicts, Multiple Creditors' Committees, Altering Committee
Membership and Other Alternatives for Ensuring Adequate Representation Under Section 1102 of the
Bankruptcy Code, 14 AM. BANKR. INST. L. REV. 109, 110 (2006) (noting alleged "competing fiduciary or
contractual dut[ies]" of committee members may prevent them from properly representing constituents'
interests).
46
See In re Northwest Airlines Corp., 363 B.R. 704, 709 (Bankr. S.D.N.Y. 2007) (addressing application
of Rule 2019 disclosures to informal, ad hoc committees); see also In re Wash. Mut., Inc., 419 B.R. 271,
275 (Bankr. D. Del 2009) (concluding ad hoc committees "must comply with Rule 2019").
47
See Perechocky, supra note 5, at 529–30 ("Often, multiple investors, hedge funds and claims traders
will work together in informal, or 'ad hoc,' groups, sharing resources and cutting administrative costs.").
48
Nor are they fiduciaries for parties other than themselves. But see In re Washington Mut., Inc., 419
B.R. at 278 (finding "the case law . . . suggests that members of a class of creditors may, in fact, owe
fiduciary duties to other members of the class"); see also Perechocky, supra note 5, at 560–61 (analyzing
these decisions and arguing that it is inappropriate to impose fiduciary duties on unsecured creditor groups,
when similar secured creditor groups (namely, loan syndicates) are not so burdened).
49
See, e.g., Levitin, supra note 8, at 97 (outlining different types of claims traders, which are "comprised
of dynamic, multi-motivational, and overlapping sub-markets").
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Code made clear, and are often inappropriate tools to correct specific outlying
behavior.
It is simplistic to suggest one-size "solutions" for a single "problem," unless the
goal is to end hedge fund involvement entirely. Any such goal is entirely
inadvisable and is not supported by fact. Recent data, including some of the data
introduced at this symposium, clearly refutes certain negative perceptions about
hedge fund participation in bankruptcy, and reveal them as misperceptions: beliefs,
without factual basis.50 Professor Harner has suggested that suspicions about hedge
fund participation in bankruptcy may be due, in part, to a lack of information.51
Therefore, more data is needed so that the debate over hedge funds is based on fact,
rather than anecdotal evidence where unique and specific cases and actions are used
to exemplify the entire arena of hedge fund participation in chapter 11.52
This paper is submitted to outline some of the ways in which hedge funds can
benefit the chapter 11 process, and to suggest that statutory changes that limit hedge
fund involvement in chapter 11 would have broad negative repercussions: that
impairing the contributions of hedge funds in chapter 11 would impede the chapter
11 process as a whole.

50

See Jiang et al., supra note 2, at 556 (concluding hedge fund presence in bankruptcy process results in
favorable outcomes while creating value and "mitigating conflicts").
51
See Michelle Harner, Trends in Distressed Debt Investing, 16 AM. BANKR. INST. L. REV. 69, 71 (2008)
("The lack of transparency in the activities of distressed debt investors creates uncertainty and unease with
respect to their involvement in chapter 11 cases.").
52
For example, the Tribune cases are frequently utilized as the poster child of how hedge funds delay and
complicate a chapter 11 case. But Tribune involved many complexities, including a $2 billion fraudulent
conveyance litigation and multiple competing plans, and is far from the norm. Given that an independent
third party concluded that colorable claims of fraud and other wrongdoing existed, it should be no surprise
that the case was litigious. See Report of Kenneth N. Klee, as Examiner, In re Tribune Co. (Bankr. D. Del.)
(No. 08-13141) [Dkt. Nos. 5247-5250] (concluding colorable fraud and other claims likely existed against
Tribune's management related to pre-petition financing transactions).

Copyright 2014 American Bankruptcy Institute. For reprints, contact www.copyright.com.

760

Educational Materials
Friday October 10, 2014 10:30 AM - 11:30 AM
NCBJ Plenary Session

All the Courtroom’s A Stage:
Honing Courtroom Presentation Skills

Presented By

761

Friday, Ootober l0 | East Tower, Grand Ballroom I l0:20 am

-

I l:20 am

ALL THE COT]RTROOOM'S A STAGE:
HONING COURTROOM PRESENTATION SKILLS
Judses
Hon. Bernice Bouie Donald
Hon. Ann C. Williams
Hon. Richard L. Wynne

Young Guns
Shay A. Agsten
Stephen E. Hessler
Ori Katz
Demetra L. Liggins

Exnert Witness
Timothy J. Dragelín

TABLE OF CONTENTS
L

In re Commercial Real Estate, LLC -

BE
A

The Fact Pattem

il.

The Dos and Don'ts of Effective Oral Advocacy

IIl.

Dos and Don'ts of Effective Oral and Written Advocacy

IV.

Dos and Don'ts of Written Advocacy

B

*These materials have been reprinted with permission
from the American Bankuptry Institute and the original
AutÀors

c

*These materials have been reprinted with permission
from the American Bankruplcy lnstitute and the original
Authors

D

*These materials have been reprinted with permission
from the American Bankruptcy lnstitute and the original
Authors

762

In re Commercial Real Estate LLC
Fact Pattern

A.

General Backsround

On January 6,2012 (the "P9!¡!þU-DA!9"), Commercial Real Estate, LLC C"'ÇBE"

or the "Debtor") filed a voluntary petition for relief under Chapter

II of Title II of the

United States Code (the "BaakqpIçylsd9).
The Debtor owns two office buildings located in Anytown, North Carolina and

pays management fees and other expenses to an affiliate, Affiliate Corporation, to
maîage the Debtor's property. These Class A office buildings, which are located within

a

larger mixed-use development, each have approximately 100,000 square feet of

leasable space. Currently, the office buildings are approximately 90Yo leased. CRE also

owns adjacent vacant land totaling approximately 12 acres, which has been approved for

office buildings. The ofÏrce buildings and the vacant are collectively referred to herein
as the

"Prqpg!U."
CRE began construction of the office buildings in 2008, completing the first of

two buildings, Section

l, in 2009.

The second building, Section 2, was constructed and

opened shortly thereafter. CRE leases office space at the Prope'rty to a number of tenants,

which currently occupy approximately

90Yo

of the leasable space. Included in the various

lease terms are certain rental concessions used by the Debtor to secure leases with va¡ious

tenants (e.9., periods of free or reduced rent). Further, Affiliate Corporation occupies
leasable space for

free. A chart summarizing the tenants and

lease periods is included

below.
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The vacancy rate of the Property is slightly better than the Property's sub-marketr

for Class A office space, which was approximately

13.9o/o

during the first quarter of

2012.2 This vacancy rate amounts to roughly 535,000 available square feet in the
Property's sub-market. As of the first quarter 2012, total vacant Class A office space in
the entire Region3 totaled approximately 4,100,000 square feet or

13.9%o

of the leasable

space.o

B.

Lender's Claim

The Debtor's primary secured lender (the "Lender"), has first priority perfected
liens on substantially all of the Debtor's assets, including real and personal pursuant to
I

The West submarket as defined by the Business Journal and Space Survey is the market directly west of downtora,n
boarded by U.S. Highway 33 on the east, U.S. Highway ó6 on the south and west and Church Road, Tree Drive and
U.S. Highway 1 on the north.
2
3

4

Business Joumal and Space Swvey, Q2 2012.

This area includes Green, Gold and Blue Counties.
Business Joumal and Space Survey, Q2 2012.
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four notes (the "Pæ-Pcûlipql$a1qt') and carrying varying rates of interest.s The PrePetition Notes matured on December 15,2011(the "Me!Eity_Ðatq").
On May 1,2012, the Lender filed a secured proof of claim (the

"Lçqdq'sll4in")

[Claim No. l0] in the amount of $39,236,631. Following the Debtor's objection, the
bankruptcy court reduced the Lender's Claim to $39,063,661.91.

C.

Collateral Value

For purposes of the Confirmation Hearing, the Lender and Debtor have stipulated

to a value of$38,390,000 for the Property. This value is based upon appraisals prepared
in January 2012 on behalf of Big Bank, the previous noteholder.

The Debtor has valued its personal propefiy at $2,400,000 in the Disclosure

Statement. According to the Disclosure Statement, the personal property includes
$2,000,000 in accounts receivable owed to the Debtor by its insiders, affrliates and equity
holders.

D.

Plan Summary

According to the Disclosure Statement, the Debtor began to experience financial

difficulties due to the decline in the overall global economy, tax gamishments of tenant
rents by Blue County, and an inability to reach an agreement with Big Bank (predecessor

to the Lender). CRE filed this Chapter I I case in response to the gamishment action.
Based on the information contained in the Lender's Claim, CRE failed to make certain

monthly installment payments of principal and interest and failed to pay the principal
balance

of its loans at the Maturity

Date, as required under the loan documents.

5

The notes and interest rates (as summarized in the Plan) are as follows: Note 1 in the current amount of
$14,617,241at LIBOR plus 3.0% with a floor of 5.0oá; Note 2 inthe current amount of$5,809,877 at the Prime
Rate plus 1.75%; Note 3 in the current amount of$16,671,236 at the Prime Rate plus 1.75%; and Note 4 in the
current amount of S1,974,239 at the Prime Rate plus 1.75%. As ofAugust 2012, the Prime Rate was 3.25Vo.
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Additionally, the Debtor owes property taxes for 201I and pro-rated 2012 in the amounts
of

$

1

83,444 arñ $304,942, respectively.6
Pursuant to the Plan, the Debtor has proposed to restructure the four outstanding

Pre-Petition Notes into one note (the "Restructured Note"). The Restructured Note shall
have a principal amount of $38,390,000 and shall bear interest at a rate of 4.75%o per
annum, which results in initial interest payments of

$ 15 1,9607

per month. Additionally,

monthly principal payments of $10,000 are to be made resulting in an amortization
schedule of approximately 320 years. Presuming that all required principal payments are

made totaling 5600,000, this is only

a

l.60/o reduction

in the principal amount of the

Restructured Note. Furthermore, a "cash sweep" of 25%o of the previous year's net cash

flow (if any) will be utilized for additional principal reduction, which,

based on the

Debtor's projections, totals another $317,000 or an additional 0.8% principal reduction.
Escrows

will

be established and funded monthly from cash flow

for l/12ú of the real
will

estate taxes and insurance expenses. Furthermore, the Plan provides that the Debtor

fund a tenant improvement and leasing commission reserve of $10,000 per month (up to
a

maximum of $300,000 at any point in time) from property cash flows.

During the Plan period (r'.e., five years), approximately
leasable square footage of space
square footage ofspace

E.

33%o

of the

leases by

will expire. An additional 38% of the leases by

will expire

leasable

the year after the Plan period.

The Lender's Expert Report

The Lender's Counsel retained FTI Consulting, Inc. ("FTI") as the Lender's expert

in

connection with the hearing (the "Confirmation Hearing") on the Debtor's Flrs¡

of Reorganization dated [August 8, 2012] (ttre "PlAq") 8 and the
First Amended Disclosure Statement (the "DiSçlSsure StatqlSent"). At the

Amended Plan
supporting

6

Based upon the filed proof of claim filed by Blue County Revenue Deparhnent, claim number 1 fi1ed2012.

7

An int"..rt rut. of4.75olo results in an initial monthly interest payment of$151,960. However, the Disclosure
Statement lists the monthly interest amount as $ 159,9ó8.
E
The original Plan of Reorganization and Disclosure Statement were filed on [M arcb,2012.]

-4-
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request of the Lender's Counsel, FTI has prepared an expert report (the "Expert Report")

that support the Lender's objection to the confirmation of the Plan (the "Çs!firmg4iaq
Objection"). In the Expert Report, FTI reached the following conclusions:

I.

The Proposed Plan Is Not

Fair and Equítable and the Lender Is Not Receiving the

Indubítable Equívalent of lts Claim and Collateral; and

2.

The Proposed Plan of Reorganizatíon Is Not Economically Feasible.

5
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ORALADVOCACY

I.

Why present oral ârgumerìt?

A.

The advocåcy paÌadox: Should the ¡esult in a case tum on the facts and the law or on
the presentation of the most effective oral advo€ate?

B.

There are certainly times rvhen the facts, the larry, and the policy considerations are in
such bâlance that the decision in the case could go either way'

C

IL

.

Daniel Webster: '"The power of clear statement is the gfeât pow€r at the bar'"

Be professional and courteous.

A.

B.

Make a favorable first impression.

l.

Appearance matiers: dress professionally and approPriately.

2.

Speak up ând be heard: do not mumble.

Deliver the argument with siÍcerity and conviction.

l.

Employ disciplined eâmestness.

2.

Address the courf'

2.

Make eye coûtact.

C.

Address thê court with respectful intellectual equality.

D.

Do not divert the attention of the court.

l.

Do not int€rrupt tbe coufi or opposing counsel.

a.
2.

Remain c¿lm and restrained.

a.
3.
E.

Counsel will be afforded ample opportunity to address tlle couñ and
correct åny misimpressions that opposing counsel may have given.

Even when not p-resenting, counsel is still on stâge.

Avoid distracting mannerisms and expressions.

Avoidper,ronalities.

TAB.:.8
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III.

Effective Advocacy.

A.

The argument must stimulate interest-

l.

It is more important for tbe ãrgument to attrsct the coun's interest than for the
argument to be logically compelliog.

'2,
B.

C.

The argument should be ajoy, not just a duty, to hear.

Be persuasive"

l.

Mentally change places with thejudge.

2.
3.

Deliver the argumer¡t with sincerity and conviction,

4.

The argument must be concrete.

Accentuåte key words.

Remember the three c's:

l

2-

Chronoloev: Sequence the argument in a natural,logical progression.

a.

Deliver ar effective opening"

c.

Keep the closing sharp and emphatic.

Candor: Instills conf¡dence and respecl

a.
3.

IV.

ó58

Once lost, credibility cannot be recaptured.

Cladty:

a.

Keep the argument simple.

b.

Keep dre argument focused.

c,

Be âccurate

Preparation.

A.

Every good presentation requires preparation.

B.

Apply

a

blended extemporaneous approach.

TAB-B
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A

C.

I

STITUÎE

Prepare and practice celtåin phreses and passages in advance'

I.
V.

ERICAI{ SAIiII(RUPTCY

i.e' rehearse irnpromptü comments'

Welcome questions from the Court'

A.

Be willing and able to discuss the aspects of the cas€ the Cou* finds crucial'

B.

The cÕurt knows wherÊ its doubts lie and at which point it wânts tÛ be enlightened'

C.

There is no deliberate design on the Pårt of the court to emba¡¡ass counsel'

1.

The court is seeking helP'
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Oral Argument Dos ând Don'ts
Mary Grace Diebl
DOS
advantåge to be gained in oral advocacy is rhe ability to respond fo any
with. Thus, it is important to be âble to "go with the
in the argument. This is not about giving a speech lt is about persuading a cou¡t to

l. Be flexible. Thê

issues that the Courl may have concern

flow"

adopt your position.
2. Answer immediat€ly any question asked by the judge. I suggest that when you have finished
your answer or the dialogue that may follow you ask: 'Did that address you¡ concems' your
honor?" You don't \¡'ânt to leâv€ the issue until the judge is satislied. Don't €ver sây 'T'll get

to that lat€r, Judge."

3. Be a little passionate âbout your position. Ifyou don't sound like you believe ¡our
argument, I am not likèly to believe it either.

4.

Know the record. This is paÍicularly important on summary judgment motions since the
courl will oflen want to know "Where is that in the record" both to support ân uûdisputed fact of
to provide a reference for a disputed fact.

.

Have copies of your most importänt/persuasive cases available for the court
electronic age, it is helpful to give the court wlìat you w¿mt them ¡o read.
5

.

Even in this

6. Make your argument interesting and engaging. Be a good story teller

DON'TS
1. Do not rEad your argument or rely loo heavily on a wdtten form. lYhile this is not a ju¡y, it is
imporisnt that you be able to focus on úe judge's reaclion to your argument.

2. Do not interrupt th€ cout or your opponent. It is not only rude but it derails the eourt's
concentration and il mak€s if very difñcult for the court to have an âccurâte audio remrd if
reference will be needed in the future.
3. Don't be afraid to c¡ncede the obvious - it helps your ctedibility and streamlines the argument.

4. Do not rcpeat everything lhat is in youl papers. Assume (unless you know to the contr¿ry)
that the judge has read the papers. It is fine to summarize the basic facts so the couÎt can ask
questions if clarification or augmentation is desired. If you are tracking your motion/brief, the
court will be tempted to follow along rather than listen to your argument.
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your position'
5. Don't continue to argue a point whefe the court has indicat€d its agreement with
When you are winning, sit down!
the most important
6. Do no¡ âvoid addrcssing any weaknesses in your case' These are really
lose
and make sure you
to
you
cår't
afford
argument
what
Know
aigue,
an¿
ur"u* to pr"gar" ø,

nail it down.
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Dos ond Don'ts of Effective
Orol qnd Written Advococy

James T. Markus. Moderator
Markus Witliams Young
& Zimmerman, LLC; Denver

Hon. Pamela Pepper
U.S. Bankruptcy Court (8.D. Wis.)

Milwaukee

Hon. Gregg W. Zive
Hon. Jeffery P. Hopkins
(5.D.
U.S. Bankruptcy Court (D. Nev.); Reno
Ohio)
IJ.S. Bankruptcy Court
CÌncinnati
These materials have been reprinted with permission from the
Amerìcan Bankruptcy lnstitute and the or¡ginal duthors
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THE DO'S AND DONT'S OF'EFFACTIVE ORAL AND }VRITTEN
ADVOCACYI
James T. Markus, Moderator

Markus Williams Young & Zimmerman, LLC; Denver, CO

Hon. Jeffery P' HoPkins
U.S. Bankruptcy Court (S.D. Ohio); Cincinnati, OH

Hon. Pamela PePPer
U.S. Bankruptcy Court, (8.D. Wis.); Milwaukee, WI

Hon. Gregg W. Zive
U.S. Bankruptcy Court (D. Nev.); Reno, NV

A.

General Preparation/Planning

.
.

Know the elements ofthe claims and/or defenses before you file any pleading
Be familiar with local, bankruptcy and federal rules, and have a copy ofrules in

court

.
'
r
.

Check

Cou

's website for specific preferences/procedutes of your Judge

Never go to court unless completely prepared
Never go to court wilhout a copy ofthe Bankruptcy Code and Bankruptcy Rules
Make sure key witresses are subpoenaed and on witness list

I The points discussed ín this outline are for discussion purposes only and do not necessarily
reflect the views of any of the Judges partícipating on the panel

.

î..t*-ü ¡ii;
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.

Review and comply with the Court's prehial order

.

Make sure thât you have admissible evidence to suppoft each elemenl of the
claíms for which you are seeking relief

.

Know yourjudge and act accordingly

Preparing Persuasive Pleadings

.Understandtheelementsofwhatisnecessaryforyourrequestedfeliefandbesure
to cover each required element

.Useanintmductionsummarizingthespecificreliefrequested'rvhyreliefiS.

which ¡elief
appropriate and ttre Bankruptcy Óode siction/Bankruptcy Rule upon
is requested

.

Have a clear, concise prayer from reliefat the end ofyour pleading summarizing
the sPecific relief requested

.

Write using short, concise declaratory sentences

.

Be sure to provide evidence to suppoú factual assertions

.

Don't leave out crilical facts

.
.

Limit use of footnotes, except for citations

.

Don't attack your opponent personally and avoid sniping

.

state the legal authority that supports your position and apply the facts to the law;

Be professionat, avoid using inflammatory, condescending or sarcastic language

cite controlling Precedent

.

Do not ignore, but distinguish contrary precedent

.

use memoranda and briefs to persuade tlre couf
and tell your story without interruption

¡

Don't file

-

take time to frame the issues

a summary judgment motion with hundreds of pages

of exhibits just to

"educate" the Court

.

C.

Don't "over-sell" your position, credibility matters

Presentation/Evidentiarylssues
2

i,l:
:::
i
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Preparation, preparalion, preparation!

!

Do not underestimate the importance of opening statement; provide the court a
roadmap ofwhat will be presented and provide some context

Know when evidence will be required to obtain the requested relief(hint:
whenever tlle statue says "for cause')
When in doubt bring a witness and be sure

1o

bring the right witness

K¡row who has the burden ofproof
the hearing; make su¡e that all exhibits
pages
lengthy
exhibits
are numbered
that
to
all
marked and

Prçare and sequence yow exhibits for

a.te

Use exhibit binders and look them over BEFORE the hearing to make sure they
ere accurate, complete and legible; be sure to bring the proper number of binders
as required by the Court
there are several documents per page (i.e, a string of e-mails or several checks),
letter each document on the exhibit page

If

Be sure to have an index ofyour exhibits that conforms local practice

Don't objcct to every exhibit; meet with opposing counsel and attempt to tesolve
admissibility issues before the hearing and to eliminate duplicate exhibits if
possible
Be sure to highlight key exhibits and key pages/provision during trial; don't
expect l¡e court to do your homework for you

Do use charts, summaries a¡d other demonstrative exhibits and know how to get
them admitted into evidence
Anticipate evidentiary issues before the headng and know the rules ofevidence;
know how to introduce a business record

Know how to qualify an expert witness and the proper use ofan expert report
On direct, your witness (not you as the attomey) should tell a story

Make cross effective; do not argue with the wiûress; know when to sit down
sometirnei less is more

-

Declarations and affidavits should only contain facts within personal knowledge
of witr¡ess-avoid legal conclusions and argument

D.

Use Technology Appropriately
J

t

r"tr3 ' aL
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.

Be aware oflocal pfactice requirements regarding electfonic exhibits and
courtroom technology

.

Become familiar with the technology that

.

The benefits of demonstrative charts, graphs, etc'

.

Highlight the essential portions ofexhibits

.
.

Be srue that you can effectively present the exhibits

will

be available

make sure you
Be aware of courtroom lir¡itations - if there is no court reporter
and that you do not walk away from podium
*p"ut i"to

-i"*phones

E.

Argument/Persuasion

.

Be eager (and prepared) to dialog with court during argument

.
.

Don't be funny in court, keep your present¿tion serious and business like

.

Table pounding, anger or ùama generally are not penuasive

.

Don't interruPt the court

use oral argument

ûo pefsuade

couft

-

not to repeat everything in your pleadings

.Don'tbezombie--avoidreadingyourargumentinamonotone;maintaineye

question or
contact with court; respond to facial reactions from court suggesting a
concem

..
.
.

F.

Tie the facts and law together
judge,
Respond to questions from the bench -do not be afraid to disagree with the
judge
but remember you art arguing to the judge not with the

are absolutely necessary for yout case'
without major loss--credibility
be
conceded
can
helpful,
and which ones, thouÈh
matters!

K¡ow what points, legal and factual that

,

Avoid use ofphrases such
honest" or "ffanklY"

.

Avoid visible reactions to opposing counsel such as rolling eyes, gasping and
otherphysicalsignsofdisageement.Theydon'tenhanceyourpositionoryour
credibilitY

as

'\üith all due rcspect, your hoûor" or "to be perfectly

Be Clvil ând Profess¡onâl
4
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Be reasonable
Show respect for your opponent.

Don't interrupt opposing counsel even ifthey say something incorrect; never
intefiupt the Court
Coordinate scheduling of hearings and discovery matters with opposing counsel

Do not use rules ofcourt as "gotcha" or as a reason to fail to comply
Court will expect counsel to sort out and resolve discovery disputes

Don't use up your credibility on discovery disputes. The same judge will be
presiding over the case in chief.
Request sanctions very sparingly-what goes around comes atound'

Orders should only contain reliefexpressly entered on the reoord by court

Don't engage in any activity that would
would impair yow rgputation.

cause ajudge not to trust what you say or

5
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LJNITED STATËS BANKRUPTCY COURT
EASTERN DISTRICT OFNEW YORK

In re:
Adoption of New York State Standards of

Civility

Administrative Order No' 568

Bankruptcy
the resolution of the Board of Judges for the united states
for the Eastern District of New York, it is

uPoN

court

ORDERED,rhattheNewYorkstatestandardsofcivilityforthelegalprofession,
is annexed hereto' are
New York Rules of Court, Part 1200, Appendix A, a copy ofwhich

;;;;;;i;

guidelines for practiCe in all cases and proceedings in this Court'

"s

Dated: BrooklYn, NY
October 28' 2010

/s/Carh E. Crøis
CARLA E. CRAIG
Chief United States Bankruptcy Judge
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STAIIÙDARDS OF

CIVILITY

I. Preamble
principles of
The New York state standa(ds of civility for the legai profession set forth
are not
They
behavior ûo which the bar, the bench and court employees should aspire'
they intended to
inænded as rules to be efiforced by sanction or disciplinary action' nor are
r"odig the Rutes doveming Judicial ConducL the Code of Professional
;{,;õo.ibiliqy _d iÉ Disciplinary Rules, or any other applicable rule or requtuemenr judges
to enco'rage iawyers,
eãrã"ùrã;i6"",. Instead ihey áe a set ofguidelinesandintended
deconrm, and to confirm the legal
to obserue principles ofcivility
ã"à
"o"ríp".*or""l
and respected profession where courtesy and
lrorãssià#s ¡ghtful søtus as an honorable
obierved as a matter of course. The Standards are divided into fouf parts:
ii"irity
and cou¡t
duties to other lawyers, litigants and witnesses; lawyers' duties to the court
lo
personnel's
duties
and
court
duties to íawyers¡arties and witnesses;

."ppfãij -

ü*y;-'

*"

p"*'""""i

litigants.
lawyers and"ã""'s

Aslawyers'judgesandcoufiemployees,weareallessentialparticipantsinthejudicial
pro"or. ntit ptiress cannot work éffectively to serve the public unless we first treat eaoh
ãther with courtesy, respect and civility.

LAWYERS' DUTIES TO OTIIER LAWYERS, LITIGANTS AND IVITNESSES
persons.
I. Lawyers should be courteous 8nd civil in alt professional dealings with other
Lawyers strould act in a civil manner regardless of the ill feelings tlnt their clients may
have toward others.

A.

without being disagreeabte. Etretive represenÙation does not rcquire
avoid
antagoni-stic or acrimõnious behavio¡. Whether orally or in writing lawyers should
parties or
other
cormsel,
toward
or
acrimony
rernarks
personal
vuþä hng.rage, disparaging
witnesses.

B. Iawyers can disagree

Lawyers should require that persons rmder their supervision conduct themselves with
cotutesy and cìvilitY.

c.

II. When consistent with their clients' interests, Iawyers should cooperate with

opposing counsel ¡n an effort to avoid tit¡gation and to resolee litigation that has
already commenced.

I-awyers should avoid ururecessary motion pmctice or otherjudicial inærvention
by negoiiating and agreeing with other counsel whenever it is practicable to do so'

A.

Lawyers slrould allow themselves sufñciett tine to rcsolve any dispute or disagreemen! b_y
commr;icating with one another and imposing reasonable and meaningfrrl deadlines in light
ofthe nature and status of the case.

B.

respect the schedule and commihnents of opposing counsel,
consistent with protection of the client's interests'

III. A lawyer should

In the absence of a court order, a lawyer should agree to reasonable requests for
extensions of time or for waiver of proce.dural formalities when the legitimaüe interests of the
client witl not be adversely affected.
tOt -

A.

a
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B.

Upon request coupled with the simple representation by counsel that more time is
required, the ñrst request for âû extension to respond to pieadings ordinarily should be
granted as a matter ofcourtesy.

c.

øctensions of time. A lawyer
is entitled to impose conditions appropriate to preserve rights that an extension might

A lawyer should not atûach uråir or extraneous conditions

Ûo

otherwise jeopardize, and may request, but should not unreasonably insist on, reciprocal

scheduling concessions.
endeavor to consult with other counsel regarding scheduling matters
in a good iaith effort to avoid scheduling conflicts. A lawyer should likewise cooperate with
when scheduling clnnges are requested, provided the iûterests ofhis ol
oppoiiog
will not be jeopardized.
her client".r.]nr"l

D. A lawyer should

should notif, other counsel and. íf appropriate, the court or other persons at
the earlieJt possible time when hearings, depositions, meetings or ccrnferences are 1o be

E. A lawyer

canceled or postponed.

IV, A lawyer should promptly return teþhone catls and answer correspondence
reasonabþ requiring a resPonse'
V, The timing and manner of service of pâpers should not be designed to csüse
disadvantage to the party receiving the papers.

A.

Papen should not be sewed in
l¡mown absence from the office.

B.

a marmer designed Úo

Papers should not be served at a time

ü

hke adv¿ntage ofan opponent's

in a manner designed to inconvenience an

adversary.
Unless specificalþ authorized by law or n¡le, a lawyer should not submìt papsrs to the
court without serving copies of all such papers upon opposing counsel in such a mârmor that
opposing counsel wiil receive them before or contemporâneously wifh the submission to

C.

the court.

process, including discovery
and motion practice, as a me¡ns of hûrassment or for the puq¡ose of unnecessarily

\{I. A lawyer should not usc any aspect of the litigation
prolonging litigation or increasing litigation expenses.

A. A lawyer should avoid discovery

that is not necessary to obtain facts or perpetuate
testimony or that is desigrred to place an undue burden or expense on a party.

B. A lawyer should respond

to discovery requests reasonably and not stain to intelpret
the request so as to avoid disclosure ofrelevant and non-privileged infonnation.

TAB-c
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VII. In depositions and other proceedingq and ln negotiationso lawyers should conduct
fhemselves with dignity and refrain from engaging in acts of rudeness and
disrespect.
Lawyers should not engage in any conduct dtlring a deposition that would not be
appropriate in the presence ofajudge.

A.

Lawyers slrould advise their cliene and wiftesses ofthe prop€Ì conduct expected ofthem
prevent clients
in court,'at depositions and at confercnces, and, to the best of their ability,
or
disruption'
and witnesses from causing disorder

B.

c.

A lawyer should not obstuct questioning during

a deposition or object to deposition

questiors unless necessary.
I-awyers slrould ask only those questions they reasonably be-lieve are necessary for the
prosecution or defense ofan action. Lawyers should reûain from asking repetitive or
argumentative questions and from making self-sewing statements'

D.

A lawyer should adhere úo ¡lt express promises ând agreements witl ofher counsel,
whether oral or in writing and to agreemenfs implied by the circumstances or by
local eustoms.

vIlI.

D(. Lawyers should not misle¡d other persons involved in the litigation process'

A. A lawyer

strould not falseþ hold out the possibility ofsettlement as a means for adjouming

discovery or delaYing trial.
should not ascribe a position to another cou¡sel that counsel has not taken or
otherwise seek to create an unjustified inference based on counsel's statemenÎs or

B, A lawyer
conduct.

c.

In preparing wriüen versions of agreemorts and court orrders, a lawyer should atternpt to
correctly reflect the agreement ofthe parties or the direction ofthe court.

X. Lawyers should be mindfut ofthe need to protect the standing ofthe legal profession
in the eyes of the pubtic. Accordingþ, lawyers should búng the New York Stat€
Standards of Civility to the lttêntion of other lawyers when appropriate.

LAIPYER.S'I}UTIES TO

TTTE

COURT A¡ID COURT PERSONNEL

I. A lawyer is both an oficer of the court ¡nd an advocate" As suchr the lawyer
should always strive to uphold the honor and dlgnity of the professionn avoid
disorder and disruption in the courtroom, and mÐintein s respectful attitude
toward the court.
shouid speak and write civilly and rcspec6rlly in ali communications with the
court and court persormel.

A. [¿wyers

Lawyers should use their best efforts to dissuade clients ærd witnesses from causing
disorder or disruption in the courtroom.

B.

TAB-C
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Lawyers should not engage in conduct intended primarily to harass or humiliate
wiÍresses.

C.

strould be punctLral and prepared for all court appemances; ifdelayed, the
notifr the court and counsel whenever possible'
should
lawyer

D. Iawyers

an lntegral part of the Justice system and should be treated
courtesy and respect at all times'

II. Court personnel âre
with

JTJI}GES' DUTIES TO LAWYERS, PARTIES AI\D WITNESSES

I. A Judge should

be patient, courteous and civ¡l to lawyers, parties and witnesses.

A.

A Judge should maintain contol over the proceedings and insure that they
in a civil manner.

are conducted

Judges should not efüploy hostile, demeaning or humiliating words in opinions or in written
or oral communications with lawyers, parties or witnesses

B.

Judges should, to the exænt consistent with the efhcient conduct oflitigation and other
dernands on the cou¡t be conside¡ate of the sclædules oflawyers, parties and willesses when
scheduling hearings, meetings or conferences.

C.

D. Judges should be punctual in convening all tials, hearings,
delayd they should notiff counsel when possible,

E.

meetings and conferences;

if

Judges should make all reøsonable efforts to decide promptly all matErs prÊsented to them

for

decision.

F.

Judges should use their best efforts ûo insure thal court personnel under their di¡ection
act civilly toward lawyers, parties and witnesses.

DUTIES OF COURT PERSONNEL TO TIIE COURT, LAWYERS AI'ID LITIGANTS
L Court personnel should be court¿ous, patient and respectfrrl while providing prompg
efFrcient and heþful service to all persons having business with the coufs.

A.

Court anployees should respond promptly and helpfrrlly to requests for assistance or

infon¡ation.

B.

Court employees should rtspect the judge's directioru conceming the proceú.res
and atrnosphere that the judge wishes 1o maintain in his or her courtroom.

T l::*
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STATEMENT OF CLIENT'S RIGHTS

l.

You are entitled to be teated with courtesy and consideration at all times by your lawyer
and the other lawyers and personnel in your lawyer's office.
are entitled to an attomey eapable of handling your legal matter competently and
diligently, in accordance with the highest standards ofthe profession, Ifyou are not satisfied
with how your matter is being handled, you have the right to withdraw from the attomeyclient relatiorship at any time (court approval may be required in some matters and your
attomey may have a claim against you for the value of services rendered úo you up to the
point ofdischarge).

2. You

3. You
loyalty

are entitled to

youl lawyer's independent professional judgrnent and undivided

uncompromised by conflicts of interest.

You are entitled to be chatged a rçasonable fee and to have yow lawyer explain at the
outset how the fee will be computed and the manner and frequency ofbilling. You are
entitled to request and receive a written itemized bill from youl attomey ât reasonable
intervals, You may refuse to enter inûo :ury fee arrangement that you find unsatisfactory.

4.

5.

You are entitled to have your questions and concems addressed in a prompt manner ærd
to have your telephone calls retumed promptly'

6. You are entitled ûo be kept informed as to the status ofyour matter and to request and
receive copies ofpapers. You are entitled to sufñcient informalion to allow you to
participate meaningñrlly in the development of your matter.
7.

You are entitled to have your legitimate objectives respected by your atûorney,
including whether or not to settle your matter (court approval of a settlement is requircd in
some matters).

8.

You have the right ø privacy in your dealings with your lawyer and to bave yorn secrets and
confidences preserved to the extent permitted by law.

9. You are entitled to have your attomey conduct himselfor herselfethicalþ in accordance
with the Code of Professional Responsibility.
I

0. You

may not be refused representation on the basis of mce, øeerf, color,

reþor\

sex, sexual

orientation, age, national origin or disability.

TAB-C
785

Do's and Don'ts of Written Advocacy
Hon. Alex Kozinski
U.S. Court of Appeûls (9th

Cir'); Los Angeles

Hon. Sandra R. Klein
U.S. Brnkruptcy Court (C'D. Cal.); Los Angeles
Hon, ßugene R. Wedoff
U.S. Bankruptcy Court (N.D' Ill'); Chicago

IIon. Gregg W' Zive
U.S. Bankruptcy Court (D. Nev.); Reno
Richard E. Mikels, Moderator

MinE, Levin, Cohn, Ferriso Glovsky & Popeo' PC; Boston
Ella Shenhav, materiels co-suthor
Mintz, Levin, Cohn, Ferris, Glovsþ & Popeo' PC; Boston

1.

Make sure to open with an opening paragraph that sets out the theme of your
argument, key issues, and relief requested, Do not keep the reader ln suspense until a
mid-pleading revelation of your case theory and request for relief. Set out the key faots,

your position and the relief requesæd up front. This will make the rest of the pleading
more understandable and therefore more powerfil.

2.

Set out the precise relief you are seeking, and what basis the court has to grant you

this relief; cite fhe rules you rely upon. Do not leave thejudge guessing what rclief
you're after, and don't send her looking through your brief to piece it together

-

be cleat

about what relief you are seeking, and precisely what statutory basis the court has to grant

you this relief. Set it out clearly at the beginning ofyour pleading, and at the

end-so

that thejudge knows up front what to be expecting, and then reminded again after reading

the body ofthe brlef.

These matertals have been reptinted with permÍsslon from the
American Bankruptcy lnstitute and the orlginal authots
I
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3.

Tie the fâcts ¡nd la\tr together, After presenting the facts and the available statutory and
case law basis for relief, mâke the connection between the two - do not expect thÊ judge
to "do the legwork" for you and try to understand how the law applies to your particular
scenario.

4.

Present the facts in the ÌvÐy most favorâble to your clicnt, but fairly

-

do not omit

facts that hinder your position, or misrepresent any facts, You can't pretend that bad
facts don't exist

-

they

will

be raised by your opponent, and you

will

lose credibility'

Present those unfavorable facts in the least damaging way to your client, and give the
oouÉ strong reasons to discount those facls. Make sure to cite to the record, so that your
representation

ofthe facls is not olouded by

a suspicion that it is not gmunded in

evidence.

5.

Do not ignore unfavorablê case law, make misrepresentations or wr¡te anything you

wouldn't say

-

remembern you are an officer of the

but distinguish

it.

court. Cite contrary authority'

As with unfavorable facts, you cannot ignore unfavorable case [aw,

particularly from a controlling jurisdiction. You must disclose it; a good lawyer is
marked by his ability to distinguish those untàvorable cases and explain why they should
not control in this case.

6.

End with s strong concluding paragraph, including a clear prayer for relief
summarizing the specilìc relief rcque,rted. You started with
paragraph, summarizing t}e facts, arguments and request for

a strong opening

relief' You then laid them

out in detail in the body ofyour brief. Now, before you leave the court to contemplate
your position, summarize it one more time, together with the request for relief

-

be clear

and concise; don't introduce new facts or arguments but also don't repeat your opening
paragraph word for

position

-

word. You have one last

chance to convince the court of your

use it.

2
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7.

Avoid using condescending, sarcastic or insulting language. Being snippy or
condesoending toward a fellow attorney

forceful

will

not make your writing look stronger or more

- it will make you look like a bully, and your writing will lose credibility. While

strong and avid advocacy is the hallmark ofany good attorney, the best advocacy is also
characterized by respect

toì

ard the opponent. Ad hominem allacks, either on opposing

counsel or on opposing party, are never appropriate, contribute nothing to the strength

of

your argument, and cause the reader to lose respect for you as a ptofessional'

8.

Tell your sfory in a fluent, liveþ fashion that will engage the reader and vividly
make your point - but don'ú exaggerate or overdramatize. While it is very important
to engage the reader by telling an interesting story in an interesting fashion, it's
imperative to remember you are not writing a John Crisham novel

-

over-dramatization

offacts or legal arguments will make you sound unreliable and will discredit your client's
position. Putting the reader to sleep is not effective advocacy, Remember that the judge
is not a computer. You still need to present the facts and the law, but you don't have to
be boring to do so.

9.

Avoid legalisms and "sounding like an attorney" -write coherentþ and simply as
possible while conveying your point Avoid using Latin phrases unless necessâry,
and keep your language simple and direct. A,lso avoid run-on sentenees and

psragraphs that require more th¡n one reading to understand. Writing clearly and
simply helps the judge read your pleading and digest it quickly and easily. By helping
thejudge do so, you are helping him understand your client's position. Don't try to
muddy the waters around unfavorable issues by using legalisms and lengthy, convoluted
sentences

-

this

will only

serve to make tho reader impâtient with your writing, and

not hide the weaknesses in your

case.

will

The best writing uses short, clear and effective

words and sentences.

3
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10. Address each and every element necessary fÕr your requested relief.

lfyou

are

requesting reliefpursuant to a statute with five required elements, make sure to list each
element and then separately address the law and facts related to each element, even those
elements that seem obvious.

It,

Know the rules, as well as the specific rules and preferences ofthe court and the
judge you are in front of. Adhere to the requirements regarding proper page limit, fonts
and margin size, and other formatting rules. Make sure to check the rules

-

don't assume

you know them just because you'vc filed many pleadings in that court beforel
Remcmber that not only are there basic federal and state rules, but different courts and
even differentjudges have their own rules and procedures. Be respectful of ajudge's
preferences

-

even if the brief is not rejected by the clerk, the judge is likely to take

notice of your lack of adherence to the chambers' rules.

12. Double-check your

work for grammatical, spelling' typographical, formatting and

other errors; don't rely on spellcheckers or nonJegal staff. Print your pleading and
review it on paper

-

it?s easy to miss errors on the computer screen. R€member that a

word processor's spellchecket will fail to find mâny elrors, and your close scrutiny is
necessary. Be careful about delegating this task to an assistant who is not legally trained

-

they may not know that you meant a different word than what was typed. Ifyou have the

time, put your work aside for a day a¡d come back to it after you've gotten some distance
from it.

13. Be careful when using boilerplatc cl¡uses

from previous pleadings. Although there is

nothing \wrong with starting with a previous pleading as a template, be careful when
adapting thal template to your cuffent work

-

the law and rules may have changed, and

boilerplate clauses may not always work well for all pleadings. Be flexible in your

writing, adâpting to your current client's particular issues and circurnstances.
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14. Have a second person

-

ând a third, if avaitable

-

review your work with fresh eyes.

Even alÌer reviewing your written work with a fine toothpick, you may still be missing
some efrors that would jump offthe page to a pair of fitsh eyes. Ask atrothet lawyer,
preferably one who is not closely familiar with your brief, to review it critically.
be crafted
15, Separate fhe arguments from the facts sect¡ot. The facts section should

carefully to present the facts in an accurate but favorable way

-

but it should not include

question all other
arguments. lncluding arguments in this section makes the reader
sections
statements of fact, and confuses the analysis ofthe issues' Keep the two

dist¡nctly separate'

2û403552v.5
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Mindfulness
Mindfulness	
  means	
  paying	
  attention	
  in	
  a	
  particular	
  way,	
  on	
  purpose,	
  in	
  the	
  present	
  
moment,	
  and	
  nonjudgmentally.	
  
-‐-‐Jon	
  Kabat-‐Zinn
The	
  present	
  moment	
  is	
  :illed	
  with	
  joy	
  and	
  happiness.	
  	
  
If	
  you	
  are	
  attentive	
  you	
  will	
  see	
  it.
	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  -‐-‐Thich	
  Nhat	
  Hanh
For 10 or 15 minutes twice a day I sit peacefully.
I relax and think about nothing
or as little as possible.
--Justice Stephen Breyer
Mindfulness is a practice of paying attention to what is taking place in the present moment.
While this is easier said than done, mindfulness exercises are simple to learn and can have
meaningful benefits across a variety of areas including stress reduction, clarity and
concentration, immune functioning, and working with anxiety and depression.
Mindfulness is becoming an especially relevant topic within the legal profession and a growing
number of legal organizations are including mindfulness information on their websites and
offering mindfulness presentations and workshops.
Recent neuroscience research exploring mindfulness meditation is finding that mindfulness
practices are associated with changes to the structure and function of the brain in the areas of
attention, emotional regulation, and memory.
Mindfulness practices, and the insights out of which they flow, offer a fresh (yet timeless)
approach to working and thriving amid stressful environments. Rather than resisting
unwanted and undesirable events (and people), mindfulness invites you to learn ways of
relating to these experiences from a place of equanimity, curiosity, and insight, borne out
of a deeper understanding of the nature of mental activity, distraction, and the power of
deliberate attention. Medical and neuroscience research support the benefits to brain and
body that are associated with mindfulness exercises.
Together we will begin to explore some fundamental mindfulness insights and mindfulness
exercises that you can incorporate into your day to help you find a little more ease in the midst
of stressful situations, relate more effectively to challenging people and events, and enhance
your overall sense of well-being.
As much as we might discuss mindfulness, and to whatever extent you may read up on it, the
deep and even transformative benefits that flow out of mindfulness take place as a result of
practice.

Copyright 2009-2014. Institute for Mindfulness Studies. All rights reserved.
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One Minute Mindfulness Exercise
1. Sit in a chair with eyes lowered or closed. Uncross your legs and allow
your hands to rest by your side or on your lap.
2. Allow your posture to be upright and stable, but neither too taut nor too
slouched.
3. Take a few breaths and bring awareness to your body, sitting in the chair.
4. As you breathe, pay attention to the movement of the breath as it enters
and leaves your body, attending to the feel of air around your nostrils or
mouth, or the rise and fall of your belly.
5. There is no need to control your breathing or to try to breathe in any
particular way.
6. Maintain awareness of your breathing, noticing the breath as you might
the coming and going of ocean waves against the shore.
7. When you notice your mind getting lost in distraction (and you will), gently
bring awareness back to the breath.
8. When you are ready, bring awareness to the body. Gently lift your gaze or
open your eyes. Carry a bit of the state of mind and body you have cultivated
into the moments that follow.

Mindfulness exercises can be found on websites across the Internet. Below are some webpages
with exercises you may find of interest:
http://www.miamimindfulness.org/guided%20practices.html (Miami Law)
http://marc.ucla.edu/body.cfm?id=22 (MARC)
http://www.contemplativemind.org/practices/recordings (Contemplative Mind)
http://www.the-guided-meditation-site.com/mindfulness-exercises.html

Copyright 2009-2014. Institute for Mindfulness Studies. All rights reserved.
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The Mindful Judge
(Excerpted from The Mindful Judge website)
There is perhaps no finer context in which to explore the role of mindfulness in everyday life, than
that of the judicial decision-making process. At the heart of mindfulness practice is non-judgmental
awareness. At the heart of judicial decision-making is judgment.
The key to reconciling this interesting and seeming paradox is that the non-judgmental component to
mindful awareness is one that cannot be realized through intellectual consideration.
Shakespeare offers us:
Forbear to judge, for we are sinner all.
Close his eyes and draw the curtains close;
And let us all to meditation.
~King Henry VI
In the law, an attachment is a remedy that satisfies a judgment. In the context of contemplative
practices, the Jurisight term “attachment” is explored as a thought that arises to satisfy a judgment. In
the days of King Solomon, “That’s my baby,” was one such thought. . . .
The capacity to make decisions drawing upon what is perhaps the highest form of judgment -- wisdom
and compassion -- is founded on an elusive state of mind. So easy it is to shift -- often without
awareness -- to a “judgment” shrouded in bias, preconception, agenda, politics, and, to be perfectly
(Jerome) frank, even the contents of one’s breakfast menu.
Great judges, whether their accomplishments are honed through the intentional incorporation of a
contemplative practice into their personal or professional lives, or by way of the natural embodiment
of the traits associated with mindfulness -- or both -- possess the qualities of wisdom, compassion, and
courage. Together, we can term this state of mind and body, “presence.”
These qualities of presence find expression in the traits of deep listening, both to the parties before the
court and the activities of the mind (i.e., the “neural circuit court”), reflection, the regulation of
emotion, empathy, compassion, and other traits that allow for the people, issues, and concerns arising
in the moment to be seen clearly and not become their own source of reactivity. A judge who is in the
flow of this mindful embrace, has a presence -- whether on the bench or in a panel deliberation -- that
inspires and transforms.
Many judges have experienced this phenomena -- whether by being in the presence of another or
offering it themselves. And also, most judges have experienced the challenge of being caught amid
reactivity and bias. The cultivation of mindfulness asks only that awareness be applied to these
experiences for it is through this awareness that the shift toward greater wisdom and compassion
inevitably moves.
Judges play an interesting role in society. They are often the product of political forces, are endowed
with extraordinary power, and may be accountable to no one but their own conscience. A confluence
of competing and, at time, seemingly irreconcilable factors, converge to set in motion the rich
landscape of a judge’s life and life’s work.
Copyright 2009-2014. Institute for Mindfulness Studies. All rights reserved.
The Mindful Judge is a service mark of the Institute for Mindfulness Studies.
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YOU, aka “ME”
REALITY

vs.

IN THE NEURAL CIRCUIT COURT IN AND FOR
THE GREAT AND HEALTHY STATE OF MIND
Petitioner,

Respondent.
_______________________________________/
MOTION TO RECUSE
Pursuant to the laws of the great and healthy State of Mind, Petitioner respectfully moves for the recusal
of Petitioner as judge over these proceedings. For the reasons set forth below, Judge You should be
recused from these proceedings.
1. No Accountability: Judge You was not elected, was not appointed, and was not even confirmed with the
advice and consent of anyone.
2. No Experience: Judge You had no prior experience. She didn’t even have all of her brain cells when she
took the bench.
3. Conflict of Interest: Judge You has multiple conflicts of interest.
These include, inter alia:
a.
She has a personal bias against the Respondent, Reality, when it does not go her way.
b.
She has been known to deny Reality without giving it an opportunity to be heard.
4. Lack of Jurisdiction: Notwithstanding that the jurisdictional limits of Judge You’s authority is her own
life, she continues to judge everybody else’s life.
5. Ex Parte Communications: Judge You continues to engage in ex parte communications with herself.
Judge You is constantly issuing Temporary Restraining Orders seeking to maintain the status quo.
6. Improper Use of Interpreter: When the Court has required the use of an interpreter to clarify and
explain past events, Judge You has appointed herself to serve as interpreter and provided a biased and
partial interpretation of events and witnesses statements.
7. Prejudgment of Facts and Law: Judge You has a need to be right and for other to be wrong. In
addition, she prejudges facts, witnesses, and the law. Judge You has her own preference for the laws of
nature and, when Reality does not go her way, she becomes angry, frustrated, and resists accepting it. On
occasions, Judge You is so resistant to reality that she is afraid to rule on pending motions and, as a result,
has an overwhelming docket.
8. Double Bias: The only argument advanced in opposition to recusal is that Judge You is often harsh,
judgmental, doubtful, and critical of herself. This, too, however, supports a finding of bias. Clearly, this is
not a judge who has a balanced and even judicial temperament over matters involving her life, liberty, or
pursuit of happiness.
WHEREFORE, for the reasons set forth above, the Motion to Rescue [sic] should be granted.
Respectfully submitted,
______________________________
You, Esq.

Copyright 2009-2014. Institute for Mindfulness Studies. All rights reserved.
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Seeking Serenity: When lawyers go zen
Editor's note: Beginning today, CNN contributor Amanda Enayati ponders the
theme of "Seeking Serenity: The quest for well-being and life balance in stressful
times."
“Does scratching my eyes out count as a stress reliever?” asks Pamela, an attorney
with whom I am discussing ways in which lawyers attempt to alleviate anxiety.
“Well, no,” I say. “It’s quite the opposite, really.”
“That’s all I know,” shrugs Pamela, done with the topic. “And don’t use my last name
cause of, you know, the law firm mafia.”
I had been searching for meditating lawyers - yes, I mean meditation, not mediation since a few days earlier when I happened to meet one in a parking lot. The woman Barbara, a managing partner at a hedge fund - was in the throes of a merger when I
met her. And yet she was like no attorney I have ever known.
She seemed centered and eerily calm, with undertones of joy. When I made that
observation, she talked about her longtime yoga regimen, begun in college and
continued while she was a law student at the University of Chicago, and the
meditation practice it evolved into over the years. She also had attended continuing
legal education courses that incorporated elements of meditation and mindfulness.
Meditation, she said, helped her practice law in a way that “shuts out a lot of the
static, the noise, the irrelevant.”
As a recovering ex-attorney, I found myself listening with a degree of skepticism. In all
my years in and around the legal profession, I have met scores of attorneys who feel
as Pamela does and almost none like Barbara.
After all, misery is implicit in lawyering, isn’t it? They virtually said so in law school.
And the statistics certainly bear that out: A well-known Johns Hopkins study found that
lawyers are more prone to depression than members of any other profession.

This article can be found at: http://thechart.blogs.cnn.com/2011/05/11/seekingserenity-when-lawyers-go-zen/
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According to the American Bar Association, as many as 20 percent of American lawyers
abuse alcohol or other substances. And an often-cited study undertaken by the National
Institute for Safety and Health two decades ago found that male lawyers between the
ages of 20 and 64 are more than twice as likely to die from suicide than their
counterparts in other occupations. In a recent article called "The Depressed Lawyer," a
clinical psychologist asked: Why are so many lawyers so unhappy?
Dig a bit further, though, and a different picture emerges. Ms. Ethereal from the parking
lot is not such an anomaly, but part of a growing nationwide trend that may indeed
transform the landscape of the law.
The earliest organized meditation retreat for lawyers was held in October 1998 for Yale
law students and faculty. Since then, mindfulness practices have popped up with
increasing frequency - from national conferences on mindful lawyering to courses in law
schools (CUNY and the University of Miami, among them) to retreats for trial lawyers,
workshops for judges, and continuing legal education for practicing attorneys at Zen and
Buddhist centers.
Growing numbers of attorneys are embracing some form of practice to achieve
mindfulness. Their reasons for doing so are varied, but chief among them are stress
management and improved mental and physical health - benefits backed by research
findings from scientists at Harvard and University of Pennsylvania, among others.
In the most recent study, Harvard researchers found that practicing a form of mindful
meditation for as little as 30 minutes a day for eight weeks resulted in measurable
changes in the brain regions involved in learning, memory, emotion regulation and
stress.
Charles Halpern, a trailblazing public interest lawyer and law professor described as the
“granddaddy of the movement,” notes that while a growing openness to the practice of
mindfulness arose out of high levels of stress associated with the legal profession and
the overwhelming cost it can take on the lives of many, it also benefits lawyers in other
ways.
“It is making us more skilled and effective as lawyers, more focused, more active
listeners, better at helping our clients and serving justice, and doing it in a way that is
sustainable.”
Environmental lawyer and director of the law program at the Center for Contemplative
Mind in Society, Doug Chermak, agrees. He adds that the mindfulness movement may
serve as an important foundation for innovations in the law, including “collaborative law,”
a less acrimonious, downright enlightened alternative to a typical divorce (trouble-shoot
and problem-solve, rather than fight to win); and “restorative justice,” a criminal law
approach that emphasizes reconciliation, restoration, healing and rehabilitation.

9
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The growing inclination among attorneys to rethink some of the more traditional aspects
of law practice has the potential to make way for the emergence of “law as a healing
profession and lawyers as peacemakers” - associations that, frankly, would seem nearblasphemous to most.
I had it on good authority (Google) that one of the country’s lawyers-in-chief, Supreme
Court Justice Stephen Breyer, is a “big meditator” and so a few days later I found myself
channeling my best Oprah on the other end of a telephone line with Justice Breyer,
asking in what may have been a slightly over-dramatic tone: “How, sir, did you first arrive
at your meditation practice?”
“To say that I am a meditator is overstating it,” he replied in his elegant baritone,
instantly dashing any hopes I may have had of anointing him the Patron Saint of
Meditating Lawyers. “I don’t know that what I do is meditation, or even whether it has a
name. For 10 or 15 minutes twice a day I sit peacefully. I relax and think about nothing
or as little as possible. And that is what I’ve done for a couple of years.”
But wait! I thought. Isn’t that the definition of meditation?
He continued: “And really I started because it’s good for my health. My wife said this
would be good for your blood pressure and she was right. It really works. I read once
that the practice of law is like attempting to drink water from a fire hose. And if you are
under stress, meditation - or whatever you choose to call it - helps. Very often I find
myself in circumstances that may be considered stressful, say in oral arguments where I
have to concentrate very hard for extended periods. If I come back at lunchtime, I sit for
15 minutes and perhaps another 15 minutes later. Doing this makes me feel more
peaceful, focused and better able to do my work.”
I thanked the justice and hung up in a slight huff. It was not until later that I grasped the
full wisdom of what he had told me: It doesn’t matter what your meditation or
mindfulness practice looks like, where and how you do it, what you choose to call it, or
whether you choose to call it anything at all. Research shows that you will reap the
benefits regardless.
The most important thing is undertaking some form of reflective silence, active and open
attention on the present, and freedom from judgment on a regular basis.
Are mindful lawyers - present, peaceful and peppy - the way of the future? There is no
way to know for sure, but in the meantime there may be a small wave of happier, less
stressed-out and adversarial, and more effective attorneys coming our way. And they
are most welcome.

This article can be found at: http://thechart.blogs.cnn.com/2011/05/11/seekingserenity-when-lawyers-go-zen/
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Notes

Knowing Yourself is the Beginning of all Wisdom
~ Aristotle
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Game Show Host: Honorable James B. Haines, Jr.
Judicial Contestants
Honorable A. Benjamin Goldgar
Honorable Neil P. Olack
Honorable Erithe A. Smith

Attorney Contestants
Professor Nancy B. Rapoport
Christine E. Devine, Esq.
Timothy F. Nixon, Esq.
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Hypothetical


Billem & Phalen (“B&P“), an international law firm, formed
in 2005 when a U.S.-based firm merged with a British firm.



Shortly after the merger, cultures clashed and B&P
struggled.





In August of 2014, B&P filed Chapter 11 in New York.
B&P operated for a short time in Chapter 11.
For various reasons, in October of 2014, B&P’s case
converted to Chapter 7, and a Chapter 7 Trustee was
appointed.
827

Question 1
Background:
 B&P hired a New York law firm (“NY Law”) as Chapter 11 counsel.

Prepetition, Lead counsel (“Fran”) focused on first-day motions. Her associate
(“Ted”) prepared B&P’s Petition, Schedules and SOFA.



Ted had little contact with B&P’s managing principals, but reviewed B&P’s
files on site in New York for assets and liabilities. Prior to the filing, Ted
obtained B&P’s managing partner’s signature on the Petition and he signed
as counsel.



At the § 341 meeting, the U.S. Trustee questioned B&P’s managing partner
about B&P’s Western European offices, some of which were completely
omitted from the Schedules. He confirmed that assets related to those
offices were also missing. Fran assured the U.S. Trustee that B&P would
promptly amend.



In the next 30 days, Fran and Ted are consumed with Rule 2004
examinations and fail to amend the Schedules.
828

Question 1
Question:
The U.S. Trustee files a motion to compel B&P to
amend. The Judge enters an Order to Show Cause
as to why NY Law should not be sanctioned for the
omissions. Should NY Law be sanctioned?

829

Multiple Choice Answers
1.

Yes. The Court should exercise its discretion and impose sanctions on NY
Law. NY Law cannot simply reply on what B&P told NY Law. If NY Law had
thoroughly reviewed B&P’s files, it would have identified the international
offices. In these circumstances, it would be appropriate for the Court to
determine further inquiry was necessary and impose a sanction.

2.

No. Because NY Law did not purposefully omit the international offices, the
Court cannot determine that NY Law submitted the Schedules for the purpose
of misleading the Court and B&P’s creditors. Therefore, the Court will not
impose a sanction.

3.

No. NY Law conducted a reasonable investigation of B&P’s business before
the filing. The onus was on B&P’s managers to correct any omissions by NY
Law. NY Law is not responsible for independently verifying the accuracy of the
information included in B&P’s Petition.
830

Correct Answer
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Question 2
Background:



During the Chapter 11, Suzy Gamble, a senior associate, decided to set up
a solo firm in Nevada. Her practice includes consumer bankruptcies.



One of her first clients (“Sam”) seeks a “quick and easy” bankruptcy to
eliminate $100,000 of credit card debt.



Suzy recommends Chapter 7 and presents Sam with a fee agreement,
which requires $1,500 from Sam for (i) preparing Schedules and SOFA,
(ii) filing the Petition and (iii) representing Sam at the § 341 meeting. The
fee agreement explicitly excludes adversary proceedings. Sam signs the
agreement.



Eventually, Sam is served with three separate nondischargeability actions
related to his credit card debt. Sam answers the complaints pro se and
admits various transgressions.
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Question 2
Question:
The Judge presiding over Sam’s case enters an
Order to Show Cause as to why Suzy should not be
sanctioned for her limited scope representation in
this case. Should she be sanctioned?
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Multiple Choice Answers
1.

No. Sam voluntarily signed the fee agreement and, thus, consented to Suzy’s
limited scope representation. Sam hired Suzy only to file Sam’s bankruptcy
and provide the services in the agreement. The agreement explicitly excluded
dischargeability actions. Also, the fee charged was reasonable.

2.

Yes. Suzy breached her duty of competence and failed to provide informed
consent. Suzy knew that Sam’s objective was to eliminate his credit card
debt. She should have advised Sam of the risks.

3.

Yes. Insolvency attorneys are prohibited from excluding the defense of
adversary proceedings in Chapter 7 cases. Although there might be situations
where unbundling is possible, counsel for an individual cannot “unbundle” a
dischargeability defense.
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Correct Answer
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Question 3
Background:



Shortly after the filing, B&P filed an application to retain a partner
(“Jan”) of Turnaround Associates (“Turnaround”) as its Chief
Restructuring Officer.



At Turnaround’s request, B&P sought approval of Jan’s retention
pursuant to §§ 105(a) and 363(b)(1). The retention application sought
to retain and pay Turnaround “other than in the ordinary course of
business”. Jan and Turnaround also disclosed all connections with
interested parties in B&P’s case.



The U.S. Trustee filed a limited objection to Jan’s retention, arguing that,
if approved, Jan’s retention should be subject to § 327.
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Question 3
Question:
Should the Court allow B&P’s retention of Jan on
the statutory bases asserted (§§ 105(a) and
363(b)(1))?
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Multiple Choice Answers
1.

No. CROs constitute “professional persons” within the meaning of § 327. Jan
must comply with § 327 and must also file fee applications. Otherwise, the
Court will be unable to oversee Turnaround’s compensation or ensure that Jan
is impartial. If the Court is inclined to grant Jan’s retention, it should rely on
§ 327.

2.

Yes. The Court may approve Jan’s retention pursuant to §§ 105(a) and
363(b)(1). Jan has satisfied any “disinterestedness” requirement by
disclosing all connections with interested parties. It is not necessary for Jan
or Turnaround to submit formal fee applications, but Turnaround’s
compensation can still be scrutinized throughout the case.

3.

Yes. The Court may approve Jan’s retention pursuant to §§ 105(a) and
363(b)(1) provided that B&P gives a sound business decision for Jan’s
retention and Jan agrees to comply with §§ 330 and 331 by filing fee
applications.
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Correct Answer
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Question 4
Background:



A year ago, NY Law hired B&P’s former Senior Vice President and
General Counsel Russell “Rusty” Nife. NY Law instituted a screening
process (“Chinese Wall”) under which neither Nife nor his assistant will
have any involvement in B&P’s case. In addition, Nife waived any claim
he had against B&P.



NY Law retained conflict counsel in the event any claims arise against
Nife. Nife will receive no share of the compensation from B&P’s case.
B&P has consented to the representation.



The U.S. Trustee objected to NY Law’s retention, arguing that because
Nife is not disinterested, his lack of disinterestedness is imputed to NY
Law.
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Question 4
Question:
May NY Law be retained by B&P as a professional
under §327(a)?
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Multiple Choice Answers
1. Yes. NY Law has complied with applicable ethics rules
and opinions. The conflict is waivable, and B&P has
waived it.
2. Yes. Although Nife might not be disinterested under
§ 101(14), NY Law is a person and is disinterested under
§ 101(14) as a firm. Therefore, NY Law satisfies the
disinterestedness requirement.
3. No. Nife’s lack of disinterestedness is imputed to NY Law.
Therefore, NY Law is not disinterested under § 327(a).
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Correct Answer
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Question 5
Background:



B&P owned two subsidiaries. One was a title insurance agency
(“Eternalnopay Title Agency”) and the other a public relations/lobbying
firm (“Peytuplae Public Affairs”). Both have now filed for Chapter 11
protection, and both have retained Seeh, Noe, Eiveel, S.C. (“SNE”) as
bankruptcy counsel.



There are intercompany claims among the subsidiaries and the B&P
estate.



The U.S. Trustee has objected to SNE’s retention, arguing that the
intercompany claims are an actual conflict and as a result SNE is per se
not disinterested.
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Question 5
Question:
May SNE be retained to represent Eternalnopay
and Peytuplae jointly in the bankruptcy?
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Multiple Choice Answers
1. No. There is a rebuttable presumption that the
representation is improper. The intercompany claims
mean that SNE cannot rebut the presumption.
2. Yes. There is no per se rule. The intercompany claims do
not automatically prevent the retention, and a case-bycase analysis is needed.
3. Yes. The representation is fine as long as B&P had
previously waived any conflict.

846

Correct Answer
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Question 6
Background:



B&P hires NY Advisory Group, LLC (“Advisory”). The Advisory engagement
was orchestrated by a corporate partner at NY Law.



NY Law and Advisory have a separate arrangement where Advisory pays NY
Law a small percentage commission of Advisory’s compensation from
recommended clients.



In its retention pleadings, Advisory stated that it had no “fee-sharing”
agreement with any other entity in connection with B&P’s case. The Court
approved B&P’s retention of Advisory as its financial advisor.



Advisory eventually files its first interim fee application, seeking payment of
$100,000 from B&P’s estate. After the Court approves the fee application,
per its arrangement with NY Law, Advisory pays $5,000 to NY Law.
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Question 6
Question:
After investigating the matter more closely, the
U.S. Trustee files a motion to vacate the Court’s
Order approving Advisory’s retention and for
disgorgement of Advisory’s and NY Law’s full
compensation. Is NY Law’s compensation subject
to disgorgement?
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Multiple Choice Answers
1.

Yes. Unless NY Law can prove that it lacked knowledge of the “fee-sharing”
arrangement. Otherwise, both Advisory and NY Law knowingly violated the
mandatory bankruptcy disclosure rules. The Court may rely on § 329 to disgorge
all of NY Law’s fees and potentially impose additional sanctions.

2.

Yes. NY Law ignored its ethical obligations as an estate professional by failing to
disclose its “fee-sharing” arrangement with Advisory. The Bankruptcy Court has
broad discretion to impose sanctions on these facts, including the return of all
compensation NY Law received in B&P’s case (fees, plus commission).

3.

Yes. Section 329 allows the Court to regulate attorney compensation by entering
disgorgement orders for excessive compensation. The Court also has authority to
discipline attorneys for violating bankruptcy disclosure requirements. However, the
Court must use the least restrictive sanction to deter NY Law’s bad conduct.
Disgorging the commission is appropriate, but full disgorgement of fees may be
excessive.
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Correct Answer
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Question 7
Background:



While B&P was in Chapter 11, certain members of B&P took control of
its governing board. At that time, B&P was in the midst of a trial in an
adversary proceeding.



Despite a questionable valuation methodology, the new directors
ordered NY Law lawyers to use a recently-obtained valuation rather than
the previous valuation.



They also ordered NY Law to appeal if the Court ruled against B&P
regardless of the merits of the decision.
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Question 7
Question:
May NY Law withdraw as counsel?
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Multiple Choice Answers
1. No. Clients get to make decisions.
2. Yes. It is mandatory or at least permissible to withdraw.
3. Yes. But withdrawal is subject to Court approval.
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Correct Answer
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Question 8
Background:



A bankruptcy partner at B&P (“Bob”) is contacted by an old law school
friend (“Liz”). Liz filed a Chapter 11 in Illinois pro se to address
delinquent taxes.



Liz intends to object to claims filed by the Internal Revenue Service and
the Illinois Department of Revenue. Liz asks Bob to send her a
“sample” claim objection. Bob prepares drafts for Liz.



Liz files the claim objections “as is” with the Court. Liz signs them as
“pro se Chapter 11 Debtor”.



In their responses, the IRS and DOR express doubt that Liz prepared the
objections without counsel.
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Question 8
Question:
After reviewing the pleadings, the Judge presiding
over Liz’s case enters an Order to Show Cause to
determine who prepared the claim objections on
Liz’s behalf. Should Bob be sanctioned for
“ghostwriting”?
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Multiple Choice Answers
1.

No. Assuming Liz has meritorious objections to the claims, Bob’s ghostwriting
does not constitute sanctionable misconduct. Liz disclosed Bob’s assistance
when questioned and, as a result, Liz will not unfairly benefit from her pro se
status.

2.

Maybe. At a minimum, Bob is not licensed to practice in Illinois, plus he
drafted the objections, but he failed to sign them in violation of Rule 9011.
Therefore, the Court will exercise discretion depending on Bob’s response to
the Show Cause Order.

3.

No. Bob was unaware that Liz intended to file the drafts “as is”. The Court
should not sanction Bob unless the Court determines that Bob’s
nondisclosure of his involvement was misleading to the Court.
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Correct Answer
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Question 9
Background:



B&P worked closely with both counsel to the Creditors’ Committee and
individual Committee members to propose a Plan.



Because of their contributions during Plan negotiations, the Plan
provides for payment of the fees of counsel to individual members of
the Committee.



Before the Plan can be confirmed, the case converts. Shortly after, the
individual Committee members filed requests for reimbursement of the
fees paid to their professionals as Chapter 11 administrative expenses.



The U.S. Trustee objects, arguing that the Bankruptcy Code does not
provide for payment of those types of professional fees as
administrative expenses.
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Question 9
Question:
Should the Court sustain the U.S. Trustee’s
objection and deny the Committee members’
administrative claim requests?
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Multiple Choice Answers
1.

Yes. The Court should sustain the U.S. Trustee’s objection unless the
individual Committee members can show that the professionals made a
substantial contribution to B&P’s case. Official Committee membership by
itself is insufficient grounds for payment of expenses incurred by counsel as a
priority administrative expense.

2.

Yes. Section 503(b)(4) explicitly excludes professional fees incurred by
individual Committee members from treatment as administrative expenses.
To allow the Committee members’ requests would constitute an impermissible
contravention of a Congressional mandate.

3.

No. The Court may grant the administrative claim requests pursuant to
§ 503(b)(3)(F). Courts have consistently interpreted the expenses incurred by
individual Committee members performing committee duties to include
reimbursement of professional expenses.
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Correct Answer
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Question 10
Background:



After conversion, NY Law filed a fee application, seeking payment of fees in the
amount of $1,500,000.



NY Law’s fee application shows that more than 25 attorneys and paralegals
worked on B&P’s case during August and September. Additionally, 5 summer
associates and 3 administrative assistants billed time to B&P’s case.



In its application, NY Law explained that, given the size and complexities of the
case, the work performed and the fees charged (i) were reasonable and
(ii) conferred a benefit on B&P’s estate.



The U.S. Trustee objected to the fee application for various reasons, including
the number of professionals working on the case and NY Law’s high billable
hourly rates.
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Question 10
Question:
Should the Court sustain the U.S. Trustee’s
objection and deny portions of NY Law’s fee
request?
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Multiple Choice Answers
1.

Yes. The Court may decide to deny requests for compensation based on
duplicative work performed by an unreasonable number of legal
professionals. Also, time spent by summer associates and law clerks is not
compensable and should be treated as overhead costs of NY Law’s practice.

2.

Maybe. The Court may sustain the U.S. Trustee’s objection, but only if the U.S.
Trustee can demonstrate that the fees requested are unreasonable compared
to the services rendered and the benefit conferred on the estate from such
services.

3.

No. Assuming NY Law can demonstrate that its fees charged were reasonable
and necessary expenses of administering B&P’s estate. Should the Court
overrule the U.S. Trustee’s objection, NY Law may be compensated for the
costs incurred defending its fee application.
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Correct Answer
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Question 11
Background:



After the case converts, several B&P partners move on to practice with
new law firms. A litigation partner (“Pam”) and her new firm are
retained by a former client of B&P (“Sue Happy, Inc.”) to continue
prosecuting unresolved actions on an hourly-fee basis.



Eventually, B&P’s Chapter 7 Trustee files an adversary proceeding
against Pam and her new firm to recover all profits derived from her
representation of Sue Happy, Inc. The complaint includes claims under
New York law and bankruptcy law for an accounting, turnover, unjust
enrichment and conversion.
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Question 11
Question:
Can the B&P Trustee recover the profits derived
from Pam’s representation of Sue Happy, Inc.?
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Multiple Choice Answers
1.

No. B&P is only entitled to be paid for the services it provided prior to
conversion. Because Sue Happy, Inc. has the unfettered right to hire and fire
counsel, B&P has no property interest in future hourly legal fees. Sue Happy,
Inc. owns its own legal matters.

2.

Yes. Assuming that there is no provision in B&P’s partnership agreement to
the contrary, Sue Happy, Inc.’s business is the property of B&P. Sue Happy,
Inc. was a client of B&P, not Pam. B&P’s partners could have tailored their
partnership agreement to specify that “books of business” belong to the
individual partner.

3.

No. While hourly matters might constitute B&P’s unfinished business, Sue
Happy, Inc. effectively fired B&P when it hired Pam and her new firm.
Because Sue Happy Inc. fired B&P, there are no profits from “unfinished
business” for the Trustee to recover.
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Correct Answer
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Question 12
Background:



Ima Klutz has a malpractice claim against B&P for $23 million. Her
lawyer, Chance Strykesuut, signed Klutz’s proof of claim.



The Chapter 7 Trustee served a deposition notice and discovery directly
on Strykesuut.



Strykesuut filed a motion for a protective order claiming attorney-client
privilege. The Chapter 7 Trustee cross-moved to compel.
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Question 12
Question:
May the B&P Trustee compel Strykesuut to testify
and produce documents regarding Klutz’s claim
against the estate?
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Multiple Choice Answers
1. No. A proof of claim is a pleading like a complaint, and
signing it does not turn an attorney into a fact witness.
2. Yes. A proof of claim is signed under penalty of perjury
just like an affidavit. By signing the proof of claim,
Strykesuut represented that he had personal knowledge
of the facts supporting the claim.
3. No. Attorney-client privilege protects Strykesuut. The
privilege is held by the client, not the lawyer, and the client
has not expressly waived the privilege.
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Correct Answer
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Article III of the Constitution provides that the judicial power of the United States shall
be vested in the Supreme Court and such inferior courts that Congress may establish. U.S. Const.
art. III, §1. It further provides that the judges “both of the supreme and inferior courts, shall hold
their Offices during good Behavior” and shall receive compensation, “which shall not be
diminished during their continuance in office.” Id. As the Supreme Court explained in Stern v.
Marshall, “Article III is an inseparable element of the constitutional system of checks and
balances that both defines the power and protects the independence of the Judicial Branch.” 131
S. Ct. 2594, 2608 (2011) (internal quotations omitted).
In Stern, the Supreme Court addressed the interplay between Article III and 28 U.S.C.
§157(b), authorizing bankruptcy judges (who do not enjoy Article III’s protections) to enter final
judgments in certain “core” bankruptcy proceedings. Specifically, the Court addressed whether a
bankruptcy judge may constitutionally enter a final judgment resolving the debtor’s state law
counterclaim against a creditor filing a proof of claim—a matter statutorily designated as “core”
in § 157(b)(2)(C)—where the creditor objected to the judge’s exercise of jurisdiction. The
counterclaim at issue was a garden-variety state law tort action essentially unrelated to the proof
of claim. The Court held that Article III of the Constitution precludes Congress from assigning
such matters involving “private rights” to non-Article III bankruptcy judges for final
adjudication. In sum, because the underlying tort claim at issue in Stern was a state law cause of
action independent of the federal bankruptcy law, the bankruptcy court “lacked the constitutional
authority to enter a final judgment.” Id. at 2621.
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Following Stern, the Supreme Court granted certiorari in Executive Benefits Ins. Agency
v. Arkison, to address two questions left unresolved by its decision in Stern: (1) whether Article
III of the Constitution permits bankruptcy judges to exercise the judicial power of the United
States to finally decide a private-right controversy on the basis of litigant consent, and, if so,
whether a litigant’s conduct can constitute “implied” consent; and (2) whether a bankruptcy
judge may submit proposed findings of fact and conclusions of law for de novo review in the
district court in a “core” proceeding under 28 U.S.C. § 157(b). Answering the second question
in the affirmative, the Court determined that, when a bankruptcy court is presented with a “Stern
claim”—a claim a bankruptcy court may fully adjudicate under section 157(b)(1), but not under
the Constitution—the bankruptcy court should follow the procedures for non-core claims in
section 157(c)(1) and issue proposed findings of fact and conclusions of law that the district
court may review de novo. Id. at 2168. Having reached the second question, the Court did not
reach the first. More recently, the Court granted certiorari in Wellness International Network v.
Sharif, no. 13-935 (2014), ostensibly to address the first question.
A. Stern and the Statutory Scheme
Generally, district courts have “original and exclusive jurisdiction of all cases under title
11,” as well as all proceedings (1) arising under the Bankruptcy Code, (2) arising in a case under
the Code, and (3) related to a case under the Code. 28 U.S.C. § 1334; Stern, 131 S. Ct. at 2603.
Under section 157(a), district judges enjoy discretion to refer any or all bankruptcy cases and
proceedings to the bankruptcy judges in their district. Bankruptcy judges are appointed to 14
year terms by the federal courts of appeals. Id.; 28 U.S.C. 152(a)(1). Every district court has
provided for the automatic referral of cases and proceedings by standing order.
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The scope of a bankruptcy judge’s power depends on the type of proceeding involved.
Stern, 131 S. Ct. at 2603. “Bankruptcy judges may hear and enter final judgments in ‘all core
proceedings arising under title 11, or arising in a case under title 11.’” Id. (quoting section
157(b)(1)). “‘Core proceedings include, but are not limited to’ 16 different types of matters,
including ‘counterclaims by [a debtor’s] estate against persons filing claims against the estate.’”
Id. (quoting section 157(b)(2)(c)).
When a bankruptcy judge determines that a referred proceeding is not a “core”
proceeding, but is instead merely related to a case under title 11, the judge may, without the
parties’ consent, only “submit proposed findings of fact and conclusions of law to the district
court.” 11 U.S.C. § 157(c)(1). After de novo review of any matter to which a party objects, the
district court may then enter final judgment in those cases. Id. at 2604.
In Stern, the Supreme Court held that Article III of the Constitution precludes Congress
from assigning certain statutorily “core” bankruptcy proceedings involving private-right
controversies to non-Article III bankruptcy judges for final adjudication. Because the tort claim
at issue in Stern was fundamentally a state law claim and did not implicate a public right, it was
only amenable to final determination and entry of judgment by an Article III judge, at least
absent the parties’ consent otherwise.

In reaching that conclusion, the Court rejected the

argument that bankruptcy judges are mere “adjuncts” of the district courts because they
“exercise[] the essential attributes of the judicial power.” Id. at 2619. Accordingly, without the
parties’ consent, only Article III judges can adjudicate certain core claims not involving public
rights.

3
879

B. Background of Arkison
Arkison arises out of the bankruptcy proceedings of the Bellingham Insurance Agency,
Inc. (“BIA”). Nicholas Paleveda, an attorney, was largely responsible for managing BIA’s
affairs. BIA was affiliated with Aegis Retirement Income Services, Inc. (“ARIS”), with which it
kept joint accounting records.
In 2003—following a dispute between Paleveda and his partners concerning the
distribution of certain insurance commissions—the partners instructed the relevant insurance
carrier to deposit future commissions into an account not accessible by Paleveda. As a result of
this falling out, Paleveda initiated arbitration against his former partners. He lost and was
ordered to pay his former partner’s attorneys’ fees.
Before the arbitration award became final, Paleveda initiated a transfer of all of BIA’s
assets to a newly-created company called Executive Benefits Insurance Agency (“EBIA”).
EBIA occupied BIA’s headquarters, employed its staff, and engaged in its business. After
discovering the transfer, the ex-partners commenced a state-court fraudulent conveyance action
against Paleveda, BIA, ARIS, and others. Paleveda placed BIA in Chapter 7 bankruptcy, halting
the lawsuit by way of the automatic stay.

Paleveda then removed the action to federal

bankruptcy court and filed an answer in the newly initiated adversary proceeding.
The commencement of the Chapter 7 proceeding triggered the appointment of Peter
Arkison, Respondent, as trustee, and deprived Paleveda of further control over BIA. Arkison
subsequently commenced his own fraudulent conveyance action on behalf of BIA’s estate,
pursuant to 11 U.S.C. § 548, against Paleveda, EBIA, ARIS, and others.

As a result, an

adversary proceeding was opened and EBIA answered, denying many of the allegations.
Notably, EBIA denied that the fraudulent conveyance action was a “core” proceeding, meaning
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that he contended that the proceeding was “non-core,” and he asserted that EBIA was entitled to
all the Article III and Seventh Amendment rights non-core proceedings entail. Consistent with
that view, EBIA belatedly demanded a jury trial.
Pursuant to Bankruptcy Rule 7012, when a defendant denies in its answer that a
proceeding is core, as EBIA did here, it is required to state in that same answer whether it
consents to the bankruptcy court’s entry of a final judgment, or if it prefers to exercise its right to
insist that the bankruptcy court only issue proposed findings of fact and conclusions of law to be
reviewed de novo by the district court. EBIA failed to state in its answer whether it consented to
a final adjudication by the bankruptcy court, thus violating Rule 7012.
After Arkison unsuccessfully sought summary judgment against ARIS, EBIA brought a
motion in the bankruptcy court to vacate that court’s trial date, citing its jury demand, which
would require trial in the district court. Arkison objected to the motion, highlighting EBIA’s
tardiness in bringing its demand. Rather than holding a hearing on the matter, the bankruptcy
court vacated the trial date and transmitted the record to the district court, which docketed the
matter as a motion to withdraw the reference from the bankruptcy court. The district court then
ordered a status conference and instructed the parties to prepare a Joint Status Report to inform
the court’s decision with respect to the motion to withdraw the reference. All of the parties but
Paleveda participated in a conference call. After the call, Arkison’s counsel circulated the
agreed-upon report, indicating that summary judgment proceedings would be litigated in the
bankruptcy court. EBIA’s counsel never signed the report before it was produced to the district
court; on the other hand, EBIA made no objection at the time the report was circulated or after it
was filed. The district court subsequently re-calendared the withdrawal motion for three months
hence.
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Arkison thereafter moved for summary judgment against EBIA in the bankruptcy court.
The court found there were no genuine issues of material fact concerning whether EBIA was the
alter-ego of BIA or whether the assets had been transferred to EBIA fraudulently. Consequently,
it concluded that Arkison was entitled to judgment as a matter of law and entered summary
judgment against EBIA.
EBIA appealed the bankruptcy court’s judgment to the district court. After reviewing the
bankruptcy court’s determinations de novo, the district court affirmed the bankruptcy court’s
grant of summary judgment. EBIA then appealed the district court’s affirmance to the Ninth
Circuit. After filing its brief, but before oral argument, EBIA for the first time objected to the
proceedings in the bankruptcy court on the ground that Article III of the Constitution precluded
the bankruptcy court’s entry of final judgment against it on the fraudulent conveyance claim.
The Ninth Circuit invited amici curiae briefing, and the United States (among others)
participated. Ultimately, the Court of Appeals affirmed.
In rendering its decision, the Court of Appeals recognized that, although bankruptcy
judges have statutory authority to enter final judgments in fraudulent conveyance proceedings,
they lack the constitutional authority to do so because fraudulent conveyance actions, like state
law tort actions, are properly matters of private right. Nonetheless, the court held that, in this
case, EBIA’s litigation conduct evidenced its acquiescence and obviated any Article III infirmity.
The court additionally held that, in fraudulent conveyance cases where the defendant does not
consent, bankruptcy judges may nonetheless enter proposed findings of fact and conclusions of
law subject to de novo review in the district court.
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C. The Parties’ Arguments
1. EBIA’s Argument
In its merits brief to the Supreme Court, EBIA argued that, as non-Article III judges,
bankruptcy judges are constitutionally proscribed from entering final judgment on private-right
claims in non-core proceedings, because entering final judgment is the “core function of the
Judicial Branch.” Pet. Br. at 13. EBIA argued that, while “bankruptcy judgments carry all the
attendant risks of district court judgments, bankruptcy judges have none of the Constitution’s
structural protections.” Id. at 23. To allow bankruptcy judges to enter final judgments on private
rights, EBIA asserts, “would ‘compromise the integrity of the system of separated powers and
the role of the Judiciary in that system.’” Id. at 24 (quoting Stern, 131 S. Ct. at 2620).
Nor, EBIA asserted, can the consent of the parties cure the purported constitutional
defect. Id. at 13. Where structural separation of powers issues are at stake, “notions of consent
and waiver cannot be dispositive because the limitations serve institutional interests that the
parties cannot be expected to protect.”

Id. at 26 (quoting Commodity Futures Trading

Commission v. Schor, 478 U.S. 833, 851 (1986)). Accordingly, EBIA argued, the “consent or
waiver of litigants in an individual case is insufficient to confer on non-Article III bankruptcy
courts authority to enter final judgments on private rights.” Id. at 27.
EBIA argued in that alternative that consent could only cure the constitutional defect to
the extent that Congress has made consent “a limiting feature of the statute permitting nonArticle III adjudication.” Id. at 13. EBIA conceded that the Court has “at times given some
consideration to the role of consent within a statutory scheme in evaluating whether a statute’s
limited delegation of judicial authority violates the separation of powers in the first place.” Id. at
28. EBIA attempted to distinguish delegations to bankruptcy judges from other delegations to
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quasi-judicial authorities by emphasizing the presence or absence of consent, the scope of review
of the adjudicative body, and the review that body’s findings or determinations are subject to by
Article III courts. See id. at 30-31. For example, the Magistrate Judge’s Act, EBIA suggested,
“is distinctive in that it makes consent an explicit, statutory limitation on the non-Article III
judge’s jurisdiction.” Id. at 31 (citing 28 U.S.C. 636(c)(1)). A statutory consent requirement,
EBIA argued, “ensures that litigants are made aware of the need to consent and their right to
refuse it, and ensures that Congress has carefully considered the constitutional issues at stake.”
Id. at 13.
EBIA further asserted that “[e]ven if consent in an individual case were relevant to the
question whether a non-Article II judge may enter final judgment of the United States, such
consent would need to be knowing and voluntary.” Id. at 38. EBIA contended that its “failure to
assert an argument foreclosed by binding precedent” (that the bankruptcy court lacked authority
to enter final judgment because an earlier Ninth Circuit decision had rejected such an argument)
“could not confer on the bankruptcy judge constitutional authority that Article III otherwise
forbids.” Id.
EBIA also maintained—contrary to the Ninth Circuit’s holding—that in core proceedings
bankruptcy courts “lack[] statutory authority to issue proposed findings of fact and conclusions
of law.” Id. at 15. The power granted by section 157(b) to the bankruptcy courts to “hear and
determine” core proceedings “does not include authority to propose non-final findings and
conclusions” because the plain meaning of “determine” is to decide conclusively. Id. Nor,
EBIA asserts, can construing section 157(b) to permit issuance of proposed findings and
conclusions be reconciled with section 158. Id. Section 158 grants district courts appellate
jurisdiction over bankruptcy court judgments, but provides them with “no authority to enter
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judgments in the first instance in a case that has been referred to (and not withdrawn from) the
bankruptcy court.” Id. Thus, EBIA maintained, the task of “crafting a constitutional alternative
to the existing partially unconstitutional framework”—wherein bankruptcy judges are not
explicitly authorized to make non-final recommendations—“belongs to Congress, not the
courts.” Id. at 46.
2. Arkison’s Argument
In its brief, Arkison traced the history of district court reliance on third-party bankruptcy
adjudicators (referred to as commissioners or referees) from the first bankruptcy act, passed in
1800, through its numerous iterations to the present. Resp’t’s Br. at 9-12. Traditionally, Arkison
explained, commissioners or referees oversaw “summary” matters, with abbreviated procedures.
Id. at 11. Where a party demanded full legal process (for example, in so-called “plenary
matters”), resort had to be made to state or Article III federal courts. Id. at 12. Generally,
referees “had summary jurisdiction over property within the actual or constructive possession of
the debtor.” Id. Assets outside the debtor’s possession generally could only be reached by
plenary proceedings. Id. Nonetheless, Respondent observed, parties could “jointly consent to
proceed before a referee in a summary proceeding, even with respect to an otherwise plenary
matter.” Id.
In 1978, Congress overhauled the bankruptcy system, abolishing the summary/plenary
division and granting bankruptcy judges jurisdiction over all matters arising in a bankruptcy
case, arising under the Bankruptcy Code, or related to a case. Id. at 13. Additionally, Congress
provided for mandatory assignment of all bankruptcy cases to the new bankruptcy courts for full
and final determination, largely freeing those courts from the district courts’ oversight. Id.
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After the Supreme Court struck down this nascent independent bankruptcy regime in
Northern Pipeline Const. Co. v. Marathon Pipe Line Co., 458 U.S. 50 (1982), “Congress
reverted to the historical reference-based model.” Id. at 14. Article III judges were again
empowered to use or ignore bankruptcy judges as they desired and to take cases back from those
judges “mid-stream” for cause. Id. And consistent with the language in Justice Brennan’s
plurality opinion and Justice Rehnquist’s concurrence characterizing the restructuring of debtorcreditor relations as lying at the “core” of the federal bankruptcy power, Congress curtailed
bankruptcy judges’ ability to enter final judgments with respect to matters that are non-core. Id.
Arkison also contended that EBIA waived its right to take its case to the district court,
instead “tak[ing] its summary judgment chances in the bankruptcy court” and only after losing
raising an Article III challenge on appeal. Id. Nor are structural Article III concerns present in
this case, Arkison maintains, because “the bankruptcy court consensual adjudication system
exists entirely within Article III, following longstanding judicial practice.”

Id.

Indeed,

“[b]ecause resort to bankruptcy judges is fully at the joint election of district judges and the
parties in private-rights controversies, the political branches have no involvement whatsoever
and hence there is no encroachment on the judiciary violating the separation of powers.” Id. at
19. EBIA’s argument concerning structural concerns is inapposite, Arkison argued, because “the
subset of cases implicating structural separation of powers concerns comprises those involving
the encroachment or aggrandizement of one branch at the expense of the others,” which is not
the case here. Id. at 37 (internal quotation marks and brackets omitted).
Furthermore, Arkison argued, consent to bankruptcy court adjudication “may be implied
by conduct of the kind at issue here” just as consent can be implied in the analogous magistrate
judge setting. Id. at 20. Indeed, the Court affirmed the permissibility of implied consent to final
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judgments by federal magistrate judges in Roell v. Winthrow, 538 U.S. 580,585-86 (2003). And
as Arkison noted, the “grant of authority to magistrate judges is even broader” than is the
analogous grant of authority to bankruptcy judges. Resp’t’s Br. at 26. Additionally, Bankruptcy
Rule 7012 provides the same protection as statutorily required consent because it requires
responsive pleadings to “include a statement that the party does or does not consent to entry of
final orders or judgments by a bankruptcy judge.” Id. at 51 (quoting Rule 7012).
In this case, the court below held, and Arkison maintains, that EBIA consented to
bankruptcy judge determination by failing to object to the Joint Status Report both at the time it
was drafted and when it was filed. Id. at 60. In any event, Arkison maintained, “[b]ecause an
Article III district court conducted a full de novo review of the summary judgment order and
entered its own judgment, EBIA got all the Article III consideration to which it was entitled.” Id.
at 20.
Finally, Arkison contended, “Stern creates no insoluble statutory gap” because
bankruptcy judges may issue proposed findings of fact and conclusions of law if the parties do
not consent to final judgment in the bankruptcy court. Id. at 21. “The apparent gap arises
because [§ 157] focuses on proposed findings of fact and conclusions of law for non-core claims,
but Stern claims are statutorily core, and core claims do not have an analogously explicit
provision for such reports and recommendations.”

Id. at 63-4 (internal citation omitted).

Understandably, Arkison posited, “almost all courts have done the only logical thing: treat Stern
claims as though they were non-core, restricting bankruptcy judges in the absence of party
consent to proposed findings of fact and conclusions of law.” Id. at 64.
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3. United States as Amicus Curiae Supporting Arkison
The United States filed an amicus curiae brief in support of Respondent-Arkison, arguing
that, through its litigation strategy, EBIA had waived its right to have the claim against it decided
by an Article III judge. Gov’t Amicus Br. at 11. The United States agreed with Arkison that the
Supreme “Court and the courts of appeals have recognized that litigant consent can authorize the
entry of final judgment by a non-Article III judge.” Id.
Consistent with the Ninth Circuit’s holding and Arkison’s argument in its merits brief,
the United States submitted that EBIA could “consent to resolution of [its] claim by the
bankruptcy court.”

Id. at 16.

Indeed, the United States quoted approvingly Arkison’s

characterization of the paramount importance of consent in determining the permissibility of a
non-Article III adjudication: “As respondent notes (Br. 34), every case in which this Court has
found a violation of a litigant’s right to an Article III decisionmaker has involved an objecting
defendant forced to litigate its private rights involuntarily before a non-Article III judge.” Id. at
18 (internal quotation marks omitted).
The United States, like Arkison, noted that EBIA’s “approach is at odds with decisions
holding that federal magistrate judges may, with the litigant’s consent, enter final judgment in
cases otherwise committed for resolution to an Article III court.” Id. at 20. Indeed, the United
States noted that EBIA’s “argument against waiver impugns the constitutionality of the federal
system’s well-established use of magistrate judges.”

Id. at 22.

Nor, the United States

maintained, does the ability of bankruptcy judges to enter final judgments implicate structural
separation of powers concerns. Id. at 23.
Even if EBIA had not consented to final determination by its conduct, the United States
argued, it still “would not be entitled to relief from the judgment below” because EBIA’s
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disregard for the Rule requiring that it either consent or object in its answer to final
determination by a bankruptcy judge and because it failed to comply with the district court’s
order concerning the joint status report. Id. at 26, 28. And because the district court “reviewed
and sustained the bankruptcy court’s summary-judgment ruling under a de novo standard, there
is no reason to suppose that the district court would have reached a different conclusion if the
bankruptcy court had submitted” proposed findings and conclusions instead of a final judgment.
Id. at 28.
With respect to the ability of a bankruptcy judge to enter recommendations and
conclusions in core proceedings, the United States again agreed with Arkison that the
Bankruptcy Code may be permissibly read as allowing a bankruptcy judge to make proposed
findings of fact and conclusions of law. Id. at 29. This result is necessary, the United States
argued, because EBIA’s approach “would create an anomalous statutory gap, preventing
bankruptcy courts in matters like this one from exercising the statutory powers that apply to
either core or non-core proceedings.” Id. at 31. Such a “crabbed” reading, the United States
suggested, is contrary both to principles of severability and “the great weight of lower-court
decisions.” Id. Moreover, such a reading is “in conflict with many local rules and orders that
authorize bankruptcy judges” to do just that. Id.
D. The Supreme Court’s Decision
The Court ultimately agreed with the respondent, Arkison, and in a 9-0 decision held that
when the Constitution does not permit a bankruptcy court to enter final judgment on a “core”
(i.e., a “Stern claim”), the relevant statute nevertheless permits a bankruptcy court to issue
proposed findings of fact and conclusions of law to be reviewed de novo by the district court.
Executive Benefits Ins. Agency v. Arkison, 134 S. Ct. 2165, 2168 (2014).

In this case, the
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District Court conducted a de novo review and entered a separate judgment, which cured any
potential error in the Bankruptcy Court’s final judgment. Id. at 2174. Accordingly, the Court
affirmed the Ninth Circuit’s decision. Id.
1. Stern claims may be treated as non-core within the meaning of
Section 157(c)(1).
The Court held that when a bankruptcy court is presented with a “Stern claim,” the proper
course is to submit proposed findings of fact and conclusions of law to the district court for de
novo review and entry of judgment. Arkison, 134 S. Ct. at 2170. The petitioners argued that
Stern claims create a statutory “gap,” since bankruptcy judges are not explicitly authorized to
issue proposed findings of fact and conclusions of law in a core proceeding. Id. at 2172. The
Court disagreed and concluded that the plain text of the statute’s severability provision closed
any such statutory “gap.”

Id. at 2173.

The severability provision instructs that where a

“provision of the Act or [its] application ... is held invalid, the remainder of th[e] Act ... is not
affected thereby.” 98 Stat. 344, note following 28 U.S.C. § 151. When a court identifies a Stern
claim, it has “held invalid” the “application” of § 157(b)—the “core” label and its attendant
procedures—and the “remainder…not affected thereby” includes section 157(c), which governs
non-core proceedings. Id. at 2173 (quoting 98 Stat. 344). Accordingly, where a Stern claim
otherwise satisfies section 157(c)(1), the bankruptcy court should simply treat the claim as noncore and submit proposed findings of fact and conclusions of law to the district court for de novo
review and entry of judgment. Id.
The Court concluded that this approach accords with the general approach to severability.
The Court ordinarily gives effect to valid portions of a partially constitutional statute so long as it
“remains fully operative as a law” and it is not “evident” from the statutory text and context that
Congress would have preferred no statute at all. Id. at 2173 (internal citations omitted). Neither
14
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concern was present in this case. Id. Further, the petitioners presented no evidence from the
statute’s text or historical context that made it “evident” that Congress would prefer to suspend
Stern claims in limbo. Id. On the contrary, if the severability clause did not apply and district
courts, rather than bankruptcy courts, were required to hear all Stern claims in the first instance,
as EBIA contended, the division of responsibility set by Congress would be dramatically altered.
Id. at 2173 n.8.
2. Section 157(c)(1)’s procedures apply to the fraudulent conveyance claims in
this case.
After determining that Stern claims may proceed under the same procedural framework
as non-core claims in section 157(c)(1), the Court next confronted the issue whether the
fraudulent conveyance claims brought by the trustee were within the scope of section
157(c)(1)—“not…core” proceedings but “otherwise related to a case under title 11.” The Court
held that section 157(c)(1)’s procedures did apply in this case and stated that the “[fraudulent
conveyance] claims fit comfortably within the category of claims governed by [the provision]”
and therefore the bankruptcy court was permitted to follow the non-core procedure, i.e. submit
proposed findings of fact and conclusions of law for the district court’s review de novo.

Id at

2174.
First, the Court assumed, without deciding, that the fraudulent conveyance claims were
Stern claims, as held by the Ninth Circuit and undisputed by the parties. Id. The application of
both the “core” label and the procedures in section 157(b) to the trustee’s claims had therefore
been “held invalid.”

Id. (quoting Note following section 151).

Second, the fraudulent

conveyance claims were “self-evidently related to a case under title 11” because the claim asserts
that “property should have been part of the bankruptcy estate and therefore available for
distribution to creditors pursuant to Title 11 and was improperly removed.” Id. at 2174 (internal
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citations omitted). Thus, the claims were properly within the scope of section 157(c)(1) and the
courts were permitted to follow the provision’s procedures.
3. The District Court’s de novo review and entry of its own valid final judgment
cured any potential error in the Bankruptcy Court’s entry of judgment.
The Court concluded that because the District Court reviewed the case de novo, it is
inconsequential that the Bankruptcy Court decided the case in the first place. EBIA contended
that it was constitutionally entitled to review by an Article III court regardless of whether the
parties consented to bankruptcy court adjudication and in the alternative, that even if such
consent were constitutionally permissible, it did not in fact consent. Id. at 2174. The Court held
that even if the bankruptcy court’s entry of judgment was invalid, any error was cured because
the District court “[i]n effect” provided “the same review” that EBIA claimed it was entitled to
under Article III. Id.
The District Court in this case conducted a de novo review of the summary judgment
claims from the Bankruptcy Court and, in accordance with its statutory authority over matters
related to bankruptcy under section 1334(b), separately entered judgment in favor of the trustee.
Id. Thus, although the claims did not proceed as non-core under section 151(c)(1), the review
nonetheless cured any defect caused by the procedural posture of the case. Id.
Because the Court concluded that EBIA received the de novo review and entry of
judgment to which it claimed it was constitutional entitled, the case did not require the Court to
address the other question for which it granted certiorari: whether EBIA in fact consented to the
Bankruptcy Court’s adjudication of a Stern claim and whether Article III permits a bankruptcy
court, with the consent of the parties, to enter final judgment on a Stern claim. Id. at 2169 n.4.
The court explicitly reserved that question for another day. Id.
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